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EFFECTS OF ACCESS TO MICROCREDIT ON THE
GROWTH OF WOMEN-OWNED SMALL AND MEDIUM
ENTERPRISES IN THE CENTRAL BUSINESS DISTRICT
OF KISUMU: THE CASE OF KENYA WOMEN FINANCE

TRUST

Clemencia Osa Ouma, University of Nairobi, Kenya
Charles M. Rambo, University of Nairobi, Kenya

Microcredit is a crucial tool for economic empowerment of women. In Kenya, the microcredit industry
has supported more than 3 million small and medium enterprises for close to 30 years. Kenya Women
Finance Trust is a leading microcredit institution dealing exclusively with financing needs of women.
However, whether the services provided by the institution have spurred growth among women-owned
enterprises remains undocumented. The objective of this study was to assess the effect of access to
microcredit services on the growth of women-owned enterprises within the Central Business District of
Kisumu City. To accomplish this, we sourced primary data from 190 women entrepreneurs. The study
found that access to microcredit significantly associated with sales, net profit, number of paid workers
and liabilities. Thus, access to microcredit had positive effects on the growth of women-owned
enterprises. In addition, Kenya Women Finance Trust’s lending policies were not responsive to financing
needs of women and to changes in the business environment. This undermined the potential of funded
enterprises to achieve sustainable growth. The study recommends the need to review the financial
institution’s lending policies, increase the amount of microcredit funds and encourage other actors to
finance women-owned enterprises.

JEL: O16

KEYWORDS: Access, Microcredit, Small and Medium Enterprises, Women-Owned, Central Business
District

INTRODUCTION

Microcredit provides an opportunity for low income-earners, including women to improve their economic
and social status. Besides economic empowerment, microcredit carries with it numerous other benefits
for women, including better control of their reproductive health as well as reduced vulnerability to
domestic violence. Better incomes make women less vulnerable to gender-based violence perpetuated by
their partners (Goetz & Sen, 1994; Mayoux, 1998a). In most countries, commercial banks have not
effectively addressed the financial needs of low income-earners, due to stringent baseline requirements.
In addition, commercial banks perceive low income-earners as not being credit-worthy due to lack of
assets, which they may use as collateral against credit facilities (World Bank, 2009). In this regard, credit
facilities provided by Micro-Finance Institutions (MFIs) plays an important role by filling the gap for
financial services among low income-earners, majority of who include women.

The origin of microcredit is traceable to the 14" Century, when the Franciscan monks founded the
community-oriented pawnshops (World Bank, 2009). A study conducted by the World Bank (1999)
indicated that about 25 million people worldwide were using microcredit to finance their business
activities, with women forming up to 90% of beneficiaries. By 2005, up to 113 million borrowers had
benefited from microcredit services and by 2010, microcredit industry addressed the financing needs of
up to 150 million low income-earners, especially in developing countries (World Bank, 2009). In Kenya,
the microcredit industry is a relatively new phenomenon, with a few agencies starting about 25 years ago.
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Due to rapid development in Kenya’s economic landscape, the agencies eventually graduated into vibrant
institutions in the 1990s (Hospes, Musinga & Ong’ayo, 2002). Between 1992 and 1994, the Government
was intensively involved in implementing the Structural Adjustment Programmes (SAPs). In this regard,
the aim of economic liberalization was to restore macro-economic stability and spur private sector
investments. To counter the potential negative impact of liberalization, microcredit industry emerged as
one of the areas requiring donor support.

By 2001, about 1.3 million SMEs were operational in the country and provided job opportunities to about
2.4 million people; and accounted for about 70% of economic activities (Hospes et al., 2002). By 2008,
SMEs created employment for about 75% of the national workforce and contributed up to about 22% of
the national Gross Domestic Product (GDP). In Kisumu town, the role of SMEs as regards employment
creation needs no amplification. By 2008, the sector engaged more than 40% of the district’s labour force
(Columbia University, 2007, NCAPD, 2008). Kenya Women Finance Trust (KWFT) is one of the
institutions that have shaped the microcredit industry in the country by extending microcredit facilities to
women-owned SMEs (Odhiambo, 1985; Hospes et al., 2002; Republic of Kenya, 2008). Established in
1982, KWFT has an elaborate national network of 9 regional offices, supported by 77 sub-regional
offices. KWFT empowers women by providing accessible and affordable financial services.

Microcredit facilities are important for the growth and expansion of Small and Medium Enterprises
(SMEs) and for their subsequent role in the national economy (Atieno, 2009). The growth and expansion
of SMEs requires sustained investment in working capital. However, at low levels of income, the
accumulation of such capital may be difficult. Under such circumstances, microcredit facilities may help
small-scale entrepreneurs improve their incomes and accumulate own capital (Hossain, 1988; Atieno,
2001). KWFT have exclusively served the financing needs of women-owned SMEs; however, whether
the microcredit services provided by the institution has spurred growth in the performance of women-
owned SMEs, especially within the Central Business District (CBD) of Kisumu City remains unclear and
undocumented. Against this background information, this study determined the effect of microcredit
services provided by the KWFT on the growth of women owned SMEs within the CBD of Kisumu City.
The resultant information is useful for development agencies, as well as scholars in microfinance,
entrepreneurship as well as gender and development.

DATA AND METHODOLOGY

The study population consisted of women-owned SMEs operating within the CBD of Kisumu City. We
sourced primary data from 190 women SME owners who had received microcredit from KWFT and
stayed in business for at least three years. We also sourced secondary data through a review of KWFT
registers and reports, as well as relevant empirical and policy literature. We used stratified random and
purposive sampling procedures to obtain samples of SMEs and women entrepreneurs, whom were
engaged in interviews between May and June 2010. Furthermore, we applied the Statistical Package for
Social Sciences (SPSS) package to generate frequency distributions, percentages and cross-tabulations.
The analysis of qualitative data involved organization into thematic areas, description and thematic
analysis. The following publications support the methodology that we applied in this study: Best & Khan,
2004; Kothari, 2004; Bryman & Cramer, 1997; Mugenda & Mugenda, 1999; Nachmias & Nachmias,
1999.

RESULTS AND DISCUSSIONS

The study covered a total of 190 women entrepreneurs, each representing and providing information
about their enterprises. All the participants reported having received microcredit from Kenya Women
Finance Trust (KWFT) to support their businesses. Of the 190 participants, the majority, [110 (57.9%)]
had received microcredit from KWFT trust only once; 66 (34.7%) participants had been funded twice, 11
(5.8%) had received microcredit thrice, while 3 (1.6%) had been funded more than thrice. In addition,
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table 1 indicates that the SMEs represented in the study were involved in various lines of business,
including hairdressing, clothing boutique, tailoring, food selling and retailing, among others.

Table 1: The Type of Business for SMEs Participating in the Study

CATEGORY OF SMES FREQUENCY PERCENT
Hairdressing 13 6.8
Clothing boutiques 49 25.8
Tailoring 51 26.8
Food selling 17 8.9
Hair dressing /clothing boutiques 12 6.3
Tailoring/clothing boutiques 14 7.4
Retailing 26 13.7
Others 8 42
Total 190 100.0

Table 1 presents the type of business activities carried out by the small and medium enterprises involved in the study. As reflected in the
frequency distributions, most business ventures dealt in tailoring activities, clothing boutiques and retailing business. The category lumped as
‘others’ included hardware shops, bookshops and dry-cleaning outlets.

Moreover, table 1 shows that some SMEs were involved in more than one business activity. In this
regard, 12 (6.3%) respondents stated that they were involved in both hairdressing and clothing boutiques,
while 14 (7.4%) respondents operated tailoring and clothing boutiques. The table also reveals a
preference towards certain business lines such as clothing boutiques and tailoring shops among women.
We measured access to microcredit in terms of the number of times one had obtained credit from KWFT,
and the growth of SMEs in terms of change in sales volume, net profits, number of paid workers as well
as the trend of liabilities before and after obtaining credit. As indicated in table 2, 140 (73.7%)
respondents felt that their enterprises were very inactive in terms of sales before receiving microcredit;
however, after credit, up to 160 (84.2%) participants were convinced that their SMEs became more active
- an indication that performance in terms of sales improved for more than 80% of the SMEs that received
microcredit from KWFT.

Table 2: Business Performance in Terms of Sales Before and after Credit

SALES BEFORE CREDIT AFTER CREDIT
Frequency Percent Frequency Percent
Very active 11 5.8 29 15.3
Active 32 16.8 160 84.2
Inactive 7 3.7 0 0.0
Very inactive 140 73.7 1 0.5
Total 190 100.0 190 100.0

This table indicates the opinion of women business owners regarding the activeness of their firms in terms of sales before accessing microcredit
and after accessing microcredit from Kenya Women Finance Trust. The results suggest that a significant majority of women entrepreneurs
(849) believed that their firms became more active after accessing microcredit than before [n=190; x’=7.34; 3df: p=0.05 (critical value x’= 3.16)].

The results yielded a computed chi square value of 7.34 with 5 degrees of freedom. The results were
statistically significant within 5% error margin, leading to the rejection of the null hypothesis stating that
there is no statistical association between access to microcredit from KWFT and the growth of SMEs in
terms of sales because it contradicted empirical evidence. This implies that there was some significant
association between access to microcredit and the growth of women-owned SMEs. Hence, about 85% of
the SMEs were likely to experience higher growth after accessing microcredit than before. Through
improved sales, SMEs were in a better position to improve revenues and accumulate capital resources for
reinvestments. In conclusion, access to microcredit facilities is likely to have a positive effect on the
growth of SMEs in terms of sales. We requested participants to indicate if there was any change in net
profits, looking at the period before and after receiving microcredit from KWFT. The results presented in
table 3 below shows that the majority, [152 (80.0%)] participants were of the view that their SMEs
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registered dismal performance in terms of net profits before accessing microcredit from KWFT. After
funding, up to 166 (87.4%) participants indicated that there was a positive change in net profits.

Table 3: Performance Before and After Access to Credit in Terms of Profits

CHANGE IN PROFIT BEFORE CREDIT AFTER CREDIT
Frequency Percent Frequency Percent
Profit increased 18 9.5 166 87.4
No change in profit 20 10.5 17 8.9
Profit decreased 152 80.0 7 3.7
Total 190 100.0 190 100.0

This table presents women business owners’ opinion regarding change in net profits before accessing microcredit and after accessing
microcredit from Kenya Women Finance Trust. The results suggest that a significant majority of women entrepreneurs (87%) believed that net
profits changed positively after accessing microcredit than before [n=190; x = 13.144; 2 df: p=0.05; (critical x°= 5.991)].

The results obtained a computed chi square value of 13.0, with 6 degrees of freedom, which was
statistically significant within 5% error margin. This led to the rejection of the null hypothesis stating that
there is no statistical association between access to microcredit and the growth of SMEs in terms of net
profits because it was inconsistent with actual data. The results suggested up to 95% chance that access
to microcredit provided by KWFT was statistically associated with the growth of women-owned SMEs.
We requested participants to state the number of paid workers they had before and after receiving
microcredit from KWFT. The results showed that up to 141 (74.2%) SMEs had between 1 and 9 paid
workers, 41 (21.6%) had between 10 and 19 workers, while 8 (4.2%) had 20 workers or more. More still,
table 4 presents the results obtained from the bivariate analysis regarding change in the number of paid
workers between the pre-credit and post-credit periods. The results suggest that there was a general
increment in the number of paid workers.

Table 4: Variation in the Number of Paid Workers

NUMBER OF PAID WORKERS BEFORE CREDIT AFTER CREDIT
Frequency Percent Frequency Percent
1 to 9 workers 128 67.4 135 71.1
10-19 workers 54 28.4 40 21.1
20 workers+ 8 4.2 15 7.9
Total 190 100.0 190 100.0

The table shows women business owners’ opinion regarding change in the number of paid workers before accessing microcredit and after
accessing microcredit from Kenya Women Finance Trust. The results suggest that there was a general increment in the number of paid worker
[n=190; y°=16.22; df =2; p=0.05; (critical y°= 5.991)].

The analysis obtained a computed chi square value of 16.22, with 3 degrees of freedom. This was
statistically significant within 5% error margin, leading to rejection of the third null hypothesis, which
stated that there is no significant association between access to microcredit and the growth of SMEs in
terms of number of paid workers. The results implied up to 95% chance that access to microcredit
provided by KWFT was associated with growth of women-owned SMEs in terms of number of paid
workers. This suggests that most SMEs experienced increased performance after receiving microcredit,
which necessitated the number of paid workers to go up. In conclusion, access to microcredit is likely to
spur SME growth, which in turn is likely to create more employment opportunities.

The level of indebtedness is yet another indicator of whether an SME is growing or not. We further asked
participants to state if there was any change in the trend of liabilities, during the period before and after
obtaining funding from KWFT. As indicated in table 5, liabilities were increasing for majority of
participants [164 (86.3%)] before accessing microcredit. However, this trend changed for the majority,
[163 (85.8%)] who indicated that their liabilities were decreasing after accessing microcredit from
KWFT.
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Table 5: Liability Status Before and After Credit in Terms of Liabilities

CHANGE IN LIABILITIES BEFORE CREDIT AFTER CREDIT
Frequency Percent Frequency Percent
Liabilities increasing 164 86.3 19 10.0
No change in liabilities 12 6.3 8 4.2
Liabilities decreasing 14 7.4 163 85.8
Total 190 100.0 190 100.0

This table presents the perceptions of women business owners’ opinion regarding change in liability status before accessing microcredit and
after accessing microcredit from Kenya Women Finance Trust. The results show that for most participants (86%), liability was decreasing after
accessing microcredit from the financial institution [n=190; y*=9.02; 2 df: p= 0.05; (critical y*= 5.991)].

In addition, he results obtained a computed chi square value of 9.02 with 3 degrees of freedom, which
prompted rejection of the null hypothesis stating that there is no statistical association between access to
microcredit and the growth of women-owned SMEs in terms of the level of liabilities. This suggests up to
95% chance that access to microcredit provided by KWFT significantly associated with the growth of
women-owned SMEs in terms of liability status.

CONCLUSIONS

Access to microcredit remains instrumental for the growth of women-owned SMEs. The key indicators
of growth considered in this study included sales volume, net profits, the number of paid workers, and the
trend of liabilities before and after receiving microcredit. The study found that access to microcredit
significantly associated with all these indicators of growth. The results suggested up to 95% chance that
SMEs experienced higher sales and better profits after accessing credit from KWFT. This enabled SMEs
to hire more paid workers to support increasing production and to reverse liability trends. In conclusion,
adjusting lending policies to be consistent with the actual financing needs of women, and business
environment is likely to strengthen the role of KWFT, as a leading pro-women microcredit institution in
the country.
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ROLE OF CORPORATE GOVERNANCE IN THE
FAMILY BUSINESS

Graziella Sicoli, University of Calabria, Italy
ABSTRACT

Problems of governance, associated with the Public Company, have also emerged in other types of
businesses, for example in family firms. What takes place in family firms, albeit with different degrees of
intensity, is an overlap, rather than the separation, of ownership and governance. In the start-up phase
all the distinctive traits of entrepeneurship converge in the figure of the businessman; depending on
certain affective, psychological, financial and/or professional factors, this can lead to a blurring of the
distinction between the rules and needs of the family on the one hand, and those of the business on the
other. In small scale family firms, the system of governance is not a significant issue because, besides not
being formalised explicitly, it often represents a synthesis or in some cases a compromise between the
values of the family and those of the business. As the business grows, however, a process of delegation
away from the family may occur, which causes a gradual erosion of the centrality of the entrepreneur, as
well as of his ability to deal with internal conflicts. In the absence of an absolute leader, the relationship
between corporate and family governance, may degenerate into inter-familial conflicts, with knock-on
implications for the management of the business. In such cases, the family council can intervene to
reconcile the interests of actors who are, at one and the same time, the owners, controllers, and
managers.

KEYWORDS: governance, family business, performance
JEL: FO; F13; F23
INTRODUCTION

Governance is a topic of great relevance and currency and one that continues to attract growing
interdisciplinary interest; considered as a fundamental driving force for business, governance also
represents a valid instrument for the pursuit of positive business performance. Contributions in the
literature stress the importance of governance as a useful instrument for a company policy which manages
to express and achieve the harmonic functioning of the organisation.The expression corporate
governance nonetheless continues to be an ambiguous one, without a fixed meaning; this has largely
contributed to increasing its indeterminateness. The word governance expresses the mechanisms through
which relations between the various subjects involed in a company’s activity — among these, the
shareholders, administrators, executives, investors, and other financial agents who might enter into
contact with it — are regulated. The aim of corporate governance is to limit the possibility of
opportunistic behaviour within company relations. This is in order to avoid problems of agency which
may relate to, under different perspectives, either an agent (the manager) and several principals
(shareholders, creditors, employees, suppliers, clients, etc.), or one principal (the entrepreneur) and
several agents (managers, investors, employees, etc.). A good system of corporate governance can thus
ensure an improvement in the quality of life of the firm.

Problems of corporate governance in the context of the diffused shareholding Public Company and thus
characteristic of the Anglo-Saxon world, have gradually also arisen in other contexts and types of
business, for example in the family firm. What often happens in the family firm, albeit with different
degrees of intensity, is the overlapping of ownership and governance, rather than their separation (Denis
D., Sarin A., 2000). This points to a cultural delay and implies two distinct consequences, both of which
have precise implications for the model of governance. On the one hand, it can alter the balance of power
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within the family entourage, either because of the number of members, or because some of them do not
possess adequate skills and knowledge to take on managerial roles. On the other hand, the process of the
development and growth of the family firm, alongside which often occurs a broadening of the
management team, may result in the entry into the firm of non-owner managers, who work alongside the
family members, without replacing them. In this latter case, a gradual separation may arise between the
owners and that part of the management which is actively involved in the running of the firm and thus its
future. The two categories become critical variables for the continuity of the family firm and as such they
must be adequately managed through careful planning of governance structures with the aim of achieving
an effective balance keeping the family and the business united, and ensuring the peaceful and productive
coexistence of the two institutions.

LITERATURE REVIEW

In an article from 1937, Coase uses the concept of governance to refer to those coordinating mechanisms
internal to the firm which reduce market originated transaction costs (Coase, 1937). Later, in 1979,
Williamson takes up the term governance in his theory of transaction costs, to describe alternative forms
of financial organisation to the market and hierarchy. In his theory, governance designates the
coordination modalities of those individual and organisational actions, different from hierarchies and the
market, through which the construction of the social order is achieved (Williamson, 1979).

According to Rhodes’ classification (Rhodes, 1996), on the other hand, the concept of governance
assumes two further meanings which may be defined as “Minimal Status” and “Corporate Governance”.
The term “‘corporate governance” was used for the first time by Eells (Eells, 1960) to indicate “the
structure and the functioning of company policy” and, thus, the governance of the businesses. Shleifer and
Vishny (Shleifer, Vishny,1997), speak of corporate governance as of a complex system of rules aimed at
guaranteeing adequate returns on the capital supplied by the investors. In such a system we find those
mechanisms directed to the regulation of agency relations between the top, the executive, and the bottom,
often wide and fractioned, of holders of ownership rights. Zingales (Zingales, 1998), uses the term
corporate governance as a synonym for the exercise of authority, direction and control.

Monks and Minow (Monks, Minow, 2004), represent corporate governance as the whole of the relations
between the board of directors, the owners and the managers. Daily, Dalton e Cannella (Daily, Dalton,
Cannella, 2003) conceive of corporate governance as the determination of the different uses for which
organisational resources are deployed and the resolution of conflicts between the various participants in
the organisation. For Huse, (Huse, 2006), on the other hand, corporate governance is defined as the
interaction between the coalitions of internal actors, external actors and the members of the board of
director, aimed at creating value. In the literature, the concept of corporate governance is often linked to
that of outsider and insider, defining it precisely as the complex of rules through which investors
(outsiders) protect themselves against the risk of expropriation from those who control the firm which,
depending on the case in question, may be the majority shareholder or the management (insiders). Despite
the numerous contributions to the literature, there continues to be no agreed and shared definition of
corporate governance. Authors interested in the topic have adopted definitions which differ both in the
extension and variety of stakeholders considered in the governance process (shareholders, managers,
employees, the State, consumers, investors, etc.), and for the breadth and variety of corporate bodies or
mechanisms considered responsible for governing the firm (the board of directors, the managers, the
board of statutory auditors, etc.). Combining, on the one hand, the “interests involved in the process of
corporate governance” and, on the other, the ‘structures and mechanisms of corporate governance’ we
obtain a matrix where we place the most commonly used definitions of corporate governance (Figure 1).
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Figure n. 1: Different definition of governance

Board of
directors T T
structures and ann i
mechanisms

Shareholder All Stakeholders

Interests considered in the process of corporate governance

In Quadrant I are studies which predominantly take into account the shareholders’ perspective and leave
the responsibility of financial governance to the board of directors. The Board of Directors (BoD) thus
becomes the main body in the structure of governance, and scholars’ attention focuses on its composition
in terms of numbers, degree of independence, and ability to carry out a controlling function to safeguard
shareholders from potentially opportunistic behaviours by the management.

In Quadrant II we find those who recognise the importance of a plurality of stakeholders to be taken into
account in performing the function of business governance and who at the same time, consider the board
of directors as the only governing body of the firm. This multi-agency approach broadens the
responsibilities of the BoD which has as its principal the owners-shareholders, but also a broader range of
actors. In Quadrant III we find definitions of corporate governance which contemplate the protection
exclusively of the owners’ interests through a great number of bodies and mechanisms, internal and
external to the firm. In this case, corporate governance must seek to guarantee and safeguard the suppliers
of risk capital (shareholders), and make sure the managers maximise shareholder value through a more
institutional structure which is more varied and more complex than the simple board of directors.

In Quadrant IV, an extended definition of corporate governance is given, which does not consider
exclusively the interests of one class of subjects (the shareholders-investors), but places them, rather than
in a position of total supremacy, on a privileged plane relative to other actors who nonetheless play a role
in the growth of the firm. Further, the protection of diverse interests is not the exclusive prerogative of the
board of directors or other formal bodies, but it is obtained through a complex web of relations between
the institutional environment and characteristics specific to the firm.

Governance And Family Firms

The dichotomy between family and non-family firms is particularly evident most of all in terms of models
of corporate governance. Once again, the differentiating factor is the family, sometimes drastically
described as an element of interference, and other times, seen as the driving factor of success. Corporate
governance is influenced by the capitalistic system of the country in which the family firm is located and
it presents particular aspects which derive from the coexistence of the two institutions, the “business”, on
the one hand, and the “family”, on the other, guided by two contrasting logics “rationality”, and
“sentiment”, respectively (Ward, 1997). Contrary to what is often thought, government structures of
family firms are often more complex than those of other types of business; further, there exists no valid
and fixed model of corporate governance per se which may allow us to identify them. In fact, even a
simple search for common traits between the governing structures of family firms turns out to be
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particularly complicated for two reasons:
1) the arbitrariness in identifying a firm as a family firm, due to the lack of an unambiguous definition of

family firm;

2) differences arising from the multiplicity of “guises” in which this typology can manifest itself: quoted
family firm, totalitarian control based family firm, multiple-ownership family firm, first generation family
firm or subsequent generations family firm.

The corporate governance model adopted by family firms is closely tied to the influence of the owner
family and often represents a synthesis and sometimes even a compromise, between family values and
business roles ( Anderson, Jack, Drakopoulou-Dod, 2005). Only by focusing attention on the family and
the firm at the same time does it become possible to draw out the lines of an adequate system of
governance which can allow the two institutions to interact positively despite their different aims, values
and organisational structures.The family is primarily concerned with the sustenance and wellbeing of its
members; it is driven by a logic which appeals to sentiments, unity, tradition and harmony. The firm, on
the other hand, has the sole aim of generating products and services through a results oriented behaviour.
Its values are rationality in decision-making, the ability to adapt to changes in the market and so on. The
interweaving of family problematics with those of the firm and the reciprocal influence of the two
institutions (firm and family), inevitably impact on the composition of the structure of governance.

For example, in business contexts characterised by forms of absolute control, the overlapping between the
family and the firm is greatest; in other words the family hierarchy is transferred onto the firm, meaning
that the firm is not seen as an autonomous and external financial entity, but as a family “affair” and as
such, one to be managed by members of the family only. The most likely situation in this case, and
certainly the most realistic one too, is one in which the system of governance coincides with the
entrepreneur himself. The latter often opts for systems of governance which tend not to be made explicit,
and for a distribution of responsibility and power amongst family members only. In this case, it is rare to
find an instituted board of directors or, where there is one, it is in most cases lacking in effective power
and its presence is imputable simply to a mere bureaucratic function of a formal nature. On the other
hand, in a medium to big scale firm, governance is generally based on complex organisational structures
in agreement with an adequate system of norms (laws, Codes of Self Discipline).

Governance Models In Family Firms

In family firms, as for the other typologies of firms, there exists no one model of governance which is
absolutely valid in every context, and even within the same business context, the structure of governance
is not fixed but may change over time (Zocchi, 2008). Depending on the specific situation and timeframe
considered, very different types of institutional structures can prevail (Solomon, 2007). However, we can
note today a convergence towards a common model. Alongside the classical financial framework based
on firm controlling rights, the literature has found two different interpretational frameworks: the outsider
system and the insider system. Such models are conducible to the Anglo-Saxon experience and to the
German-Japanese experience, respectively.

The outsider system, also defined market oriented, refers to a model in which the capital market
represents the most efficient regulating mechanism for the potential conflict of interests between
shareholders and manager. Businesses operating on this model are public companies. These are
characterised by an extremely widespread distribution of capital, by a shareholder interest oriented
decision-making process, by an efficient capital market and by the possibility of a conflict of interest
between shareholders and managers. The main problem arising from such a conflict is the potential
presence of agency costs, that is the costs of information and controls necessary to guaranteeing that the
behaviour of the (strong) management keeps in line with the aims of the (weak) shareholders. In the
outsider system model, shareholders can exit from the business at any time through the sale of the share in
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their possession. Further, they are protected by a common law system characteristic of Anglo-Saxon
countries where invigilating bodies establish stringent conditions that the firms are obliged to comply
with, or else their market quotation will suffer. The system of corporate governance which follows from
this is centred, mainly, on a sharcholders vs. managers dialectic and on the role of the market as the
external conflict regulator between interests that have a tendency to diverge.

At the opposite extreme we have the insider system model, typical of those situations which constantly
seek compromises between the various stakeholders involved in the productive activity of the business.
Precisely for this reason it is also defined as relationship based. It is commonly found in countries such as
Japan and Germany and is characterised by a not very efficient capital market and by the presence of
numerous financial intermediaries within the firms. Firms operating in such an environment are
characterised by the presence of concentrated shareholding and, for this reason, they are defined as low-
contestability, closed-capital firms. In the insider system model, the decision-making process mainly takes
into consideration the interests of stakeholders over those of the shareholders.

Putting together, on the one hand, the business structure and on the other, its stability and variability, it is
possible to classify the different models of corporate governance. If we consider the composition of the
firm structure, we have cases in which the shareholding is unified, and cases in which on the other hand it
is spread across a plurality of often heterogeneous subjects, and no single actor retains a sufficient number
of shares to exercise control. Examining this first aspect, we may distinguish companies with capital
concentrated into the hands of one individual or one family, from companies whose the capital is divided
between several subjects, who may be savers, institutional investors, employees, and so on.

As regards the stability or variability of the shareholding structure, we can distinguish two different
situations: one is characterised by stable shareholding, at least as regards the part relative to the control of
the firm, the other characterised by unstable shareholding, subject to frequent changes due to the sale and
purchase of shares. Crossing the two variables analysed above we obtain three different models of
corporate governance:

Diffused ownership firm: (unstable and divided shareholding): characteristic of Anglophone countries, it
recalls the scheme of the outsider system and it is distinguished by the distribution of share capital over a
wide number of savers. Also defined public company, it is characterised by the separation of ownership
and control of the firm; the first belonging to share owning partners, the second to administrators who
provide corporate governance. It follows is that the identification between shareholders and the firm is
limited, the main objectives are short term and aimed at immediate profit. In Italy this type of firm is not
common; one of the main causes for this being the presence of numerous family firms, both large and
small scale, which are particularly “attached” to traditional forms of activity, thereby impeding the take-
off of the “public company™.

Closed ownership firm: (unified and stable shareholding): typical of those countries which have so-called
domestic capitalism, it is well suited to small scale economic situations. Also defined as “family firm”,
because guided by an entrepreneur who decides and establishes its fate, it is distinguished from the public
company by the concentration of shares in the hands of a few subjects, who, in the majority of cases, are
tied to one another by kinship and family ties. Further, in this type of firm thanks to the passion,
entrepreneurial spirit and the involvement of the major shareholder, entrepreneur and owner, who devotes
his whole life to the firm, which he conceives of as his own creature, we find:

e Rapidity in decision-making;

e Little bureaucratic organisation;
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e Sudden changes of direction;
e Emotional involvement with the employees.

However, alongside its evident advantages, the closed ownership family firm is still subject to certain
risks and limits. In fact, the firm is financially very weak because its opportunities for growth are
connected to the financial position of the owner alone, which may be insufficient for certain types of
investment. As a consequence, if this is indeed the case, this model does not contribute to creating value.
In fact, because of the lack of capital, the entrepreneur is often forced to forsake opportunities for growth
and development or, alternatively, he is either obliged to resort to higher levels of indebtedness or of
further conferment of his own capital, which may involve running the risk of losing control of the firm
with the entry of external subjects. Moreover, in closed ownership family firms, unlike the public
company, there is a lack of high quality managers who possess specific professional skills and
competencies. This happens because the limited opportunity for growth impedes the professional
development of these subjects. As a consequence, the results obtained, inextricable from the skills of the
major shareholder entrepreneur and owner, or majority partner, are achieved in the short and medium
term, but they may be invalidated in the long term, due to the problems of succession; on account of this
experts in the sector consider such a model to be fragile.

Restricted ownership firm: (stable and divided up shareholding): this characterises the majority of
German and Japanese firms. Its presence, however, can be found in other contexts too; for example,
certain large French firms. This model is characterised by a particularly complex firm structure which
includes a wide range of institutional investors who are different from both the shareholders and the
managers. As regards its profile, like the public company, it is formed by a clearly defined business group
which, similarly to the family firm, and differently from the public company, remains relatively stable
over time. In this model of corporate governance, the stable part of the capital is possessed by a
restricted number of shareholders, banks, and other investors who effectively control the business. The
remaining shares are made available on the market to a wide number of small savers who regard the firm
as a financially profitable investment opportunity. In a restricted ownership firm, the fact that no one
shareholder alone occupies a position of absolute majority, the possibility that personal interests dominate
business decisions is obviated. In fact, this is the main characteristic distinguishing this model from the
two previously described. Thus each investor, independently of their personal situation, looks to deploy
their capital with the stability of the firm in mind; what counts ultimately is the survival of the business
over time. The three types of ownership structure all present specific problems which it is good to be
aware of in order to run the firm, efficiently both in periods of stability and, most importantly, in periods
of transition. In the latter case, an analysis of the structure of corporate governance can ensure the timely
planning of firm-family relations, with particular attention to the means of transmission from one
generation to the next and with an eye to both the past and the future. A correct structuring of such
relations is seen herein as the necessary condition for the continuity both of the family firm and of the
family itself.

Governing Bodies of Family Firms

Generally, in small scale family firms, problems of financial governance are less relevant. The
concentrated ownership structure and the overlapping of ownership and control, limit the possibility that
those who have control may expropriate the shareholders who are not directly involved in the
management of the firm. The structure of governance is thus both simple and informal and it presents
itself as follows: a Board of Directors (BoD), or a sole administrator. The BoD is made up of a limited
number of people, usually coinciding with those who supply risk capital and with other people who are
connected to the family by family ties. In large scale family firms, it often occurs that the majority
shareholder or shareholders, even if not directly involved in the management of the firm, nonetheless
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have both the ability and see it in their interest to control the operation of the management which finds
itself obliged to make decisions guided not by economic rationality, but rather by the needs of the
controlling family. The sole presence of family members on the BoD may not be a good thing, as often
those board members who have ownership of the capital do not necessarily have the managerial skills to
use it wisely. The entrepreneur, who lacks the ability to deal with particular business situations (moments
of crisis, growth processes, organisational changes, generational turnover of management), needs to have
alongside him trustworthy people with specific skills, who know the firm's business well and can
contribute actively to taking the most delicate decisions, thereby guaranteeing a stable and durable
equilibrium. Outsiders involved in the management of the firm are too often linked to the family by long
standing ties of collaboration and/or friendship. If this on the one hand makes more formal the behaviour
of the family partners and leads to a concrete functioning of the governing bodies, on the other hand it
makes difficult reaching a shared vision through which the firm can be lead.

This can be attributed to the presence of the different cultures of the family partners and of third parties
external to the family clan. In any case, entry into the family firm of outsider directors, that is, external
administrators, who are not linked to the firm and the family by personal ties, guarantees the good
functioning and effectiveness of the BoD of the family firm. This is thanks mainly to the contribution that
the outsider directors bring both in terms of skills and experience in the context of decisional processes,
both in terms of a more detached vision of family problems. In such a context, and upon the condition that
this is appropriately structured, the BoD can become a useful governing instrument of the family firm
system. To avoid contrasts, a good BoD must be made up in large part by non-executive and independent
administrators, who must take on role of real support to the CEO (President and/or Managing Director).

Other bodies may be constituted in a non official manner. A good example is the family council
(consiglio di famiglia) which is usually composed both of partners and non-partners and meets each time
it is necessary to discuss and/or solve problems regarding the owner family and relations between the
family and the business. The family council manages tensions and potential family conflicts, it chooses
the family members who may become a part of the Board of Administrators, it informs the family
members of the business performance, and enables all actions necessary for the safeguard and
development of the estates both of the firm and of the family and potentially even those of individual
family members. The family council acts as a support for the formation of a responsible estate
(proprieta’), allows a gradual rapprochement of the family members to the firm and it contributes to
strengthening the links between family partners and future partners. Among its main tasks, one of the
functions of the family council is that of acting as the real interface with the Board of Directors,
exchanging with it information and reports on business performance and constructively dialoguing with it
on the definition of the most appropriate strategies and policies for the firm.

CONCLUSION

The new competitive challenges and the necessity of improving relations with stakeholders, force family
firms to invest in the system of governance. This means the establishment, alongside the entrepreneur, of
a Board of Directors which will carry out a much more active role in the planning, control and relations
with stakeholders; in particular the presence on the board of external members (Independent
Administrators) becomes extremely important. If it is true that a good system of governance is not in and
of itself a sufficient condition for the survival of the family firm, in the sense that corporate governance
per se cannot guarantee a performance superior to the competition, an effective system of governance
does increase the chances that successful strategic decisions be elaborated, planned and implemented. In
other words, a necessary requirement common to family firms, is the introduction of an effective structure
of governance which may redefine the roles and contributions that the various subjects bring to the firm,
with particular reference to the roles of members of the family itself.
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In a firm characterised by a lack of clear and defining rules, the adoption of a suitable model of
governance can lead to significant modifications which guarantee greater transparency, careful business
planning, and awareness of the need for growth. The codification of behaviours avoids the confusion that
may arise from an unclear separation between the needs of the family and the business, namely the
making of decisions which favour the former at the expense of the latter, business-focused, needs.

A good system of corporate governance also allows family firms to overcome problems related to
generational turnover more easily. In fact, the existence of adequate governing bodies represents a
guarantee that the business can look to the future irrespective of its founder. Furthermore, to grow and
develop, every family firm must be able to attract private capital, and in order to do so make the transition
from family management to family control, leaving the management to professionals external to the
family group, but nonetheless maintaining the majority of the ownership rights. This process is made
easier the more the family business provides itself with a system of governance which is both transparent
and effective, able to guarantee the mediation between the diverging interests of owners and managers.
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CREATIVE INDUSTRY: AN OVERVIEW OF THE STATE
OF MICHOACAN, MEXICO
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ABSTRACT

Creativity refers to the formulation of new ideas and the application of these ideas to produce original
works of art, cultural products, functional creations, scientific inventions and technological innovations.
Creativity is found in all societies and countries large or small, advanced or developing. The creativity, is
observed in the way it promotes economic growth, contributes to entrepeneur-ship, fosters innovation,
and enhances productivity. Despite the importance of the creative industries, the studies related in
Michoacan are quite scarce. The aim of this paper is to provide an overview of the creative industries in
Michoacan, México.

JEL CLASSIFICATION: 1.8,1.89,710.
KEYWORDS: Creative Industies, Third Sector, Productivity.
INTRODUCTION

The creative industry offers unique opportunities for economic growth and human development. In the
same way, it can foster the development of trade and employment generation, investment opportunities
for entrepreneurs, in particular for small and medium enterprises, powering all sectors of society. Studies
related to the creative industries in Michoacan are scarce. The aim of this paper is to provide an
introductory overview of the creative industry in Michoacan. This paper has focused on basic theoretical
aspects starting with the definition, classification and methodology of creative industries given by The
United Nations Conference on Trade and Development UNCTAD, ending with the analysis of the current
state of the creative industries in México and Michoacén.

Creativity, Creative Economy And Creative Industries.

Creativity refers to the formulation of new ideas and the application of these ideas to produce original
works of art, cultural products, functional creations, scientific inventions and technological innovations.
The creative economy is an evolving concept based on creative assets, it can foster income generation, job
creation and export earnings while promoting social inclusion, cultural diversity and human development
acording to UNCTAD (2008). Howkins (2007), says creativity is not necessarily an economic activity,
but can be, when the results of the creative process is an idea with economic implications or a marketable
product. The Creative Economy is therefore, a holistic concept dealing with complex interactions between
culture, economics and technology in the contemporary globalized world that is dominated by symbols,
texts, sounds and images, and the scope of the creative economy is determined. UNCTAD proposes for
the creative industries this definition, classification and methodological tool based on statistics and a
classification of trade goods and services of the creative industries.

Definition: Cycles of creation, production and distribution of goods and services that use creativity and
intellectual capital as primary inputs.
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Classification
Creative Industries.
Heritage Arts Media Functional Creations
- Cultural sites. - Visual arts. -Publishing and printed media. - Creative services.
Archaeologial sites, museums, Paintings, sculptures, Books, press and other Architectural, advertising,
libraries, exhibitions, etc. photography and antiques. Publications. creative R&D, cultural &
recreacional.
-Traditional cultural - Performing arts. - Audiovisual.
expressions. Live music, theatre, dance, Film, television, radio, other
Art crafts, festivals and opera, circus, puppetry, etc. broadcasting.
celebrations.

- Desing.
Interior, Graphics, fashion,
jewellery and toys.

- New media.
Software, video games, digitized
creative content.

Source: Self elaboration using as reference the classification of creative industries UNCTAD (2010)

According to this classification, the creative industries comprise four large groups, taking into account
their distinct characteristics. These groups, which are heritage, arts, media and functional creations, are
described below:

e Heritage. Cultural heritage is identified as the origin of all forms of arts and the soul of cultural
and creative industries. It is the starting point of this classification. It is heritage that brings
together cultural aspects from the historical, anthropological, ethnic, aesthetic and societal
viewpoints, influences creativity and is the origin of a number of heritage goods and services as
well as cultural activities.

e Arts. This group includes creative industries based purely on art and culture. Artwork is inspired
by heritage, identity values and symbolic meaning.

e Media. This group produces creative content with the purpose of communicating with large
audiences.

e Functional creations. This group comprises more demand-driven and services-oriented industries
creating goods and services with functional purposes.

METHODOLOGY

UNCTAD presents a methodological tool based on statistics and a classification of trade goods and
services of the creative industries. This methodology helps the countries with the organization of their
framework for cultural statistics. It is important to recognize that there is a considerable gap in the
availability of statistics relating to the creative industrie due to the differences in the taxonomies and
categories used for collection and analysis and in the faster economic change that has occurred the last
century, particularly with respect to areas based on technological change. It is for these reasons that the
creative economy is invisible when one looks at national statistical tables. This is a problem shared for
many countries.

The UNCTAD classification emphasizes the undiscovered creativity of the southern countries by
providing elements to identify potentialities. This methodology helps classifying the creative industries of
several countries and influences the policy approaches that countries take to creative industries.
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Methodological tool based on statistics and a classification of trade goods and services of the creative industries.

Heritage Arts Media Functional Creations
1. Art Crafis 1I. Performing arts. V. Publishing and printed VI Desing.
Art crafts, Music (CD, tape) media. Architecture
Celebration Printed music Books Fashion
Paperware Musical instrument Newspaper Interior
Yarn Other printed material Glassware
Printing machinery Jewellery
Toys
111 Visual arts. V. Audiovisual. VII. New media.
Antiques Film Recorded media
Paintings Audio-visuals Video games
Sculpture Post-production equipment Computer equipment
Photography Broadcasting equipment

Source: Self elaboration using as reference the classification of creative industries UNCTAD (2010)

Creative Industries In México And Michoacan.

According to research conducted in the web sites of national and state government, there are not enough
elements to affirm that México or Michoacan state are using the UNCTAD classification and
methodology. However in Michoacan exists The Cultural Development Law. The Law’s 5th Article,
paragraph XVII states that the government should promote with relevant bodies the recognition of micro,
small and medium enterprises and cultural creative industries, so that they can be subject to mechanisms
of economic development and fiscal stimulus. It could not be found any information in the government
web sites about programs which may promote what the law states. Despite the above, the tertiary
economic sector in Michoacan (trade, tourism and services, where creative industries are focused)
contributes in a greater percentage in the net income gross and employs 62% of the total economically
active population, hence the importance of paying special attention and recognition of the creative
industries in the state.

CONCLUSION

Despite the benefits that brings the creative industry and despite the efforts of organizations such as
UNCTAD to recognize and classify the creative industry, México and Michoacan have not applied any
sort of methodology to identify and separate the production data from creative industry from other
industries and especially to identify the cost of production and the cost of creativity in the net value of the
products and services offered in the creative industry. There could not be found any government support
to develop the creative industry in the official web sites.
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MERCANTILISM, GLOBALIZATION, UNETHICAL
PRACTICES, CORRUPTION: A CASE STUDY OF THE
RELATIONSHIP BETWEEN THE ENGLISH EAST INDIA
COMPANY AND THE MONARCHY IN THE CONTEXT
OF COLLABORATIONS IN THE SLAVE TRADE AND
OTHER COMMERCIAL ACTIVITIES IN THE
SEVENTEENTH CENTURY
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ABSTRACT

This paper examines the nature and operation of the relationship between the English East India
Company (EIC) and the English Monarchy in the seventeenth century, a relationship based on bribery
and corruption in the pursuit of mutually beneficial financial interests. Its focus is the acquisition of
rights to participate in commodity imports and exports in general, and specifically the slave trade
through the links between the EIC and the Royal African Company, a slaving company owned by the
Stuart Royal family. A particular feature is the pivotal role of Sir Josiah Child, prominent in EIC
governance, in forging relationships with the Monarchy for personal gain, both financial and political.
This involved off-balance sheet financing and shrewd management of the resources of sailing ships,
assets being worked to capacity to provide payback and gain. Such activities occurred under the guise of
mercantilism — free trade, in an early form of globalization. The study reveals that many features of the
reality of modern-day globalization and financial pressures and temptations exited four hundred years
ago The methodology involves research of primary and secondary sources. It goes beyond traditional
research primarily concerned with the study of a company’s history and financial and trading-related
facts and figures, by examining selected aspects of relationships between, and consequences for, the
particular parties involved in joint ventures. This extends the scope of the paper across the boundaries of
national studies into comparative, regional and transnational history, connecting with social studies in
the broader sense.

KEY WORDS: joint ventures; management history; slave trade; globalization; mercantilism
INTRODUCTION AND CONTEXT

The seventeenth century witnessed a growth in trade and economic prosperity which saw England emerge
from its status as a commercial and industrial minnow to the richest country in Europe in the early
eighteenth century (Allen, 2004). (Note: England is used in this paper as the term for the British State
which was subject to change during the period studied). This emergence is all the more remarkable given
the trade crises of 1614-17, 1621-24, and 1640-42, and the disruptions caused by the conflicts of the Civil
Wars in the 1640s. The early part of the century saw sporadic growth, interspersed by periods of trade
surges, with the immediate post-Restoration period witnessing a remarkable positive change in the
economic prosperity of England. Of significant influence in this change in fortunes was the nature and
scale of activities of the English East India Company (EIC); in particular its global activities, its
involvement in the slave trade, and its relationship with the monarchy. This paper tells the story of those
aspects, and focuses in particular on the role of Sir Josiah Child as a governing member of EIC. The EIC
mirrored the changes in the economic landscape. By the latter half of the seventeenth century the
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Company had grown to be the pre-eminent corporation in England, reaping vast profits, distributing
substantial dividends to shareholders, acting as a major creditor and benefactor to the monarchy, and
controlling the trade channels with the East Indies, whilst having vested interests in trading channels with
Africa and the American colonies (Stern, 2009; Lawson, 1993).

The EIC and Mercantilisim

During the period 1660-1688, the EIC’s trade was trade was conducted within a framework of the theory
of Mercantilism (Mun, 1664). This theory espoused the notion that government control of foreign trade
was essential to ensure a favourable balance of payments. It reflected a widely-held view that all the
wealth of the world was limited and a nation could only grow its economic position by gaining from other
nations. The accepted mechanisms for implementing mercantilism included protectionism, tariffs,
monopoly of markets, exclusive trade with colonies, restrictions on the export of gold and silver bullion,
and the prohibition of goods being transported by foreign ships. Mercantilism created an environment
which, as will be demonstrated later, enabled both England and the EIC to prosper. Despite eighteenth
century criticisms of the theory, it was not until the latter half of the nineteenth century that the British
Empire abandoned it and embraced free trade.

Established on New Year’s Eve 1600, the EIC was originally titled The Governor and Company of
Merchants of London Trading into the East Indies. It adopted a governance structure now commonplace
in the twenty-first century corporation with a Court of Directors (the Board) reporting to a Court of
Proprietors (shareholders). Its charter from Elizabeth 1, renewed on an indefinite basis by James 1 in
1609, gave permission to trade for spices, silks and related items (Gardner, 1972).

The company obtained footholds in India in the Mughal Empire, and a fort (factory) was built in Surat in
1612. Further locations were gained in parts of what is now Malaysia and Indonesia. Profits were variable
as the Company discovered that traditional English products of wool and broadcloth were not wanted by
Asian traders. This led ultimately to the use of gold and silver bullion being traded for cottons, calicoes
and peppers, in addition to silks and spices. The first steps towards a form of globalization had been
taken. Competition with Dutch and Portuguese rivals remained fierce, including a massacre by the Dutch
of English traders at Amboina in Indonesia in 1623. This prompted the Company to focus on the
mainland of India. A major fort was established at Madras in 1640, and by 1647 it had 23 factories in
India. The immediate post-Civil Wars era saw the EIC’s fortunes suffer. This was due partially to the
depression afflicting a post-war ravaged nation, and the negative attitude of Oliver Cromwell to the
Company. The restoration of Charles Il saw an upturn in the fortunes of the Company, due in part to the
lobbying of powerful groups of interested parties, and in part to the perennial need of the King for
additional sources of revenues. New Charters and Navigation Acts reflecting forms of protectionism saw
exponential increases in the fortunes of the Company.

The marriage of Charles to Catherine of Braganza brought with it the ceding of Bombay (now Mumbai)
where the Company already had a factory, and the rights to trade in a number of Portuguese locations
around south-east Asia. The intertwined financial, political and religious challenges facing Charles in the
mid to late 1670s and early 1680s saw the King seeking new and ever changing allegiances and alliances,
and the fortunes of the Company swayed with the King’s movements. The accession of his brother James
11, formerly the Duke of York, brought with it a trade climate providing more certainty to the Company;
its recent expansion into political governance and power in India achieved solid foundations, and profits
flowed with greater strength. The EIC embarked on a number of monopolistic abuses, and a number of its
Officers became involved in corruption, bribery and fraud. The return of Charles II in 1660 heralded
opportunities which the company took full advantage of, with consequential benefits for the company
itself, Charles, and subsequently James II, and England as a nation. It assumed a pro-active and pre-
eminent role within a set of collaborative lobbying ventures unifying parties interested in trade expansion.
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Perhaps more significantly it employed financial mechanisms to influence Charles on a more personal
level. Both resulted in the acquisition of further trading rights and a protected monopolistic position.

Liaisons With Royalty And Resultant Trade Dominance

The immediate pre-Restoration period saw an injection of £370,000 of additional capital, placing the EIC
in a strong financial position but a competitive trading environment, compounded by Dutch trading
strength reinforced by aggression, limited opportunities for trade expansion (Wilson, 1968). This was a
situation shared with English merchants in general, and individually and collectively they began lobbying
Charles for action upon his return (Ogg, 1972). Charles proved remarkably amenable to such lobbying,
partially due to a need for political international positioning, and partially for financial reasons, reasons
due in no small way to both of Parliament’s failure to provide an adequate annual grant settlement, and
the King’s extravagant lifestyle (Sherman, 1976).

The situation facing English traders and merchants in 1660 had three core fronts: i) Dutch rivalry,
aggression and dominance; ii) hostile actions against English ships by a number of European nations, and
particularly so in the Caribbean; and iii) English colonists buying goods and supplies direct from rival
European nations (Sherman ibid). The continuing advocacy of mercantilism engendered deep rooted
worries. The belief that the world’s wealth was limited and that one nation prospered only at the expense
of others led to vociferous demands for protective action. These demands reflected concerns within the
Stuart royal family itself given its significant interests and investments in the slave and fur trades.
Petitions were submitted with energy and urgency to the King. (Illustratively, evidence of petitions may
be located in Great Britain. Public Records Office. Colonial Office. Board of Trade, Commercial. Entry
Books, Vo. 1, C.0O. 389/1, fols. 31-33, 44-51, 54-56, 58-64).

The Earl of Clarendon, Charles Chief Adviser, comments: (he) manifested a very great desire to improve
the general taffik and trade of the kingdom, and upon all occasions conferred with the most active
merchants upon it, and offered all that he could contribute to the advancement thereof (Tourneisen,
1798). Charles enacted this desire by establishing, in November 1660, a new Council of Trade to advise
himself and his Privy Council on matters concerning the regulation of trade. The four month period
during which the Council was formulated and implemented reflects the significance Charles II placed
upon trade matters. This was followed in the following month by a new Navigation Act, allowing only
English and colonial ships to carry key goods. It added the proviso that specified articles such as cotton,
sugar, wool, indigo and tobacco could only be consumed within the empire, thus promoting self-
sufficiency and reducing England’s reliance on foreign imports.

This Act did not restrict the rights of colonials to import from elsewhere other than England and/or export
to non-empire countries (Jensen, 1962). Subsequent merchant lobbying led to the passing of the
Navigation Act of 1663 (referred to as the Staple Act), requiring all supplies for the colonies to be
transported through English ports, benefiting English traders and merchants. From England’s national
perspective it had the additional benefit of preventing colonials from using lower-cost Dutch ships, thus
damaging the Dutch economy (Bulut, 2003). Also in 1663, the Government sanctioned the export of
bullion and foreign currency, thus enabling traders to use more desirable tools of exchange in regions
where traditional English goods were not in demand (Sherman ibid 332). The prospects for the English
economy were improving. The transition from ‘also ran’ in 1660 to prominence by 1700 had its roots in
this initial reaction by Charles II, followed by series of further government policy decisions. Many of the
decisions focussed on anti-Dutch commercial and foreign policy, seeking to undermine the fierce
competition. The initiatives of 1660 required further concerted efforts on the part of lobbyists to influence
policy, and the Company was pre-eminent in this group, seeking to ensure it obtained concessions
favouring itself (Sherman ibid 332).
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Alliances in partnership, factions in co-factions

Lobbying by the Company was not new. Throughout the seventeenth century, before and after Charles I,
the company had sponsored pamphlets outlining the challenges it faced, suggesting responses, and the
benefits to the nation of a more prosperous Company (illustratively, Roberts, 1641; Robinson, 1641;
Child, 1693). The Company’s management and supporters recognised that its position in 1660 was
tenuous and if it were to survive — let alone prosper, it needed government help. The requisite help was
forthcoming, facilitating not just survival but generating significant profits. By 1672, the incoming
Governor of the Company, Sir John Banks, found himself overseeing the activities of the ‘richest and
most powerful mercantile corporation in England’ (Coleman, 1963: 58). This position resulted from the
successful implementation of two deliberate, well designed strategies: the gaining of representation on
government councils and of seats in Parliament and, and the making of loans and financial gifts to the
King (Sherman ibid: 335) The former ensured direct representation and influence on commercial policy
decisions; the latter took advantage of the King’s perennial avarice for money, and enabled personal
influence to secure concessions. As a consequence, the improvement in the EIC’s prosperity and the
direction and content of English trade and foreign policy marched side by side. EIC representation on the
newly formed Council of Trade and its derivative sub-committees was, to say the least, voluminous,
despite the King’s original intentions for its composition to reflect a cross-section of England’s trading
and merchant communities (Letters from the King and Council, IX, 1660-1664. Item 5, fol. 4a and b).

The Council comprised sixty-three members, including fourteen who were appointed in their capacity as
peers and for cosmetic purposes and played little part in the formulation of policy (Sherman ibid: 339).
Of the remaining forty-nine active members, the Company had representation through eight of its current
employees (including both its Governor and Deputy-Governor), augmented by a further twenty-one
members who had a range of commercial and financial ties with the Company. Of those twenty-one, two
had been EIC officers in the 1650s and four more became officers by 1663 (Henning, 1983). Thus over
50% of the Council had EIC affiliations and over 25% had either been or were Company officers. It is
perhaps not surprising that seven major petitions and/or remonstrances were made in the first month of
the Council’s existence and granted (Sainsbury 1922:32), providing trade protection and contributing
towards enhanced profitability. The representation on the Council aided the degree of influence, but laws
were passed by Parliament. It thus assumes significance that thirteen of the EIC-connected Council
members were also MPs in the Parliament.

As the decade progressed, the close ties, inter and intra, between the Council, Parliament and the
Company continued and, indeed, strengthened. The composition of the forty-six Council members in
1668 was made up of twenty-one peers — there, as before for political and cosmetic reasons, and twenty-
five lay members. Of those twenty-five, sixteen were linked with the Company thus holding a
considerable degree of influence over the policies formulated and agreed by the Council. Statistically, the
Company was represented in one way or another by 41% of the entire Council, and by 64% of the more
active members (Sherman ibid: 341).

In light of the foregoing, there should be little surprise that the Company prospered as it did in during the
1660s. As referred to earlier, however, connections and allies were also needed in Parliament. Computer
analyses of records (Sherman ibid: 342).reveal that between 1660 and 1663, at any one time between 19%
and 23% of its officers sat as MPs in the House of Commons. The volume of representation was
harnessed by key political allies and supporters of the Company, allies and supporters with, invariably,
financial interest. Upon his return, Parliament had voted Charles 50% of all indirect excises and he used a
variety of allies to collect and, where necessary apply those taxes, known as ‘farming’ (O’Brien, 2002:
33-37). This was of great value to Charles and he relied upon the fidelity of his ‘tax farmers’. Key
amongst those were Sir John Shaw and Sir George Downing; and both happened to have financial and
commercial interest in the Company. Shaw faced problems with the Dutch concerning his African trade
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and backed Company moves against the Dutch, also reflecting a role he played as a tax farmer on behalf
of the Company.

Downing was virulently anti-Dutch and was England’s trade representative at The Hague. This influential
position proved to be to the Company’s advantage when he was given the right to also represent and,
indeed, act with power of attorney for the EIC there. As with other Company-related MPs, Shaw and
Downing sat on a number of key Parliamentary committees, including those associated very specifically
with the wool trade and the Navigation acts (Sherman ibid: 341). Indeed, the 1660 Navigation Act
emerged from the deliberations of a committee of which 27% were ‘Company men’. In the immediate
post-Restoration period, the Company had found ways of ensuring its aims were reflected in emerging
trade commercial policy; the Company was well represented and its needs and wishes well attended to, an
outcome doubtlessly linked to the financial gifts and loans made by the Company to the king or his
acolytes. The return of Charles witnessed contentious discussions with Parliament concerning the Royal
finances. Many MPs at the time of the Restoration were fearful that a generous financial provision would
result in an independent monarchy, accompanied by a standing army, with echoes of the King’s father’s
activities and consequences in the 1640s (Coward, 2003: 286). The sum calculated for the annual needs of
the monarch was £1,200,000, but that full sum was never paid (Chandaman, 1975: 196-202).

This excluded the sum of £550,000 that Charles had paid in settlement of his exile period debts, and debts
originally owed by his father. The final settlement fell short by £425,000 and Parliament granted Charles
excise duties on alcohol for life, but it was barely £100,000. By the end of 1660, the monarchy had debts
of £925,000 and received £300,000 less than the specified £1,200,000. This was compounded by Charles’
decision to maintain a standing army garrison at Tangier — significantly not in England, at an annual cost
of £140,000 (Childs, 1976: 47). Charles was unable to raise money through taxation without Parliament’s
approval, action that was not feasible, and with annual income challenges the notion of long term credit
loans was, in the main, not tenable. Charles was thus in a position which, to say the least, made him
financially vulnerable and enthusiastic to participate in arrangements which might alleviate that
vulnerability. Contextually, Parliament’s stance accentuated Charles’ subsequent propensity to enter into
questionable financial arrangements, whilst, paradoxically, also serving to weaken its financial hold over
him (Miller, 1982: 4).

Charles obtained loans and gifts from many sources, not least from the EIC. The Company’s lobbying
paid dividends, in more ways than the obvious: the Company’s Charter was renewed in 1663. Between
1660 and 1688, the Company experienced an economic boom, at least on the surface. Between the
Restoration and 1688, the Company, usually with the explicit backing of the monarchy, complete a total
of 404 voyages to the East Indies (Furbur, 1997: 91). The cargoes included the traditional cloths of cotton
and silk, but the entrepreneurial endeavours of Company officers now included expansion into coffee and
tea, and saltpetre. The established bases at Surat and Madras, the new port of Bombay, new liaisons with
Bengal, all contributed to record levels of trade. 1664 saw imports into England of two hundred and fifty
thousand bales of cloth, imports which contributed to the fashionable clothing styles favoured by the
Restoration court and the tastes of those following the Royal fashion agenda. By 1684, cloth imports
totalled in excess of one and three quarters of a million bales, again contributing significantly to the
clothing industry in England and to the balance of trade through re-exports to the new colonies and
European countries.

The Company’s reliance on cloth trade was emphasised by this level of activity amounting to 83% of its
total trade. 1680s witnessed a new high in the Company’s share price of £300. (The share price had been
£65 in 1664, had grown to £245 in 1680.) Dividends also surged. In the 1670s, dividends averaged 20%
of profits, but in 1680 reached a then high of 50%, with this level repeated again in each 1682, 1689, and
1691. Between 1657 and the late 1680s, shareholders received returns in cash dividends alone totalling
840% of their investments. Following Charles’ sanction of bullion exports, the Company continued to
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export increasing amounts as trade grew. Between 1681 and 1685, the Company’s bullion exports
exceeded 240 tonnes of silver. Many of the bullion export critics were silenced, as these exports were
shown to stimulate the economy of India, through employment, output, and exports to England, and re-
exports from England to elsewhere.

The death of Charles and the accession of James saw Royal patronage not only maintained but, through
both marriage and financial arrangements, increase. The backing by James of the EIC Governor, Josiah
Child, saw an aggressive expansion in India. The figures quoted above represent peaks, highs, and are, in
mathematical terms, absolute rather than relative. They hide the reality of the troughs experienced from
time to time through depressions and wars, and the challenges to the Company and the Nation. One such
trough occurred during the Second Anglo-Dutch War in 1667. The first had been in 1663 but had not
lasted long enough to have a serious impact on the Company’s activities. Then, trade imports and exports
ground almost to a halt. In 1672, Charles used what he perceived as his Royal prerogative to suspend his
interest payments due on loans, causing consternation amongst his many creditors, including the EIC as a
corporation, and merchants and gentry who required income to maintain their lifestyles. Immediately
afterwards, the effects of the on-going Franco-Dutch war were felt, with concern about what would
happen to imports and exports in a volatile European climate. Such concern is evidenced by a
communication from the Directors in London to the Officers in Madras: ‘Europe being so filled with all
sorts of goods from your parts and you so full of Europe commodities, we would have you forebeare to
provide any of the said commodities. (Danvers and Foster, 1902). The surge in bullion exports in the
early 1680s is at odds with the reality of trade. Further communications between London and India
suggest that it was move by the Company not to finance extra trade necessarily, but, rather to manage
interest rates in India through differential values in exchange rates. (Danvers and Foster ibid).

There was a decline, although temporary, in activity in 1683. This was caused by a credit crisis in the City
of London and panic amongst creditors to many companies. The EIC held large sums of short-term loans
from the public and was forced to repay them. The sense of anger and concern expressed against many
companies — but particularly the EIC given its propensity to continue to export large quantities of bullion,
forced the Directors to suspend bullion exports until all immediate debts had been paid. Thus, the figures
quoted earlier hide what was, in reality, a turbulent passage over time. More turbulence was to churn the
not always so calm waters, following the transition from James to William and Mary in the Glorious
Revolution of 1688.

Peaks And Troughs: The Role Of Sir Josiah Childs And The Atlantic Slave Trade

Josiah Child was pivotal in the increase in the fortunes of the Company, blending strategic skills with
opportunism. He had a history of entrepreneurship. He supplied food as a victualler to the Nay under first
Oliver Cromwell and then Charles II, and grew very rich. He was instrumental in founding the Royal
African Company, helping it to acquire its Charter for monopoly of the slave trade. He used his ever
increasing wealth to acquire shareholdings in the EIC. Between 1671 and 1679 his stock increased from
2% to him becoming the largest shareholder. Throughout the 1680s he was either Governor or Deputy
Governor. When not holding these offices, his shareholding ensured his wishes were heard, and acted
upon. He was a fierce advocate of the Company’s expansionist policies and published his views on trade
and business models.

His presence in the London Stock Exchange was formidable; he bought and sold shares for other as well
as himself. Daniel Defoe (Defoe, 1700 reprinted 2000: 243) articulated the view that he was well versed
in the art of misrepresentation of facts with a view to manipulating the share price of the EIC: ‘there are
those who tell us, letters had been order’d by private management to be written from the East Indies with
an account of the loss of ships which have been arrived there, and the arrival of ships lost, of war with
the Great Mogul, when they have been in perfect tranquillity, and of peace with the Great Mogul when he
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has come down against the factory of Bengal with 100,000 men, just as it was thought proper to call those
rumours for raising and falling of the stock and when it was for this purpose to buy cheap and sell dear.’
Child’s views on the generation of profit focussed on monopoly as the primary source of amassing wealth
both for the individual and for the nation. He also embraced the notion of profit from the slave trade: not
just in the East Indies but also within the Atlantic triangular route. It was through this mechanism, and his
close links with James, Duke of York (later James 11) as head of the Royal African Company (RAC) The
notions of the slave trade heading from Africa west across the Atlantic, and trading companies heading
cast to India and China is well established in the psyche of the generalist reader of history. Harms (2002:
92) makes a specific and telling, point:

‘While many are aware of the 'triangular' slave trade between Europe, Africa, and the Americas in the
18th century, few people realize that Asian-European trade was also instrumental in sustaining the
exchange of human slaves. For example, French ships taking European goods to Asia returned with
cowry shells and Indian textiles valued by West Africans. On the African coast, traders exchanged these
Asian products for slaves who, in turn, were sent to France's New World colonies. The circle was
completed when sugar and other goods from the Americas were loaded on board and shipped back to
France. The Asian-European trading relationship, as a fundamental step in the African slave trade, thus
played a crucial role in the development of an integrated global economy in the early modern era’.

Bringing matters to a more localised arena, Murphy (1999) use the English East India Company as a
focus of a significant dimension to Harms’ point:

‘Although the (English) East India Company was not itself engaged in the transatlantic slave trade, the
link was very close and highly profitable.’

The Atlantic slave trade was in fact, and without being revealed in the accounts, a vital contributor to the
financial strength of the English East India Trading Company. The mechanism for this subterfuge
involved a close relationship between that Company and the Royal African Company. Kitson (1999)
records the RAC’s roots in the foundation of a slaving company by the Stuart Royal family in 1660, under
the direction of James, Duke of York, Charles II’s brother and the future James II. It was granted a
monopoly under Royal Charter. Slaves had either the initials ‘RAC’ or ‘DY’ (Duke of York) branded on
their chests. Between 1672 and 1689 it transported between 90-100,000 slaves from West Africa to the
Caribbean — and East India Trading Company ships were utilised on many journeys.

The link was Sir Josiah Child, a founding member of the RAC. In 1671, he became a shareholder in the
EIC and by 1679 he was the largest EIC shareholder (Robins, 2006). Between 1674 and 1699, the year of
his death, he was an EIC Board member; indeed, he was either governor (chairman) or deputy-governor
throughout the 1680s. The duality of the two positions was realized through the awarding of contracts by
the RAC to the EIC for the carriage of cargoes, including those other than textiles: slaves. Davies (1999)
reports that, as a consequence, the ports of Liverpool and Bristol in particular were to see the comings and
goings of EIC ships to and fro across the Atlantic with the transportation of slaves from West Aftrica. The
‘at a distance’ involvement — acting as a third party carrier across the Atlantic - was not the sole
engagement of the East India Trading Company.

A more ‘hands on’ engagement was also undertaken. Logan (1956) reports that whilst much research has
taken place into the transport westwards from Africa to the Caribbean, transportation the other way,
across the Indian Ocean to Asia, has received less attention. A significant number of slaves were
transferred from Africa into Asia, particularly into India and south-west Asia. The East India Trading
Company was a pro-active participant: ‘Among the companies to engage in this traffic to the East, the
British East India Company took an auspicious part. Thus while another English company, the Royal
African, was busily transporting slaves westward into the then new lands of North America and the West
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Indies, the East India Company was similarly occupied, although on a smaller scale, with shipping
Madagascar slaves to India and the East Indies’.

Unlike the trade to the New World, where enslaved labour worked on sugar and cotton plantations, other
motives were behind the transportation of the slaves from Madagascar. This ‘hands on’ engagement was
connected with the establishment in 1686 by the East India Trading Company of a factory, York Fort, at
Benkulen on Sumatra. The Company had originally transferred its England-based employees to York Fort
but had become alarmed by the ill health suffered and deaths taking place due to the unfavourable climate
and conditions. So alarmed was the company that correspondence between London and Benkulen referred
to ‘Englishmen being sent to their everlasting homes’ if sent to that ‘fever infested island’ (Logan ibid).
One option was to abandon York Fort but it was Company policy to retain a foothold on Sumatra to
counter the activities of the Dutch.

Thus, the slaves were to be sent as direct replacements for English employees, English employees
however, did more than work in the factory. Logan (ibid) identifies slaves being used in a victory of
pragmatism over ideology, as armed quasi-soldiers, rather than chattels within the factory. Logan’s
examination of ship records and slave documentation at Your Fort indicates that some of the slaves on
Sumatra had been transferred not from Madagascar but from Fort St. George, the company’s location near
Madras in India. This suggests that the Company may already have been involved in slaving from an
earlier period.

The English East India Company was not alone in either the collaboration with the slave ships of other
companies or its own activities. Harms (ibid) reports of the involvement of the French East India
Company in the slave trade, emphasising its key role in forming what he terms ‘a vital link in the trading
system that connected the continents and formed the backbone of the global network of commerce’. As
with the role of the East India Trading Company related earlier as a key cog in the slave trade, Harms
contends that the popular view of slave trade routes being connected in a triangular fashion, linking the
circuit of Africa, Europe and the Americas, is understandable but a fallacy; in fact it formed ‘an essential
bridge between Europe’s New World trade and its Asia trade’.

THIS PAPER IN REVIEW

The thrust of this paper has sought to show that trade, commerce and business in the seventeenth century
reflected many of the characteristics witnessed in the twenty first century. The scale of West-East trade
was tantamount to a form of globalization, contained within a framework of mercantilism, ensuring
protectionism and tariffs worked to the advantage of the English Monarchy and the EIC shareholders.
Where this involved co-operation and partnership, this was acceptable if profit was the result. Trading
parties co-operated with each other on partnership terms, but also competed. The drivers of the necessities
of survival and profit resulted in pragmatic collaboration, sometimes corruption, ensuring that money
arrived in the pockets of the few, usually, particularly in the case of slaves and the colonies, at the
expense of the many. This paper provides a foundation for further study in the area of archive
documentation tracing and tracking the flows of profit and cash.
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EFFECTS OF MONETARY POLICY RATE ON
INTEREST RATES IN NIGERIA

Ikechukwu Kelilume, Lagos Business School
ABSTRACT

Monetary policy rate has remained a major potent monetary policy tool used by monetary authorities in
setting targets and direction of other rates and in driving the movement of other macroeconomic
aggregates in both developed and developing countries. In Nigeria however, the Central Bank has kept
monetary policy rate stable at 12 percent between October 2011 and September 2012 but stability in
MPR is hardly reflected in the movement short term and long term interest rates. The aim of this study is
to use the multivariate Vector Autoregressive Model (VAR) to analyze the effects of MPR on other rates in
Nigeria. The study makes use of monthly data from M1:2007 to M9: 2012 to evaluate the cause effect
relationships between MPR and short term and long term rates in Nigeria. The choice of the scope of the
study lies in examining the response of interest rates to monetary policy shock since the 2007-2008 global
economic crises. Result obtained from this study will be used to track the relative effectiveness of
monetary policy in an emerging market where money market instrument is not fully developed.

JEL: E4, E43, ES2
KEYWORD: Monetary Policy, Monetary Policy Rates, Interest Rates.
INTRODUCTION

Two major policy instruments used by monetary authorities to influence the level and availability of
credit in most developed and emerging market economies is fiscal policy and monetary policy. Of
particular interest to the monetary authorities in developing economies is the issue of how monetary
policy impacts on some selected macroeconomic target variables which inter alia, includes money supply,
equilibrium money stock, interest rates, investment, savings and the level of Gross National Product
(GDP). Although, the relative effectiveness of monetary policy in developing countries and emerging
market economies has been less successful because of the unsophisticated nature of the money market in
most of the economies. There is however, an increasing need to track the sensitivity of interest rates to
changes in monetary policy target instrument-the monetary policy rates (MPR). Two decades ago, the
empirical literature was heralded with conflicting views on the direction of causation on the monetary
transmission mechanism. While prevailing theory such as the term structure of interest rate provides little
guide to policy makers as to the size and persistence of the effects of monetary policy rates on short term
and long term yields, the expectation hypothesis does not appear to do better in providing the linkage
between monetary policy instrument and short term and long term interest rates.

The transmission of monetary policy action is often effected through interest change. Being a cost for
borrowing and a reward for lending, the interest rate is an important economic variable which need to be
guided so as to achieve economic stability. In a bid to ensure price and financial stability, the Central
Bank of Nigeria (CBN) Monetary Policy Committee (MPC) adopted the Monetary Policy Rate (MPR) in
place of Minimum Rediscount Rate (MRR) to controls the movement of market interest rate by
benchmarking it against the MPR. Generally, a tight monetary policy tends to increase interest rate which
impacts the economy by increasing the cost of borrowing and by so doing cut back on investment and the
general price level. The reverse situation applies to an easy monetary policy but this may not be the
actual behaviour of interest rate in practices. In the wake of the 2007-2008 global financial crises, the
CBN reduced the MPR in an attempt to avert the global uncertainty of recession. The puzzle in the
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response of market interest rate to monetary policy actions as shown in the trend in figure 1 has left
economic analyst with the profound question of the effectiveness of monetary policy in tracking other
rates and target variables in Nigeria. To this end, this paper is designed to test the linkage between MPR
and other market interest rate in Nigeria over the period 2007 to 2012. The choice of these periods is
unique as it marks the period in which monetary authorities carried our several monetary policy actions to
check economic recession and contagion from the external economic environment.

Following the introduction section, the rest of the paper will be structured into four sections. Section two
reviews the empirical literature while section three deals with the methodology and data. In section four
we present the empirical analysis while section five concludes the paper.

Figure 1: Monetary Policy Rate and Interest Rates Movement in Nigeria
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The figure shows monthly data of interest rate movement in Nigeria during the period 2007M1-2012M9. The fourth line from the top-right of the
chart is the monetary policy rate. Between M1:2007 and M4:2009MPR was a lot stable averaging 5 per cent. Until M10:2011 there was a
misalignment between MPR and all other rates. Of particular interest is the savings deposit rate which has remained very low since 2007. All
rates however, showed a stable movement between 2011 and 2012 when MPR was fixed at 12 per cent.

LITERATURE REVIEW

The process in which bank interest rates respond to changes in monetary policy rates is often referred to
in the literature as interest rate pass-through process. This process is simply the rate or process at which
official interest rate is transmitted to other interest rates (Rehman 2009; Kovanen, 2011). Generally, a
weak and incomplete interest rate pass-through is an indication of an unhealthy financial system (Aydim,
2007) and the failure of monetary policy to stabilize macroeconomic shocks (Marotta, 2009).

There has been renewed interest in the issues of interest rate pass-through especially with regards to the
link between monetary policy rate and short term and long term interest rate. Early studies on the subject
matter includes; Cottarelli and Kourelis (1994); Heinemann and Schuler (2002); Mojon (2000);
Toolsema, Strum and de Haan (2001); Donnay and Degryse (2001); Petro, McDermott and Tripe (2001);
Weth (2002); and De Bondt (2005). The more recent studies on interest rate pass-through include;
Hofrnann and Mizen (2004); Sander and Kleimeier (2004); Ghartey (2005); Sorensen and Werner (2006);
Sorensen and Werner (2006); Liu, Margaritis and Tourani-Red (2008) Chen, (2009); Banerejee, Bystrov
and Mizen (2010); Cas, Carrion-Menendez and Frantischek (2011) and Tia, Sek and Har (2012).

The conventional model for analyzing the effects of monetary policy rate on market rates is the Monti-
Klein model (Monti 1971, Klein 1971). The Monti-Klein framework assumes that if markets are
perfectly competitive then the interest rate pass-through will be full symmetrical and swift in response to
monetary policy rate. The model assumes the absence of information asymmetry, switching cost and
imperfect competition in financial markets and by so doing making the full pass-through a long run
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phenomenon while deviations from long run equilibrium occurs only in the short run. Although, the
reality in most markets is that perfect market condition hardly exists as markets generally exist under
conditions of imperfect market situations, high switching and menu cost and absence of perfect
information. This notwithstanding, some studies have found the Monti-Klein model to be realistic and
true in its assumptions. These studies which reflected changes in monetary policy rates in asymmetric
and non-linear adjustment includes; Hofmann and Mizen (2004), and Fuertes and Heffernan (2009).

Almost all the studies in the empirical literature on the interest rate pass-through is centered on the
investigation of the degree and speed of adjustment of banking rates to changes in money market rates
however, with some degree of variability in terms of short term and long term adjustment of market rates
to monetary policy rates. While some of the study concluded in their empirical analysis that interest rate
pass-through is weak and incomplete (Kwapil and Scharler 2006; Aydim, 2007; Marotta, 2009; Kovanen
2011), others found interest rate pass-through to be weak in the short run but fully complete in the long
run (Weth 2002). Yet, few studies found interest rate pass-through to be fully complete in the short
(Crespo-Cuaresma, Egert, and Reininger 2004). Four major theories however exist in the literature to
explain the inflexibility in interest rate in the short run. These theories include; the agency cost theory
(Stiglitz and Weiss, 1981), the adjustment costs (Cottarelli and Kourelis, 1994), the switching costs
(Klemperer, 1987) and the risk sharing cost (Fried and Howitt, 1980).

The more recent studies of interest rate pass-through have considered the impact of future money market
rate on current retail rate setting with the central focus on the search for market efficiency (Bernoth and
von Hagen, 2004). In the study conducted by Sander and Kleimerier (2006), it was found that there exists
a greater response to anticipated monetary policy changes measures by interest rate features than to
unanticipated changes. Other recent studies have gone beyond estimating the degree and speed of
adjustment of market interest rates in relation to changes in monetary policy rates to examining the degree
and variability of interest rate pass-through across countries and regions (Weth 2002; De Bondt 2005;
Sorensen and Werner 2006; Sander and Kleimeier 2006; Banerjee, et al 2010; Cas. et al 2011). These
studies shows the degree of interest rate pass-through differ across regions and across countries with
common monetary union. Some studies have found the monetary transmission mechanism to be quick
and efficient while other found the effect of monetary policy rate on market rates to be inconclusive.

The recent study carried out by Aziakpono, Wilson and Manuel (2007) and Aziakpono and Wilson (2010)
attest to this fact. While Aziakpono, Wilson and Manuel (2007), found market interest rates to respond
quickly to monetary policy rate, the study conducted by Aziakpono and Wilson (2010) found that
commercial Banks lending rates are more rigid in response to positive shocks in monetary policy official
rate in South Africa. In Nigeria, the Central Bank (CBN) Monetary Policy Council (MPC) which derives
its legal backing from the various statutes of the bank (CBN Act 1958; Decree No. 3 1997; CBN Act
2007), adopted a new anchor for monetary policy action on December 11, 2006 with the ultimate goal of
achieving stability in the domestic currency, prices and ultimate economic stability through interest rates
stability around a benchmark called MPR. At inception, MPR was fixed at 10 per cent with a 600 basic
spread point making a lower band of 7% and an upper band of 13% based on the current and expected
inflation. Since inception, the MPR has been changed about fourteen times most of which was positive
and are usually done in anticipation of a raise in the general price level. Adjustment of MPR by MPC has
ranged from a decrease of 20% in the wake of the 2007-2008 global economic crisis to an approximately
30% increase in the period between the third quarter 2011 and the fourth quarter of 2011.

As shown in figure 2 (see Appendix 1) monetary policy rate (MPR) has remained constant between the
third quarter of 2011 and the third quarter of 2012. Although at various periods of the change in MPR,
market interest rates exhibited changes in different direction without correspondingly tracking changes in
MPR. This according to Romer and Romer (2000) represents a puzzle to policy planners. Given that the
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relative effectiveness of MPR in tracking other market rates has not been extensively studied in Nigeria,
we explore this linkage for Nigeria.

DATA AND METHODOLOGY
Data Source

The data used for this study is monthly time series observations sources from the Central Bank of Nigeria
Statistical Bulletin covering the periods 2007:M1 to 2012:M9. The choice of this period is unique given
that it tracks the monetary policy action of the Central Bank in the wake of the global financial crisis of
2007-2008. The major variables used in the model include monetary policy rate (MPR), savings deposit
rate (SDR), interbank rates (IBR), prime lending rate (PLR), maximum lending rate (MLR) and 91 day
Treasury bill rate (TBR).

Theoretical Framework And Model Specification

The theoretical base for explaining the linkage between monetary policy rate and short term and long term
and long term interest rates is the marginal cost pricing model also referred to as the monetary policy
approach (de Bondt, 2005). Following the Monti-Klein framework (Monti 1971; Klein 1971) which
assumes the existence a perfectly competitive market devoid of asymmetric information, transaction cost
and menu cost, we assume price is equal to marginal cost. Under this condition, the derivative of price
with respect to marginal cost will be unity. If this assumption of perfect competition is relaxed however,
the derivative of price with respect to marginal cost becomes less than unity. Applying this
framework to the relationship between money market rate and retail rates of interest we develop
a simple model where;

BRR = f(MPR) (3.1

Where, BRR is bank retail rates which are in the form of short term interest rates (savings deposit rate
(SDR), interbank rates (IBR), prime lending rate (PLR), maximum lending rate (MLR) and long term
interest rates in the 91 day Treasury bill rate (TBR). MPR is the monetary policy rate usually set by the
monetary policy council (MPC) in Nigeria.

In simple linear estimation form we can expresses equation (3.1) as;

SDR, = a, + a,MPR, +U, (3.2)
IBR, = 3, + $,MPR, +U, (3.3)
PLR, =&, +5,MPR. +U, (3.4)
MLR, = ¢, +$,MPR, +U, (3.5)
TBR, = A, + A,MPR, +U, (3.6)

Where; MPR, monetary policy rate is assumed a proxy for marginal cost price. Parameters
a,, B,,0,,¢, and Aare the coefficient of the pass-through rates, while the parameters
a,,By,0,,9, and A, are the constant terms. If the coefficient of the pass-through rate is unity, the
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transmission of monetary policy rate to other market rates is said to be complete and efficient. However,
if the coefficient of the pass through rate is such that it lies between zero and unity, the monetary
transmission mechanism is said to be incomplete and inefficient.

To establish the direction of casualty and interdependence between monetary policy rate and other retail
rates, we adopt the Vector Autoregressive (VAR) methodology. This methodology is explained in a
simplified form if we assume a 7 x1vector composed of banking retail rates (Y), we can explain the
VAR as a model that relates current values of Y, to past values of Y, and a n x1 vector of innovationU, .

This can be expressed simply as;

Y=a+¢Y  +..+¢,Y ,+U, 3.7)

Where; @ is a nxlvector and ¢, 'sare nxn matrices. U, is a nx1vector of serially uncorrelated

t
random variables with zero mean and a covariance matrix Q).
The VAR model can be expressed explicitly as;

BRR, = a, + ZaHBRRH + ZalePRH +U, (3.8)
t=1

t=1

MPR, =a, + Y a, MPR, |+ a,BRR, +V, (3.9)
t=1 t=1

Where; BRR is banking or market rates of interest in the form of savings deposit rate, interbank rates,
prime lending rate, maximum lending rate and the 91 day Treasury bill rate. MPR is the monetary policy

rate while U, and V, are the uncorrelated error term.

To estimate the impulse response and variance decomposition of monetary policy rate and market rates,
we assume that the innovations U, = (U, and/V,) are functions of some fundamental shocks e, : such
that;

U =y.eg, (3.10)

Where; €, ~iidN (O,Q). These fundamental shocks represent unanticipated deviations of the Central

Bank from its monetary policy rule usually termed as monetary policy shocks. To estimate the matrix
w * in equation 3.10, we assume that y * is the lower triangle in the 2 x 2 matrix in equation 3.11.

U2,t Y V1| €

From the ordering in equation 3.11, the innovation, Y|,,

U,, are not affected by the shocks e, but

innovation U, , is affected by the shocke,,. We can interpret one of the €,"s as monetary policy shock

and we are interested in finding out how this monetary policy shocks affects other retail rates of interest.

To establish the transmission mechanism between monetary policy rates and short term and long term
interest rates, we use the Granger causality test. Usually, the null hypothesis is rejected if the observed F-
Statistics exceeds the critical F-values at the usual 1 percent, 5 percent or 10 percent levels of
significance.
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EMPIRICAL ANALYSIS

The result of the effects of monetary policy rate (MPR) on interest rates in Nigeria is summarized in
Table 1 and 2. While Table 1, shows the result of the model without considering the stationarity
properties of the variables, Table 2, shows the result of the regression estimate with a consideration of the
unit root properties of the variables. Both results reported in Table 1 and 2 compares the results between
the response of short term rates (savings deposit rate, interbank lending rate, prime lending rate and
maximum lending rate) and long term rate (91 days Treasury bill rates) to changes in monetary policy
rates. In Table 3, we report the results of the interdependency between monetary policy rate and short
term and long term interest rates using the granger causality test. The result from Table 1 shows an
interesting pattern of the link between monetary policy rate and retail interest rates in Nigeria. While the
interest rate pass-through from monetary policy rate to savings deposit rate, prime lending rate and
maximum lending rates were incomplete and failing the test of significance on the basis of the traditional
t-test, the interest rate pass-through from monetary policy rate into interbank rates and long term interest
rates (Treasury bill rate) were complete and significant on the basis of the traditional t-test.

Table 1: Estimated Result at their Levels

SHORT TERM MARKET RATES LONG TERM MARKET RATES

(1, SDR) ,1BR) 3, PLR) (@MLR) (5, TBR)
C 2.7953 25071 19.1434 22.1692 -5.1494

(6.5497)*++  (-1.4294) (8.1112)¥*+  (19.8234 (-4.3143)#%%

MPR -0.0424 1.4258 -0.2528 -0.1045 14342
(-0.8969) (7.3256)%**  (-3.3459)** (-0.8427) (10.8289)##*

R-squared (R”) 0.0118 0.4447 0.1434 0.0104 0.6363

Adj. R-squared -0.0028 0.4365 0.1303 -0.0042 0.6309

F-statistic 0.8044 53.66%% 11.1950%++ 0.7101 117.2651 %+

Durbin-Watson 0.1194 0.7357 0.1555 0.1148 0.2489

The table reports results for the regression estimate over the sample periods 2007:M1-2012:M9.

The models reported includes:

SDR=0ptoa;MPR+U,,; IBR=ay+0o,MPR+U,. ; PLR=ay+oa,MPR+U, ;MLR=0y+o,MPR+U, and TBR=0pta;MPR+U,:: where the dependent
variables are savings deposit rate, interbank tare, prime lending rate, maximum lending rate and treasury bill rate. The explanatory variable in
all five equations is monetary policy rate (MPR). The figures in parenthesis are the t-statistics and the symbol ***, ** and * indicates significant
at the 1, 5 and 10 percent respectively.

The result shows that interbank rates and Treasury bill rate increases substantially with an increase in
monetary policy rate, with both variables passing the test of significance at the 1 per cent level and having
a relatively high adjusted R? (coefficient of determination) value of 0.43 and 0.63 for interbank rate and
Treasury bill rates respectively. The result of the unit root test reported in Table 3 however, shows the
variables were all not stationary at their individual level hence the need for differencing of the variables
reported in Table 1.

Table 2: Unit Root Test for the Variables

Augmented Dickey-Fuller Test

Variables Levels Status First Difference Status
MPR -0.8654 1(0) -7.8611 1(1)
SDR -2.7481 1(0) -9.7377 1(1)
IBR -2.8392 1(0) -9.0248 I(1)
PLR -2.3235 1(0) -6.0145 1(1)
MLR -2.5526 1(0) -10.78482 1(1)
TBR -1.4153 1(0) -6.6138 1(1)

The table shows the result of the Augmented Dickey-Fuller (ADF) set of unit root test at the levels of the individual variables and at their first
difference with 1(0) indicating integrated of order 0 and I(1) indicating integrated of order 1.

Table 3 shows the result of the regression estimate after first differencing. From the result reported in
Table 2, all the variables became stationary after first differencing. The result obtained after first
differencing appears to be similar with the result reported in Table 1. With the exception of the low R?,
monetary policy rate had a positive impact on interbank rate and Treasury bill rate. However, the pass
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through of monetary policy rate was only complete in relation to interbank rate where the coefficient of
interbank rate was positive and greater than unity.

Table 3: Estimated Result at their First Difference

SHORT TERM MARKET RATES LONG TERM MARKET RATES
(1, SDR) 2.IBR) 3, PLR) @MLR) (5, TBR)
C -0.0244 0.0111 -0.0206 0.0893 -0.0608
(-0.7151) (0.0312) (-0.3483) (1.0058) (0.4597)
D(MPR) 0.0426 1.1075 0.0670 -0.0520 0.7577
(0.7177) (1.7998)** (0.6521) (-0.3383) (3.3051 )+
R-squared (R?) 0.0077 0.0467 0.0064 0.0017 0.1420
Adj. R-squared -0.0072 0.0323 - 0.0086 -0.0133 0.1290
F-statistic 0.5150 3.2392%%* 0.4252 0.1144 10.9239%**
Durbin-Watson 2.3454 2.3270 1.4638 2.5543 1.6885
The table reports result for differenced regression estimate over the sample periods 2007:M1-2012:M9. The models reported includes:
d(SDR,)=00+0ud(MPR)+U; d(IBR,)=0u+aid(MPR)+U; d(PLR)=as+a,d(MPR)+U,; d(MLR)=ay+0;d(MPR)+U, and

d(TBR)=09+0,d(MPR,)+U, : where the dependent variables are savings deposit rate, interbank tare, prime lending rate, maximum lending rate
and treasury bill rate respectively. The explanatory variable in all five equations is monetary policy rate (MPR). The figures in parenthesis are
the t-statistics and the symbol ***, ** and * indicates significant at the 1, 5 and 10 percent respectively.

Both results give an idea of the relative effectiveness of monetary policy in tracking other rates in Nigeria.
An interesting finding of the study is that savings deposit rate does not respond to changes in monetary
policy rate while the rate of adjustment of Treasury bill rate to monetary policy rate is weak as indicated
by the difference series. Both results show the response of interbank rate to monetary policy rate to be
strong and positive which has strong implication for investment in Nigeria.

Table 4: Mac-Kinnon Critical Value for Rejecting the Null Hypothesis of Unit root

Augmented Dickey-Fuller Test Criteria

Critical Values ADF at Levels ADF at First Difference
1% -4.0987 -4.1009
5% -3.4772 -3.4783

10% -3.1661 -3.1667

The table shows the Mac-Kinnon critical value for rejecting the hull hypothesis of unit root in the model. We reject the null hypothesis of no unit
root if the critical Mac-Kinnon value greater than the observed ADF tau statistics at the 1, 5 and 10 percent levels respectively.

In Table 5, we report the test of the interdependencies between the variables and the response time of
retail interest rate to changes in monetary policy rate. The result indicates that monetary policy granger
causes only interbank rates with the effect almost immediately. Also of interest to us is the fact that there
appears to be a bi-directional relationship between monetary policy rate and interbank rate. This is
indicated by the high and significant F-statistics values of 12.6 and 4.8 respectively with the values
passing the test of significance at the 1 percent level. Other notable findings from the granger casualty
test shows that savings deposit rate, prime lending rate and Treasury bill rate granger causes monetary
policy rate and not the other way round.

CONCLUSION

This study set out to analyse the effect of monetary policy rate on interest rates in Nigeria over the
sampling periods 2007-2012. The study utilized monthly time series data obtained from the Central bank
of Nigerian Statistical Bulletin over the period (2007:M1-2012:M9). The choice of this period is
remarkable as it marked the period of the change of the Central Bank from the use of minimum rediscount
rates (MRR) to monetary policy rate (MPR) as the benchmark rate of interest for the country. The period
is also unique as it coincided with period in which the Central Banks of most countries responded to the
2007-2008 global financial crises with substantial use of monetary policy tools.
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Table 3: Granger Causality Test

Augmented Dickey-Fuller Test Criteria
Direction of Causality Lag Length F-Statistics
AMPR —> /SDR 1 0.5107
ASDR  —> /MPR 1 5.0734%%%
AMPR —> AABR 1 12.6264%%%
AIBR —2> /MPR 1 4.8351%**
AMPR —> LPLR 2 0.0278
APLR —> /MPR 2 5.0205%*%
AMPR —>> /MILR 1 0.8077
AMIR —2 2MPR 1 0.0203
AMPR —2 ATBR | 0.1758
ATBR —> MMPR 1 7.8407%%%

The table shows the granger casualty of interdependencies between monetary policy rate and retail interest rate. The symbol Arepresents change
in the one variable in response to change in the other variable in the model. In the table, monetary policy exhibits a unidirectional relationship
with interbank rate with the shock taking place immediately. The *** indicates significance at the Iper cent level.

The major findings of this study is that the pass-through of monetary policy rate into short term and long
term retail interest rates in Nigeria is sticky. The only evidence of the effectiveness of monetary policy
can be seen only in the relationship between monetary policy rate and interbank rates. The low pass-
through rate evident in the study could be easily explained by the presence of high menu and transaction
cost and imperfect financial market condition. The weak link between monetary policy rate and savings
deposit rate can be explained with the low savings incentives. Overall, the study reveals that the
continuous use of monetary policy rate (MPR) by the Central Bank of Nigeria as the benchmark rate for
tracking the movement of other market rates of interest and maintaining economic stability is suspect and
calls for an immediate review. Monetary policy changes through variation in MPR or stability in MPR as
has been the case between 2011:M9- 2012:M9 (see Appendix 1.) has produced contradictory result in all
the retail market rates with the exception of Treasury bill rate which seems to track movement in
monetary policy rate as clearly visible in the trend in figure 1. This result is in line with the earlier
findings of Salami and Kelikume (2012) that continuous use of monetary policy tools to maintain price
stability is not likely to yield the desired medium to long-term monetary policy goals.

Limitations

The major limitation of this study is the short time span of 2007-2012. Although this problem was
successfully addressed with monthly time series data it would have been useful if we compare the interest
rate pass through using annual and quarterly time series data over a longer period. Another limitation is
that the study did not track the performance of monetary policy in the era of minimum rediscount rates. A
comparison of the effectiveness of monetary policy in the era of minimum rediscount rates and monetary
policy rate would have thrown more light into the effects of monetary policy rate on other market rates in
Nigeria. These limitations notwithstanding, the study generally shows a weak interest rate pass-through
in Nigeria.
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Appendix 1

OBS MPR QUARTERLY CHANGE DIRECTION OF CHANGE
2007 Q1 10

2007 Q2 8 -20 Decrease
2007 Q3 8 0 Constant
2007 Q4 9.5 18.75 Increase
2008 Q1 9.5 0 Constant
2008 Q2 10.25 7.89 Increase
2008 Q3 9.75 -4.87 Decrease
2008 Q4 9.75 0 Constant
2009 Q1 9.75 0 Constant
2009 Q2 8 -17.94 Decrease
2009 Q3 6 -25 Decrease
2009 Q4 6 0 Constant
2010 Q1 6 0 Constant
2010 Q2 6 0 Constant
2010 Q3 6.25 4.16 Increase
2010 Q4 6.25 0 Constant
2011 Q1 7.5 20 Increase
2011 Q2 8 6.66 Increase
2011 Q3 9.25 15.62 Increase
2011 Q4 12 29.72 Increase
2012 Q1 12 0 Constant
2012 Q2 12 0 Constant
2012 Q3 12 0 Constant

The table shows the Central Bank of Nigeria Monetary Policy Rate (MPR) over the sample period of the observation. From the observation,
monetary policy rate have been relatively stable over the sample period but this stability is hardly reflected in the movement of other rates as
shown in figure 1.
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ABSTRACT

As of January 1, 2011 most of the world financial market economies are using International Reporting
Standards (IFRS) as the required framework for financial statements. A non-comprehensive listing
includes the European Union Countries, Canada, Australia and New Zealand. In the United States, US
Generally Accepted Accounting Principles (GAAP) is still required but adoption of IFRS has support of
many accounting firms and professional organizations and is under consideration by the SEC. This case
study focuses on differences in the treatment of leases and the impact of these differences on financial
statements and selected financial ratios. Students take GAAP financial statements and prepare an IFRS
based balance sheet and income statement. The need to understand both GAAP and IFRS rules regarding
leases is required to adequately address this case study. This case study is suitable for use at both the
undergraduate and graduate levels. It could be used in an Intermediate Accounting II, Accounting
Theory, Financial Statement Analysis or an International Accounting class, as well as an Investment
Finance course.

KEYWORDS: US GAAP, IFRS, Capital Lease, Operating Lease, Financing Lease, Ratios.
Background

ACE Corp, a publically traded NASDAQ company (symbol ACE), is a manufacturer of electrical
automobiles. Its main headquarters is based in Detroit, Michigan and the company has been operating
since 1996. The company sells their electrical automobiles to auto manufacturers as well as the retail
market on a worldwide basis. Its major clientele is Ford, General Motors and Toyota and has captured
about 10 percent of the world market of the electrical automobile sales. Its stock sells at 25 US Dollars
per share, and its 52 week price range is between 19.75 and 27.15 US Dollars, with a market cap of 10.6
billion dollars.

Their financial statements presented below for the year ending December 31, 2011 has been prepared
using GAAP. The controller would like to see the effect of IFRS treatment of leases on the financial
statements, and you have been assigned this task. In particular, the controller would like to see the impact
GAAP and IFRS differences have on balance sheet, income statement and selected financial ratios. The
company would like to adapt IFRS by as early as next year as it is considering a new stock issue in the
Tokyo Stock Exchange, which requires IFRS compliance.
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ACE Corp

Balance Sheet (in 000’s)

12/31/2011
ASSETS LIABILITIES AND SHAREHOLDERS EQUITY
Current Assets Current liabilities
Cash $33,000 Accounts payable $20,000
Accounts receivable 25,000 Accrued expenses 15,000
Investments 10,000 Taxes payable 5.000
Inventory (FIFO ) 50.000 Total current liabilities $40,000
Total current assets $118,000
Property, plant and Noncurrent liabilities
equipment
Assets (cost) 100,000 Bonds payable 50,000
Less: Accumulated Total liabilities $90,000
Depreciation (30,000)
Total property, plant
And equipment $ 70,000 Shareholders’ equity
Intangible Assets Common stock ($1 par) $50,000
Trademark 5,000 Retained earnings 60,000
Goodwill 7,000 Total shareholders’ Equity 110,000

$12.000

Total assets $200,000  Total liabilities and Shareholders’ equity $200,000

ACE Corp
Income Statement (in 000’s)
For the year ended 12/31/2011

Sales $ 250,000
Cost of goods sold 175.000
Gross profit § 75,000
Selling and administrative expenses

(Exclusive of amortization and depreciation) 31,000
Earnings before interest, taxes, depreciation and amortization $ 45,000
Amortization and depreciation expense 10,000
Earnings before interest and taxes $ 34,000
Interest expense 4,000
Income before tax $30,000
Tax expense (30 %) 9,000
Earnings from continuing operations and before Extraordinary $21,000
item

Net loss from Hurricane (net of 4,500 taxes) (10,500)
Net Income $10,500

ADDITIONAL INFORMATION

Ace entered into a lease on January 1, 2011 with the following terms:

. Ace leased specialized machinery manufactured by the lessor, Bell Corp., which will enable Ace
to manufacture their electric cars in a much more efficient manner. This machinery does not have a resale
market and was made specifically for ACE to meet its specifications.

. The lease term is for 3 years with a minimum lease payment of $10,000. Payment is due on
December 31 of each year, with the first payment due on December 31, 2011. At the end of year 3, Ace
has the option of leasing the equipment for one additional year for $2,500. At the end of the lease term,
ownership reverts back to lessor. There is no option to buy the equipment.

. The lessee will pay all executor costs.
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. The estimated useful life of the lease is 49 months (4 and 1/12 years.)

. The fair market value of the equipment is $30,000.

. The implicit rate of Bell Corp. is 6 percent, and this is known to the lessee, Ace.
. The incremental borrowing rate of Ace is 7 percent.

REQUIRED

1- Differentiate between an operating lease and a capital/ financing Lease for GAAP financial
reporting purposes.
2- Under GAAP, has this been treated as a capital lease / financing Lease for Ace or an operating lease?
3- Under IFRS, should this lease be classified as an operating or a financing lease?
4- Describe the different reporting results between GAAP and IFRS and make the necessary adjusting
entries to conform the financial statements to IFRS compliance for Year 1.
5- Prepare an income statement under IFRS for year 1. Assume that the net income remains the same
under IFRS as it does for GAAP and any difference is reconciled in the tax expense and tax payable
accounts.
6- Prepare balance sheet under IFRS for Year 1.
7- Compute the following ratios for Year 1,under both IFRS and GAAP reported totals:
Current Ratio
Quick Ratio
Cash Ratio
Times Interest Earned
Debt to Capital Ratio
Debt to Shareholder Equity Ratio
8- Comment on your findings in 7 above.

INSTRUCTOR NOTES
Case Overview

This case focuses on GAAP and IFRS differences in the treatment of leases and the grounds for
classification as an operating or capital lease. It is designed to have students conduct research on GAAP
and IFRS pronouncements. They are asked to compare and contrast the differences in the treatment of
leases under the two frameworks. It also requires students to prepare the adjusting entries for the IFRS
conversion. They will prepare IFRS statements, and compute and compare financial ratios for both GAAP
and IFRS statements. Finally, they will discuss the status of IFRS adoption and the impact of its adoption
in the US.

Case Learning Objectives

The case is designed to have students identify reporting issues and apply U.S. and international
authoritative accounting literature by researching the FASB Accounting Standards Codification and the
International Financial Reporting Standards (IFRS).

The specific learning objectives are for the student to:

a) Identify differences in GAAP and IFRS treatment of leases:

b) Prepare adjusting entries to convert GAAP based financial statements to IFRS income statement and
balance sheet and

¢) Prepare an IFRS income statement and balance sheet
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Suitable Classes for This Case

Since this case requires research into GAAP and IFRS pronouncements, it is most appropriate for students
who have completed or are currently enrolled in intermediate financial accounting II. It can be used at the
graduate or undergraduate levels in a variety of additional financial reporting courses including
accounting theory, international accounting, and financial statement analysis, as well as an investment
finance course.

Suggested Teaching Approach

The case may be offered as an individual case study or as a group project. For more advanced accounting
students, this case may be offered as an individual project. It could have a weight of 10-15 % of the final
course grade.

For less advanced students, the case may be offered as a collaborative group project. This would enable
students to demonstrate and develop team working skills. The case presents an opportunity to discuss the
status of IFRS implementation in the US and the impact IFRS had on JAL Corp. The in-class review of
the solution and case discussion can be completed as part of a 50 minute class.

In grading the case write-ups, instructors should evaluate the identification of relevant issues, proper
accounting for the IFRS conversion and computation of the ratios including the computational accuracy
of numbers, quality and depth of research as evidenced by proper citations of the literature. We suggest
that the instructor explain the basis for grading at the outset.

Pointers for Classroom Discussion

After the review of the IFRS statements, the instructor may wish to discuss the impact of IFRS. Suggested
questions to ask the class could be: What impact will IFRS have on AXE Corp.’s income statement and
balance sheet? What are the benefits of adopting IFRS? What are the disadvantages of IFRS?

You may wish to have students research the current status in the US of IFRS adoption.

SUGGESTED SOLUTION

Q 1 Differentiate between an operating lease and a Capital/ Financing Lease for financial reporting
purposes.

An operating lease is treated as a rent expense and recorded on the income statement. An operating lease
is an off balance sheet transaction and is preferred by companies because it lowers the liabilities and the
debt ratio. A capital lease —-per GAAP, termed as a financing lease under IFRS, is treated as a purchase of
a Property, Plant and Equipment and capitalized as such on the Balance Sheet. The minimum lease
payments required on the lease are recorded as a liability on the Balance Sheet at the present value. The
discount rate is the lessee’s incremental borrowing or the implicit rate of the lease, if it is lower and
known by the lessee. The liability is separated into its current and long term components which affects the
current ratio.

Pointers for Classroom Discussion

Discuss the differences US GAAP based bright line rules, versus principles based IFRS requirements for
distinguishing between operating versus capital/financing leases ?

Q2. Under US GAAP, has this lease been treated as a capital lease / financing lease for Ace or an
operating lease?
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Under GAAP, if the lessee meets one of the four tests listed below, the lease is treated as a capital lease;
otherwise it is an operating lease.

Test 1: Economic Life Test: The lease term is equal to or greater than 75% of the economic life of the
asset. In this case, the lease term is 3 years divided by the economic life of 4.1 years, yields 73%. Test 1
not met.

Test 2: Transfer of Ownership Test: If at the end of the lease term, ownership transfers to lessee, then this
test is satisfied. Test 2 is not met in this case as there is no transfer of ownership at the end of year 3.

Test 3: Bargain Purchase Option: If the lessee has the option to purchase the lease at a bargain purchase
price, then this test is satisfied. In this case, there is no bargain purchase option, so test 3 is not met.

Test 4: Economic Recovery Test: If the Present Value of the Minimum Lease payments is 90 percent or
greater than the fair market value of the asset.

In this case, the present value of the Minimum Lease Obligation is $26,730. This divided by the fair
market value of the leased asset of $30,000 is 89 percent; just shy of the 90% requirement. Test 4 is not
met.

Minimum Lease
Assuming a Capital/ Financing lease

Year Payment Interest 6% Principal Obligation-Payable
1 $10,000 1,604 8,396 26,730
2 $10,000 1,100 8,900 18,334
3 $10,000 566 9,434 9434
$30,000 3,270 26730 0

Since none of the 4 tests is met, the lease is treated as an operating lease to the AXE Corp. under US
GAAP. Note should be made that AXE just missed some of these tests by fractional amounts.
Pointers for Classroom Discussion

Discuss why a corporation has an incentive for making a lease classification as operating rather than
capital?

Q3. Under IFRS, should this lease be classified as an operating lease or a financing lease?

Under IFRS, this lease is clearly a financing/capital lease as the criteria of lease type is based on
principles, and not rules. Under IFRS, if the lessee assumes the economic benefit and risks of the leased
asset, and the facts of the situation are such that the lease resembles a financing lease, then it is treated as
a financing lease. The fact that the lessee has a fourth year rental option at a very significant discount,
coupled that this machine is specialized in nature for ACE’s use, and many of the tests under GAAP are
nearly met which are an indicator of a financing classification rather than operating lease. The lessor
manufactured this equipment to ACE’s specifications and in effect transferred the risk to AXE upon the
inception of the lease. Further, ACE was able to circumvent the capital lease rules under GAAP by
making estimates work to its advantage.

Q4. Describe the different reporting results between GAAP and IFRS and make the necessary
adjusting entries to conform the financial statements to IFRS compliance for Year 1.

In each of the three years of the lease, GAAP treats the operating lease payment of $10,000 as rent
expense on the income statement and is not recorded on the balance sheet.
A: Year of lease Inception:
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Under IFRS, the financing/ capital lease is treated as a purchase of property, plant and equipment and
capitalized on the balance sheet as such in the amount of $26,730. Additionally, the Minimum Lease
obligation is shown on the balance sheet as a liability in the amount of $18,334 ($26,730 less the year 1
payment of $8,396).0f this amount, $8,900 is classified as a current liability and $9,434 is classified as a
long term liability. On the income statement, depreciation expense is $8,910 (26,730 divided by the lease
term of 3 years) and interest expense is $1,604, for a total of $10,514.

B: Subsequent to Year of Inception-years 2 and 3 of lease payments:

IFRS: The $10,000 lease payment is treated as an interest expense as calculated above; $1,100 in year 2
and $566 in year 3 in addition to a depreciation expense of $8,910. Over the 3 year period, the total
expense will be the same at $30,000 under both methods of reporting (operating v. capital/financing.)

ADJUSTING ENTRIES YEAR 1 TO CONFORM TO IFRS
1-Dr. Leased Asset-Financing Lease 26,730
Cr. Minimum Lease Obligation-Financing Lease 26,730

To record capitalization of the lease
2-Dr. Depreciation Expense 8,910
Cr. Accumulated Depreciation 8,910

To record depreciation expense on the capitalized lease
3-Dr. Interest Expense 1,604
Dr. Minimum Lease Obligation-Financing Lease 8,396
Cr. Rent expense/Selling and Administrative expense 10,000

To adjust lease from operating to capital/financing

4-Dr. Minimum Lease Obligation-Financing lease 18,334

Cr. Minimum Lease Obligation-Financing lease -Current liability 8,900
Cr. Minimum Lease Obligation-Financing lease -Long Term Liability 9,434

To correctly classify the Minimum Lease Obligation to its liability term components
5- Dr. Selling and Administrative Expense 15,000
Cr.- Extraordinary Item 15,000

To reclassify extraordinary item as an operating expense
This is calculated by the extraordinary loss , shown net of taxes of 10,500 divided by 1 less the tax rate of
30 percent, or .7 , which yields a before tax loss of 15,000.

Pointers for Classroom Discussion

There is no prompt for this reclassification. Students must demonstrate critical thinking by identifying
that IFRS does not allow for the use of an extraordinary item.

It is important to point out that we should not be so focused on one issue (lease treatment) that we
overlook other issues that should be apparent.

Also note that the reclassification of the extraordinary loss is shown before tax (10,500+ 4,500)
6- Dr. Tax Payable 514

Cr. Tax Expense 514

To reconcile a net income total of $10,500; an amount equal to the GAAP reported total.
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Pointers for Classroom Discussion

Show that under capital/financing lease treatment, the expense will be greater in the early year(s) ,
resulting in lower income, and lower in the latter year(s), showing a higher income. In the entire term of
the lease, each method will yield identical expense totals. Use of the amortization schedule will illustrate
this clearly.

Q 5. Prepare an Income Statement under IFRS for year 1. Assume that the net income remains the
same under IFRS as it does for GAAP and any difference is reconciled in the tax expense and tax
payable accounts.

ACE Corp
Income Statement (in 000’s)
For the year ended 12/31/2011

Sales $250,000
Cost of goods sold 175,000
Gross profit $ 75,000
Selling and administrative expenses

(Exclusive of amortization & depreciation) less (3) 10,000 = 36,000
Earnings before interest, taxes, depreciation and amortization $ 39,000
Amortization and depreciation expense 10,000 + (2)8,910 = 18.910
Earnings before interest and taxes 20,090
Interest expense 4,000 + (3)1,604 = 5,604
Income before tax $14,486
Tax expense 4,500-(6)514 = 3.986
Net Income 10,500

Q6. Prepare Balance Sheet under IFRS for Year 1.

ASSETS LIABILITIES AND SHAREHOLDERS EQUITY

Current Assets Current liabilities

Cash $33,000 Accounts payable $20,000

Accounts receivable 25,000 Accrued expenses 15,000

Investments 10,000  Taxes payable 5,000-(6) 514 4.486

Inventory (FIFO ) 50.000 Minimum lease obligation 8,900

Total current assets $118,000 Total current liabilities $48,386

Property, plant and Noncurrent liabilities

equipment

Assets (cost) 100,000  Bonds payable 50,000

Leased Assets (1) 26,730  Minimum Lease obligation (4) $9,434

Less:Accumulated (38,910)  Total Liabitties $107.820

Depreciation(30000

+8,910)

Net $ 87,820 Shareholders’ equity

Intangible Assets Common stock ($1 par) $50,000

Trademark 5,000 Retained earnings 60,000

Goodwill 7,000 Total shareholders’” Equity 110,000
$12.000

Total assets $217,820  Total liabilities and Shareholders’ equity $217,320
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Part 7: Ratio Calculations:

GAAP IFRS
Current Ratio=current assets/current liabilities 2.95 2.44
118,000/40,000 118,000/48,316

Quick Ratio=current assets-inventory/current liabilities 1.70 1.41
18,000-50,000/40,000 118,000-50,000/48,316

Cash Ratio=cash/current liabilities 825 .683

33,000/40,000 33,000/48,316

Times Interest Earned =EBIT/ Interest Expense 8.5 3.58

34,000/4,000 20,090/5,604

Debt to Capital Ratio=Total Liabilities/Total Assets 45 4950
90,000/200,000 107,820/217,820

Debt to Shareholder Equity Ratio=Liabilities/Shareholder’ Equity 8181 98

90,000/110,000 107,820/110,000

Part 8: Comments

The ratios clearly indicate that IFRS rules result in more conservative ratio results with respect to the
current and long term creditor when compared to US GAAP. Every liquidity ratios is lower under IFRS
and the differences are significant. Similarly, all long term ratios are also more conservative when
compared to US GAAP. The implications here is that [FRS will have far greater negative implications on

bond covenant agreements as well as other long and short term creditor legally binding agreements than
US GAAP.

CONCLUSION

IFRS is the future of worldwide financial reporting and should be included as a major part of any
accounting and/or business curriculum in the US, as well as the rest of the world. This case illustrates a
situation where a Balance Sheet and Income Statement is prepared using GAAP as a basis and converting
to IFRS for comparison purposes, with the focus being from the creditor point of view. In this case study
IFRS rules are discussed, and key Lease accounting similarities and differences between GAAP and
IFRS are addressed and its implications on the corporation’s creditors.
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EARLY AFTERMARKET DIVERGENCE OF OPINION
AND MISPRICING OF FIXED PRICE IPOs ON BURSA
MALAYSIA

Cheedradevi Narayanasamy, Graduate School of Business, National University of Malaysia

ABSTRACT

Mispricing of initial public offerings (IPO) in finance literatures refers to the deviation of IPOs offer
price from its aftermarket price. Miller (1977) argue that divergence of opinion provide alternative
explanation for IPO mispricing where high divergence of investors’ opinion (DOP) is associated with
overvaluation in the early aftermarket. The current study investigates whether divergence of investor
opinion influences the decline of Malaysian IPOs first day return reported in some of the Malaysian
studies, where low divergence of opinion is assumed as an indication that IPOs are fairly price, while
high divergence of opinion as an indication that the IPOs are either overvalued or undervalued. The
study incorporates a sample of 267 fixed-priced IPOs for study period of 2004 to 2011. It uses market
adjusted initial return (MAIR) in measuring mispricing, while DOP is measured using the volatility of
excess return as suggested by Gao et al. (2006) and Jerwartowski and Lizinska (2012).

JEL: G12, G14, G24
INTRODUCTION

The recent headwind faced by global market, has attracted institutional and foreign investors to invest in
Asian securities, especially in initial public offerings (IPOs). Bursa Malaysia is of no exception to this, in
fact the local market is seen as an IPO oasis. Despite the overwhelming response from investors, the high
quality IPOs trade between 3 to 10% above offer price, while other IPOs trade below offer price in the
immediate aftermarket. This statement poses a question on whether Malaysian IPOs are fairly price or are
they subject to mispricing. Past studies associate the low level of Malaysian IPOs initial return to
liberalization of pricing mechanism and other regulatory changes that took effect after 1997 (Yong & Isa
2003). However, despite the liberalization of pricing mechanism a large number of IPOs in Malaysia
remain as fixed price IPOs, thus, the current study infers that the low level of initial return is not solely
due to liberalization of pricing mechanism rather it is due to changes in investors’ expectation. There is a
possibility that the restructuring of listing board (2009), changes in equity guidelines and disclosure
requirements (2008) influence the aftermarket investor’s expectation.

The early evidence of mispricing in international market come from studies of Ibbotson & Jaffe (1975),
Ibbotson (1975), Ritter (1984), Beatty & Ritter (1986) that show on average IPO initial return is 15% in
US. Subsequent studies conducted by Miller & Reilly (1987), Ritter (1991), Rajan & Serves (1997) for
study period of 1970-1990 indicate that initial return ranges between 9% -14%. Most of the studies
document that asymmetric information and risk composition explain early market mispricing (see Beatty
& Ritter 1986). Recent study by Loughran & Ritter (2004) reveal that changes in issuers’ objective
function provide a better explanation for cross sectional variation in mispricing from 1999-2000.

The early evidence of pricing inaccuracy in Malaysian IPO comes from Dawson (1987)’s. His findings
reveal that the average market adjusted initial return was 166% for 21 IPOs over a study period of 1978 to
1983. Subsequent studies show that mispricing (or market adjusted initial return) has gradually dropped
for example Loughran et al. (1994) reveal that initial return for 1980-1991 has reduced to 80.3%. Paudyal
et al (1998) show that average adjusted return is 62% for period 1984-1995, and Annuar and Shamsher
(1998) show that average market adjusted initial return is 135% for period 1980 - 1994. The variation of
initial return is explained by regulatory interference, oversubscription ratio, market volatility, allotment of
shares, underwriter reputation, ex-ante risk, and signaling theory. Recent study by Moshirian et al. (2010)
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document that despite the gradual reduction in underpricing, Malaysian IPO’s average initial return ranks
as the third in Asia next to China and Korea (61.8% within the study period of 1991 - 2004) but exceed
the developed Asian countries such as Hong Kong, Japan and Singapore. The review of literatures reveals
that there is no empirical evidence on the effect of DOP on PO mispricing on Bursa Malaysia. Moreover,
studies related to DOP in developed nations are rather sparse, and it primarily focuses on book built IPOs.
These studies document high DOP is associated with overvaluation in the early trading and lower long
run return (see Miller 1977; Houge et al. 2001; Diether et al. 2002; Gao et al. 2006; Jewartowski &
Lizinska 2012). Although most of the studies provide evidence that DOP explains early market
mispricing and poor long run performance, there is a need to examine the influence of DOP on IPO
undervaluation for fixed priced IPOs in emerging market.

The current study finds that DOP not only results in overvaluation (unintended underpricing) as posit by
(Miller 1977) and Houge et al (2001) but it also attributes to undervaluation of Bursa Malaysia between
2004 to 2011 (see table 1, 2, 3 and 4 in full paper or pp slides). Both undervalued and overvalued IPOs
are sensitive to the IPOs risk composition. The findings also show that issuers are interested in current
proceeds and that they give less emphasis on future price movement unlike developed nation as proposed
by Loughran and Ritter (2004). The results across sub periods show that IPOs issued between 2004 to
2005 and 2011 to 2010 are sensitive to DOP, indicating that some IPOs experience unintended
underpricing, while others experience undervaluation. [POs issues between 2006-2007 and 2008-2009 are
possibly fairly priced as there is insignificant influence of DOP on MAIR.
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ADDING MARKOWITZ AND SHARPE TO THE
INVESTMENTS PROJECT

Lynda S. Livingston, University of Puget Sound
ABSTRACT

Introductory investments courses revolve around Harry Markowitz’s modern portfolio theory and
William Sharpe’s Capital Asset Pricing Model. Nonetheless, the textbook versions of these seminal
contributions tend to obscure their economic insights, focusing instead on their mathematical
consequences. In this paper, we suggest simple additions to the basic portfolio spreadsheet project that
will distinguish the economics (e.g., the market portfolio is efficient) from its necessary consequences
(e.g., the beta-expected return relationship is linear). We also show that it is important to use Excel’s
MMULT function, not Solver, to find efficient portfolios.

JEL: G10,Gl11
KEYWORDS: Portfolio Theory, CAPM, Investments Pedagogy
INTRODUCTION

An investments course without Harry Markowitz and William Sharpe is unthinkable. Markowitz’s (1952)
modern portfolio theory and Sharpe’s (1964) Capital Asset Pricing Model (CAPM) are the bedrock upon
which investments courses are built. Nonetheless, a student does not actually see the concepts as the
authors originally presented them; unless she takes one of the few doctoral-level classical papers courses,
she sees instead only a textbook distillation. This distillation obscures important detail—in particular, it
muddles the distinctions between the authors’ (Nobel-prize-winning) economic insights and their purely
mathematical consequences.

In this paper, we show how a few simple spreadsheet-based tweaks to a traditional investments project
can highlight these critical distinctions. Excel’s matrix multiplication functions allow students to identify
mean-variance efficient portfolios easily. With those portfolios in hand, they can replicate Markowitz’s
graphs that show efficient portfolios lying on a line (not on a parabola!), and they can verify Roll’s (1977)
critique of tests of the CAPM—the observation that it is always possible to derive a linear beta/return
relationship ex post. Students who have worked through these sorts of exercises will have a much deeper
understanding of modern portfolio theory.

Project Additions From Markowitz

The problem with the traditional textbook presentation of the efficient set is that it plots portfolio
expected return against portfolio standard deviation—that is, it depicts portfolios in (o, E(R;)) space, in
which the minimum-variance set traces out a nice, bullet-shaped curve. As nice as the graph looks, this
presentation obscures the true drivers of both expected return and variance: the portfolios’ asset weights.
Variance does not determine expected return; instead, both are determined by the chosen weights.

The most important graph for students is Markowitz’s Figure 2, in which he illustrates the determination
of the efficient set for a portfolio of three assets. In this figure, he identifies efficient portfolios in
(weight;, weight,) space, where weight; is the proportion of portfolio funds invested in asset i. In this
space, Markowitz identifies portfolios offering the same level of expected return and the same level of
variance. The former he calls “isomeans”; these plot as lines, the slope of which depends upon the
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expected returns of the various assets. “Isovariances,” on the other hand, form a set of concentric ellipses
(assuming no pair is perfectly positively correlated), whose center is the global minimum-variance
portfolio. Efficient portfolios maximize expected return for any given level of variance; these portfolios
are the tangencies between an isovariance ellipse and an isomean. These tangencies trace out a line in
(weight;, weight,) space. Students accustomed to seeing efficient portfolios lying on a parabola may be
surprised by this.They may also be surprised at the ease with which they can now find the efficient set of
risky assets. Given two points from Markowitz’s linear efficient-set relationship, they can generate the
others simply as other points on that line.

Figure 1 illustrates the steps I ask my students to follow to generate their efficient set. First, they plot
two-asset portfolios against various three- asset portfolios. (Note that the equally weighted [EW] three-
asset portfolio is shown as a triangle.) Students can see that their two-asset portfolios fall on a perfect
parabola, but that the three-asset portfolios do not behave as nicely. Moreover, while some three-asset
portfolios dominate some two-asset portfolios, not all do.

Next, they add three efficient three-asset portfolios. By adding these, students learn that the efficient
frontier is still bullet-shaped, but that it has moved to the left (in the preferred direction, to lower standard
deviations). They find the efficient portfolios using both Excel’s Solver optimizer and its matrix
multiplication “MMULT” function. Our point in asking students to find several efficient portfolios is to
show them that these portfolios will lie on a line in (weight,, weight,) space.

This is Markowitz’s linear efficient set. (Of course, for this to work, students must have truly efficient
portfolios. The portfolios found using MMULT lie on a line in weight space; they therefore are efficient.
However, portfolios found using Solver do not lie on a line; Solver’s results, while close approximations,
therefore are not efficient. Given the problems with Solver, students should use MMULT to complete the
generation of the efficient set.) With their efficient portfolios in hand, students can now verify
Markowitz’s efficient set. Using MMULT, students can quickly generate several efficient portfolios.
Plotting those in (weight,, weight,) space, they will find that they lie on a line (R* = 1), just as Markowitz
said they would. Next, they should use that line to generate additional portfolio weighting schemes.
These new portfolios must also be efficient. Finally, they should plot these new portfolios in the standard
(op, E(R})) space—where they will fall on a perfect parabola, just as the two-asset portfolios did.

This is the big payoff: making the link between what they know (the parabola) and what Markowitz
described (the line). Looking beyond the parabola to Markowitz’s line makes students focus on what
defines an efficient portfolio of specific assets: the weights chosen. The weights determine expected
return and variance; variance does not determine expected return. The optimal weighting scheme for a
given level of variance—the one that maximizes expected return—can be identified in (weight;, weight,)
space as the tangency between the given isovariance ellipse and the highest attainable isomean line. This
tangency will lie on a line with all of the other efficient portfolios. We have just shown how a simple
application of MMULT can help students find that line, and thus to find a simple way to identify other
efficient portfolios.
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Figure 1: Results of Exploration of Markowitz’s Efficient Set
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This figure presents the results of the sequential derivation of Markowitz’s efficient frontier. We start with random two-and three-asset
portfolios. We then add the global minimum-variance portfolio and the efficient portfolios that match the equally weighted three-asset portfolio
on return and variance. Next, we add the results from a test of Excel’s Solver optimizer and its MMULT function; note that the Solver solution
lies outside the minimum-variance set.  Finally, we add three-asset portfolios generated using the linear weight relationship described by
Markowitz, and show that those portfolios lie on the parabolic frontier in the (o, E(R,)) space above.

Project Additions From Sharpe

Students often leave their basic finance courses thinking that the Capital Asset Pricing Model (CAPM) is
the equation for the Security Market Line: E(R;) = ry + B;*[E(Ry) — 1] (Where B; is the systematic risk of
asset i, rf is the return on the riskless asset, and E(Ry) is the expected return on the market benchmark).
However—given unlimited borrowing or lending at a risk-free rate, homogeneous expectations, and no
market frictions, among other assumptions—the economic insight of the CAPM is that the market
portfolio is efficient. 1f the benchmark is efficient, the relationship between beta and expected return must
be linear. “...[W]e may arbitrarily select any one of the efficient combinations, then measure the
predicted responsiveness of every asset’s rate of return to that of the combination selected; and these
coefficients will be related to the expected rates of return of the assets in exactly the manner pictured”—a
line (Sharpe, 1964; emphasis original).

Using Excel, students can easily prove that beta/return linearity is a consequence of the efficiency of the
“market.” We present the results from a simple exercise in Figure 2. We started with price data for three
assets, Harley Davidson stock (HOG), Ford stock (F), and the S&P 500 market index. We then found the
daily returns, averages, sample standard deviations, and covariances. Doing these sorts of calculations is
standard for basic investments spreadsheet projects.

Given the covariances, we used Excel’s MMULT function to solve for the efficient portfolio that has the
same expected return as the equally weighted portfolio. We used these weights to create an ex post
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efficient portfolio, P. Finally, we calculated “betas” using both the S&P500 and efficient portfolio P as
benchmarks. We repeated this process using Solver to identify the efficient portfolio.

The beta/return relationships based on the S&P500 and Solver’s “efficient” portfolio are decidedly
nonlinear. Early empirical results like this seemed inconsistent with the CAPM. However, as Roll (1977)
argued, the CAPM is an ex ante model, and testing the beta/return relationship using an arbitrary
benchmark using ex post data could not be expected to result in the linearity implied by the theory. On
the other hand, if it is linearity that we want, we can always find it—as long as we are careful to choose a
benchmark that we know if efficient. Since P was efficient, using it as the benchmark did lead to a linear
beta/return relationship—a perfect one, just as is implied by the mathematics of “efficiency.”

Figure 2: A Test of the Linearity of the Security Market Line
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This figure demonstrates the equivalence between an efficient benchmark and a linear return/beta relationship. Using ex post data, inefficient
benchmarks (here, both the S&P500 and the portfolio identified by Solver) give return/beta relationships that are nonlinear. However, an
efficient benchmark—always available ex post—will lead to a linear relationship, as demonstrated by the trendline.

CONCLUSIONS

Using a spreadsheet project in investments courses has become almost a given. However, while these
projects harness the power of Excel to perform basic calculations on real data, they have not yet exploited
it to explore the theoretical underpinnings of portfolio theory. In this paper, we show several
straightforward investments applications of Excel’s matrix multiplication functions (following Arnold,
2002). Students will not only learn a valuable Excel tool (and the potential problems with its Solver
optimizer), but will also become much more familiar with portfolio mathematics.

Markowitz’s (1952) figures look daunting, but students—once they get past their fear—find them
extremely helpful. Being able to recreate the graphs in Excel demystifies them. Using MMULT allows
students to identify efficient portfolios, which is more than half the battle. Given a few efficient
weighting schemes, students can verify that the optimal portfolios—the tangencies between the isomean
lines and the isovariances ellipses—lie along a line in (weight;, weight,) space. This is surprising for
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students, who are accustomed to the traditional parabolic representation. Using the linear relationship
they find, they can work back to that parabola by finding more efficient portfolios from the line, then
replotting them in (o,, E(R,)) space. This is the big payoff: linking Markowitz’s line directly to the
traditional parabola. We can also use Excel to work through some issues with the Capital Asset Pricing
Model. Most importantly, we can demonstrate part of Roll’s critique of the CAPM: that the linearity of
the beta/return relationship does not prove Sharpe’s theory, but is simply a mathematical consequence of
the efficiency of the benchmark portfolio. Students can prove this by using MMULT to identify an ex-
post efficient portfolio from data they choose on their own, then using that portfolio as the benchmark for
beta calculations. Their beta/return relationship will be linear—just as Roll said. Students will then be in
a much better position to distinguish the ex ante nature of the economic contribution of the CAPM—that
the market portfolio is efficient—from the ex post consequence of efficiency, and they will be better able
to evaluate the empirical tests of the CAPM. They will also become immune from the error of equating
the SML equation with the CAPM theory.
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WHY THE LAST IN FIRST IN INVENTORY METHODS
(LIFO) SHOULD BE SAVED?
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ABSTRACT

The Last in First out Method (LIFO) is presently under severe scrutiny from the financial community
which may soon culminate in its repeal as an acceptable accounting method. There are pressures from the
SEC in conjunction with the International Financial Accounting Standards Board (IFRS) to standardize
accounting standards worldwide. In addition, there is political pressure imposed by the US Obama
administration to raise additional revenues. Both groups strongly oppose LIFO, raising a strong
possibility that’s its complete elimination as an accounting method will occur by as early as 2014. This
paper will address the reasons defending LIFO as an acceptable accounting method.

INTRODUCTION

LIFO can defended on economic, taxation, accounting reporting and political grounds as this paper
explore. The second part addresses the current and future state of LIFO. Part 3 discusses the defenses of
LIFO which include the following aspects: First, from an accounting theory perspective, it satisfies the
principles of matching and the income statement economic reality of LIFO presentation. Second, from the
perspective of the US government, tax loopholes are many and LIFO is but one small example. If the US
government eliminates these many tax loopholes at the expense of lowering the tax rates, as indicated, the
result will be a tax neutral revenue situation which does nothing to help the deficit. Third and lastly, IFRS
and US GAAP are in the process of convergence, which is far different than having identical accounting
standards. Differences between the two entities in financial reporting will remain in effect after 2014. The
result is that the need to eliminate LIFO is not necessary from taxation, political or financial reporting
position.

DEFENSES OF LIFO

LIFO can be defended on present accounting theory, taxation principles as well as political issues as
discussed next.

Accounting Theory: LIFO satisfies many present underlying US GAAP principles including; the
matching principle which results in as income statement economically reality presentation. LIFO’s
greatest defense is that the Income Statement represents economic reality as it matches current inventory
cost with current revenue, making the Income S statement correct. The matching principal is adhered to
by LIFO use. However, the matching principle will only apply if there is a build-up of inventory reserves.
If there is a liquidation of inventory, then matching will not occur as there will be predated, older
inventory matched to current revenue.

However, even if this liquidation were to occur, the SEC and US GAAP require disclosure of the effect
on earnings resulting from this liquidation. As such, matching is restored and current cost is matched with
current revenue, ensuring an Income Statement reality presentation.

TAX LOOPHOLES: The US Tax code has a series of tax loopholes initiated by special interest groups.
Eliminating these loopholes is seen as a political impossibility and only then will LIFO’s repeal have
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credence. Even if all these loopholes are indeed eliminated, the result will be a reduction in tax rates
resulting in a tax neutral situation which does not help in political goals, such as deficit reduction for the
US government. Further, the elimination of LIFO will result in roughly a $30 Billion reduction in the
deficit. This is calculated by the additional revenue generated by non LIFO use, known as the LIFO
Reserve of $80 according to Compustat times a 35 percent corporate tax rate. This is greatly much lower
than the government’s calculation. Further, a tax collection of $30 billion compared to a US Deficit of
$15 Trillion has a most insignificant impact on deficit reduction.

IFRS CONVERGANCE: IFRS and US GAAP are in the process of convergence, which is far different
than having identical accounting standards. Differences between the two entities in financial reporting
will remain in effect well after 2014 and these differences will be many. As an example, differences will
exist in the area of consolidation as a joint task group has acknowledged differences in US GAAP and
IFRS well beyond 2014. LIFO is presently used by roughly 5 percent of US Companies, so this inventory
difference should in no way impact convergence. LIFO is a tax benefit; US phenomena and differences in
financial reporting will result as a result of cultural reasons. Exact financial reporting is not in the radar
screen between the US and the rest of the world, so LIFO repeal should not impact convergence.

CONCLUSION

LIFO can be defended on many aspects including accounting theoretical frameworks, taxation aspects and
political aspects as it relates to worldwide financial reporting convergence. This paper explored these
defenses. The limitation of this paper is the ultimate repeal of LIFO, which although not presently likely,
is possible. Further research should focus on the argument against LIFO as well as other defenses of
LIFO.
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MODELING AND FORECASTING INFLATION WITH
ARIMA AND VAR: THE CASE OF NIGERIA
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ABSTRACT

A major concern of entrepreneurs and monetary authorities in Nigeria in the past decades has remained
the issue of successful prediction of the movement of the general price level with some level of certainty.
The result of which will guarantee successful planning on the part of monetary authorities and continued
profit drive on the part of entrepreneurs and investors. The aim of this study is to use a univariate time
series in the form of Autoregressive Integrated Moving Average (ARIMA) model developed by Box and
Jenkins and multivariate time series model in the form of Vector Autoregressive model (VAR) to forecast
inflation for Nigeria.Our focus is to use change in monthly CPI data obtained from the National Bureau
of Statistics over the period 2003 to 2012 to predict the movement of the general price level. Based on
different diagnostic and evaluation criteria, the best forecasting model for predicting inflation in Nigeria
will be selected. The significance of the study is that result obtained will enable policy makers and
businesses to track the performance and stability of key macroeconomic indicators using the forecasted
inflation values.

JEL: E3 E17, E31
KEYWORD: Modeling Inflation, Forecasting, ARIMA, VAR
INTRODUCTION

Maintaining a reasonable degree of price stability and ensuring an adequate expansion of credit to foster
steady and sustainable economic growth have been the primary goals of monetary policy. A challenging
problematic macroeconomic economic issue confronting nation states and monetary authorities today is
the issue of tracking and predicting the movement in the general price level. Nigeria like most developing
countries has had significant gaps between policy formulation, policy implementation and policy target.
In most cases, policy goals lags behind targets and are often times unattainable due mainly to the
prevalence of policy inconsistencies driven by the inability of the monetary authorities to predict inflation
and its real determinants. Inflation apart from being a major monetary policy performance indicatoris a
useful indicator in informing the public about the likely trends in the movement of leading and lagging
macroeconomic indicators the knowledge of which drives inflationary expectation and therefore serve as
a nominal anchor for bargaining process and fixed contracts (Moser, Rumler and Scharler, 2004).
Generally, a clear understanding of inflation forecasting technique is crucial for the success of monetary
policy in tracking the movement of macroeconomic aggregates and in maintaining stability and
sustainability in economic growth.

The paper compares Vector Autoregressive (VAR) model and Autoregressive Integrated Moving Average
(ARIMA) model for forecasting the rate of change of the Nigerian Consumer Price Index (CPI). The main
attraction to VAR modeling is that it has a natural basis for testing conditional predictability unlike the
ARIMA model which is poor in predicting turning points but is relatively robust in generating short term
forecast. Thus most empirical analysis on forecasting has focused on the use of VAR while ARIMA is
used as a benchmark forecasting tool. Theforecasts of the models with the highest predictive accuracy are
then evaluated using a range of criteria that characterize optimal forecasts.
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Following the introductory section, the rest of the paper is organized as follows: Section 2 summarizes the
theoretical and empirical literature. Section 3 describes the models, methods and sources of data. Section
4 compares the forecasting performance of the models and evaluates the resulting models with the highest
predictive accuracy. Section 5 concludes the paper.

LITERATURE

The central role of monetary policy in developed, emerging and developing economies has remained the
maintenance of price stability price stability and the ensuring of adequate expansion of credit to foster
economic growth and development. Generally, economists across the various economic divide differ in
their analysis of the root causes of inflation and in the way and manner inflationary spiral should be
managed and controlled. While the monetarists hold the strong view that sustained growth in money
supply not matched by corresponding growth in output will cause inflation at the long run (Milton
Friedman 1956, 1960, 1971), the structuralist economist explain the long run inflationary trend in
developing countries in terms of structural rigidities, market imperfection and social tensions such as
relative elasticity of food supply, foreign exchange constraints, protective measures, rise in demand for
food, fall in export earnings, hoarding, import substitution, industrialization and presence of political
instability ( Thirwell, 1974; and Aghevei and Khan 1977).

Given the monetarists view and the structuralist view on the root causes of inflation, it is becoming
increasingly difficult to forecast inflation in not only the developed economies but also in the OECD
countries and in particular in emerging and developing economies. In the empirical studies conducted by
Olga, Kamps and Nadine (2009), and Stock and Watson (2008), they found that, over the longer term (3-
year), forecasting horizon, and monetary indicators contain useful information for predicting inflation in
most New Member States (NMS) countries of the European Union (EU). Models of inflation forecast and
accuracy has evolved in several studies ranging from extrapolation to econometric modeling. The early
study of inflation forecast by Landsman and Damodaran (1989) in which the univariate autoregressive
integrated moving average method was used drew the conclusion that, ARIMA parameter estimator
improves the forecast accuracy of the model because of its lower mean squared percentage error.

Although, inflation forecasting with autoregressive integrated moving average method (ARIMA)
compares favorably with other forecasting models such as the vector autoregressive method (VAR), and
the Bayesian VAR, it has been shown that ARIMA performs poorly forecasting turning points and yields
poor forecast values when applied to volatile and high frequency data (Meyler, Kenny and Quinn
(1998).In the study carried out by Ho and Xie (1998), using the ARIMA framework, they concluded that
ARIMA model is a viable alternative that gives satisfactory results in terms of its predictive
performance.According to Wayne (1998), the use of the vector autoregressive model in forecasting
exhibits significant degree of predictive accuracy when compared with other forecasting models. This
same conclusion was reached by Meyler et al (1998). Applying the Bayesian VAR approach forecasting,
they found the VAR approach improves forecasting performance.

Black, Corrigan and Dowd (2000), comparing an AR (1) with the Mean Absolute Percentage Errors
(MAPESs) of different models adding one variable at a time,found the money supply variable to improve
the forecast values of inflation significantly, while the study by Jacobson, Jansson, Vredin and Warne
(2001) shows that VAR model with long-run restrictions is useful for both forecasting inflation and for
analyzing other issues that are central to the conduct of monetary policy. Using a VAR model,
Gottschalk and Moore (2001) assessed the link between monetary policy instruments and
inflation in Poland. The result showed that although exchange rate was found to be effective with
respect to output and prices, direct linkage between interest rate and inflation do not appear to be
very strong.Toshitaka (2001), found mark-up relationship in estimating and forecasting inflation;
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excess money supply and the output gap were of importance in determining long run equilibrium
correlation model of inflation.

Other studies on inflation forecasting in different region produced mixed results. The study by
Fritzer, Moser and Scharler (2002), found VAR models to outperform ARIMA in terms of forecasting
accuracy while Bokhari and Feridun (2006),indicate that VAR models do not perform better than the
ARIMA model.Espasa, Poncela and Senra (2002), concludes that ARIMA models outperformed the
VECM and dynamic factor models while Hubrich K. (2003), found that VAR models outperformed the
autoregressive forecasting models.The study by Alnaa and Ahiakpor, (2005) followed the same pattern as
other models proving the VAR modeling technique to be highly efficient in its predictive ability. But, the
study by Binner, Bissoondeeal, Elger, Gazely and Mullineux (2005) drew a different conclusion. Using
Neural Networks (NN) forecasting model-a nonlinear forecasting approach, they found the VAR and
ARIMA modeling technique to be statistically less superior to the Neural Network model.

Recent studies by Clausen and Clausen (2010), using the Phillips curves showed that model forecasting
based on ex post output gaps generally improve the accuracy of inflation forecasts compared to an AR (1)
forecast model. The literature is rich in the support of the forecasting strength of ARIMA modeling
technique in forecasting (Hill and Fildes, 1984; Libert, 1983; Poulos, Kvanli, and Pavur, 1987; Texter and
Ord, 1989).Although, recent studies in Nigeria, has shown the VAR modeling technique to be highly
useful in predicting short run forecast (Adebiyi, Adenuga, Abeng, Omanukwe and Ononugbo 2010, Uko
and Nkoro 2012), there is however need to revisit the forecasting ability of both ARIMA and VAR model
in Nigeria.

METHODOLOGY

The study intends to forecast core inflation in Nigeria with the aid of ¢ univariate time series model in the
form of Autoregressive Integrated Moving Average (ARIMA) model developed by Box and Jenkins and a
multivariate time series Vector Autoregressive model (VAR). The choice of both models is linked to
resent forecasting success in both ARIMA and VAR modeling. Our objective is to establish the best
forecasting model in tracking price movement in Nigeria.

Data

The data used in this study is sourced from the Central Bank of Nigeria Statistical Bulletin and the
National Bureau of Statistics. The frequency of the data is monthly and the period covered is 2003:01 to
2012:06. The variable used is the rate of change in the consumer’s price index, broad money supply (M2)
and our focus is to forecast core inflation. The INF and M2 data gathered was estimated and analyzed
with E-views 7 estimation software.

Model Inflation with ARIMA

Modeling and forecasting inflation with the Box-Jenkins methodology requires the following systematic
steps. The first step is the data collection and examination stage, the second step is the identification of
the data, while the third step is the estimation of the model. The fourth and fifth step is the diagnostic
checks and forecasting stage respectively.
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Data Collection and Examination

ARIMA entails the use of Box-Jenkins methodology which requires that the sample data be at least more
than 50 observations (Meyler et al 1998) and even when sample observations is greater than 50 there is
need to examine the data for the existence of structural breaks which if present in the data willnecessitate
only the examination of a sub-section of the data or the need to introduce a dummyvariable but in this
case the data was stationary at levels as shown by Figure 1 and 2, this can easily be verified in the
augmented Dickey-Fuller test of unit root with 5 per cent level of significance reported in Table 1 below.

Figure 1: Autocorrelation Function Figure 2: Partial Autocorrelation Function
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Note: Figure I and 2 is the Autocorrelation and Partial Autocorrelation functions showing that the core inflation series is stationary at levels and
that it is an Autoregressive Moving Average (ARMA) process.This is seen in the pattern.

Table 1: Unit Root Teston Core Inflation with Intercept and a Linear Trend

T-Statistics Prob. Status
Augmented Dickey-Fuller test Statistics -3.459039%** 0.0490 1(0)
Test Critical Values : 1% level -4.042042
5% level -3.450436
10% level -3.150549

Note:The table is the result of the Augmented Dickey-Fuller (ADF) which indicates that the core inflation series is integrated or stationary at
levels. ** indicates significance at 5 per cent level.

Identification

The estimation of univariate time series variable with autoregressive integrated moving average method
ARIMA (p,d.q), requires identification of the appropriate value of p, d and q.Where p denotes the number
of autoregressive term, d is the number of times the series has to be differenced to obtain an I(0) series
and q is the number of moving average term. The chief tool of identification is the plot of the
autocorrelation function (ACF), the partial autocorrelation function (PACF), the correlograms and the
augmented Dickey and the Fuller (1971, 1981) test for unit roots.

From Figure 1 and 2, it can be seen that the series is stationary this can easily be verified in the
augmented Dickey-Fuller test of unit root reported in Table 1above.

Having obtained the order of integration (d), our next step is to obtain the ARMA pattern in the inflation
series by considering the autocorrelation function (ACF), the partial autocorrelation function (PACF) and
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the associated correlograms. This process involves using the Box-Jenkins methodology where the ACF
and the PACF plots are used to predict p and q in the ARMA model. The selection of p and q is usually
based on the following characteristics of the ACF and the PACF plots. If data is purely AR (p), then ACF
will decline steadily and PACF will cut off suddenly after p lags but if data is purely an MA (q), ACF will
cut off suddenly after q lags and PACF will decline steadily. An ARMA (p, q) model usually exhibits a
complex pattern in the ACF and PACF function.

From the plot of the autocorrelation function and the partial autocorrelation function reported in figure 1
and 2,we got a clear pattern to help predict p and q. The criteria used in this case are;

BIC = Log(ﬂj + (Log(n) * Ej
n n

(D
HQC = Log(ﬂJ + (2 * Log(Log(n))* Ej
: . @)
AIC = Log(ﬂj + [2 * EJ
; . (3)

Where, SC = Schwarz criterion, HQC= Hannan-Quinn criterion and AIC = Akaike information criterion,
K = the number of coefficient estimated, rss = residual sum of squares and n = the number of observations
With the aid of the correlogram and the partial correlogram reported inFigure 1 and 2,we obtained the
identified model which is seen clearly in the plot of the ACF and the PACF function reported in figure 1
and 2.

The tentatively identified ARMA (p, q) modelis specified as follows;

CINFL =6+ a,CINF,_, + a,CINF,_, + 0 ,CINF_, + U, + BoU,, + U, p + Uy (B

Where; CINFL is inflation series at levels;
a,,a, and a are the coefficients of the AR (p) process while f,, S,, B,, and B,,are the

coefficients of the MA(q) process. AR (p) is autoregressive process while MA (q) is moving average
process.

After the successful identification of the ARMA (p, q) process, we estimate the model with EVIEW 7
estimation software. The result of the ARMA process is reported in Table 2.

The selection of the ARMA (p, q) model in equation (4) is based on the ACF and the PACF
functionreported in Figure 1 and 2. Since the core inflation variable was stationary at levels as shown in
the unit root test reported in Table 2, there was no need to difference the variable.The graph of the
correlogram reported in Figure 1 and 2 reveals some interesting pattern. First, both the ACF function
(Figure 1) and the PACF function (Figure 2) exhibits some form of exponential decay. The spikesfrom
the graph shows the ACF to be statistically significant at lags 1, 2, and 14 while for the PACF, lags 1, 2,
12 and 14 appeared to be statistically different from zero.

We therefore proceed to estimating the ARMA (p, q) process with the result reported in table 2.
Thereafter, we proceed to checking the reasonable fit of model to data. This is done by simply obtaining

the ACF and the PACF from the residual of the regression estimate reported in table 2.

Diagnostic Checks

The model diagnostic check entails examining the graphical analysis of the plot of the residuals of the
estimated model and the plot of the autocorrelogram of the residuals to verify whether the residuals of the
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estimated models are purely random.This is seen clearly in figure 3 where the residual of the
autocorrelation function at various the lags hover around zero with the exception of lags 2, 9 and 15 while
in figure 4 the residual of the partial autocorrelation function at various lags hover around zero with the
exception of lags 2, 15 and 23. The estimated ARMA (p, q) model can therefore be accepted as a purely
random walk hence there is need to look for another ARIMA model.

Table 2: Estimated ARMA (p, q) Coefficient

Variables Coefficient Std. ErrorT-StatisticProb.

C 10.2102 1.0247 9.9637 0.0000
AR (1) 0.9709 0.0154 62.9968*** 0.0000
AR (12) -0.2555 0.0389 -6.5681%*%* 0.0000
AR (14) 0.1892 0.0385 4.9124%** 0.0000
MA (1) 0.8045 0.0750 10.7272%** 0.0000
MA (2) 0.2108 0.0571 3.6923%** 0.0004
MA (12) -0.0764 0.0301 -2.5338%%* 0.0130
MA (14) 0.4434 0.0428 10.3454*** 0.0000
R-squared 0.995995 Adjusted R-squared 0.995691

F-statistic 3268.825%%%* Durbin-Watson 1.783613

Note:The table shows that 99 per cent of the systematic variation in core inflation is explained by it lag. The *** indicates that AR, MA and F-
statistics are significant at the 1% level while the Durbin-Watson shows the absence of serial correlation.

Figure 3: Residual Autocorrelation Function Figure 4: Residual Partial Autocorrelation Function
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Note: Figure 3 and 4 is the Autocorrelation and partial autocorrelation function of the residual showing that the residual is a random walk.

Forecasting

We however, proceed to forecasting core inflation with the ARMA (p, q) model with the forecast shown
in figure 5 below.

Modeling Inflation with VAR

The seminal work by Sims (1980) brought succor to the modeling of multivariate autoregressive models
with the use of unrestricted vector autoregressive model (VAR). Conventionally, in VAR modeling
technique, we consider several endogenous variables together with each endogenous variable explained
by its lagged values and the lagged values of all other endogenous variables in the model. In VAR
estimation and forecasting, unit root test is not necessary because of the loss of information,
observation(Sims 1980). In modeling and forecasting inflation with VAR, we used a univariate
autoregressive framework, in which the model is specified describing the interdependence of money
supply (broad money supply) and core inflation. In its simplest form, we express the set of n variables
collected in the n x 1 vector Y, on their own lags and those of the other variables in the model. The model
can be expressed as;
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Y, =a+t 1811'Yt—l+ﬂ2th—2+"'+prth—p T u, (3)

Figure 5: ARIMA Forecast
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Note: The figure shows an historical simulation and forecast of core inflation. The second line is the forecast while the other two lines are the
bound for standard error of forecast.

The coefficient matrix f3,; are the n x n matrix (made up of the inflation and money supply variables) and
u,is an n x 1 vector of serially uncorrelated random error which is assumed to have a multivariate normal
distribution u, ~iidN(0, ), ).

Assuming Y, is an n x 1 column vector composed of all the variables in our study, the VAR model

simply relates current values of Y, to past values of Y, and an n x 1 vector of innovations U, . This can

be written precisely as follows;

Vi =B+ Bt By oy, Ty, 1€, (6)

Vo =0+ By Vit BrYoy F Vit An Y, 0t €y, (7

The VAR equation can be written more compactly as;

yo=a+pBy  + By, +uy, (8)

Wherea isannx 1 vectorand ,'s are n X n metrics.

To determine the appropriate lag length, we will employ the Akaike information criterion (AIC) and
Schwarz criterion (SC). This is determined precisely with the aid of E-view 7 estimating software shown
in Table 3 below.
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Table 3: VAR Lag Order Selection Criteria
Lag LogL LR FPE AIC SC HQ
0 -2063.813 0.0000 0.0000 39.72717 39.77802 39.74777
1 -1607.289 886.7099 0.0000 31.02479 31.17735 31.08660
2 -1527.079 152.7067 0.0000 29.55922% 29.81349% 29.66223*%
3 -1524.693 4452163 0.0000 29.59024 29.94622 29.73446
4 -1522.818 3.424672 0.0000 29.63112 30.08880 29.81654
5 -1521.029 3.199879 0.0000 29.67363 30.23302 29.90026
6 -1519.115 3.348920 0.0000 29.71376 30.37485 29.98159
7 -1515.907 5.491123 0.0000 29.72898 30.49179 30.03802
8 -1513.190 4546325 0.0000 29.75365 30.61816 30.10389
Note: * indicates lag order selected by choosing the lowest AIC and SC.
Table 4: Vector Autoregression Estimate
Variables CINF M2
C 0.4187 174731
[2.3901]** [1.7737]
CINF(-1) 1.8475 20649.56
[38.8930]*** [-0.7730]
CINF(-2) -0.8744 15022.23
[-18.3353]*** [0.5601]
M2(-1) 0.0000 0.9273
[-0.0780] [9.5022]
M2(-2) 0.0000 0.0740
[-0.0000] [0.7550]
R’ 0.9941 0.9947
Adjusted- R? 0.9939 0.9945
F-statistics 4495 8+ 4963.39%**
Durbin-Watson Stat 2.0591 2.0292

Note: CINF is the core inflation series and M2 is the broad money supply, while numbers in brackets are the lag length, numbers in parenthesis
are the T-statistics. ** and *** indicate 5 and 1 per cent level of statistical significance respectively.

RESULTS ANALYSIS

The ARIMA and VAR model results shows a good fit as shown by the Adjusted R-squared. While
current inflation is explained by over 99 percent systematic variation in the independent variables in the
ARIMA model, the VAR model also showed a very predictive power given the value of its coefficient of
determination and adjusted coefficient of determination values of 0.9941 and 0.9939 respectively. The F-
statistics for both models show an overall significant at the 1 per cent level. While the AR and MA’s
were all significant at the 1 per cent level in the ARIMA model, the VAR model only lag inflation was
significant at the 1 per cent level while all the lags of money supply was not significant in determining
variation in inflation. The Durbin-Watson statistic shows the absence of serial autocorrelation.Since our
aim is to predict and forecast inflation and compare the forecast values of the ARIMA with that obtained
from the VAR model, we generated the forecast values directly using the Eview 7 estimating software.

Table 5: Forecast Comparism of the VAR and ARIMA Model

Months Actual CINF ARIMA Forecast VAR Forecast
2012MO05 12.40 10.2350 12.1971
2012M06 12.70 10.2276 12.1026
2012M07 13.00 10.2199 11.9291
2012M08 13.3 10.2123 11.6896
2012M09 13.5 10.2053 11.3971
2012M10 - 10.1992 11.064

Table 5 show a comparison of the ARIMA and VAR forecast with actual core inflation published by the Central Bank of Nigeria. The forecast
result shows the VAR forecast to be closer to the actual inflation values. CINF is core inflation.

GCBF ¢ Vol. 8 « No. 1 ¢ 2013 « ISSN 1941-9589 ONLINE & ISSN 2168-0612 USB Flash Drive | 69



Global Conference on Business and Finance Proceedings ¢ Volume 8 ¢ Number 1 2013

Conclusion

Current inflation in Nigeria which is put at 11.3 per cent in September 2012 (All Item Consumers Price
Index) is expected to increase in the last quarter of 2012 following severe flooding and the washing away
of farm lands in the earlier part of the year. Predicting price movement under periods of volatile food
price increase has been made much more difficult. This study attempted forecasting inflation in Nigeria
using monthly data over the periods 2003:01 to 2012:06. Two methodswhich has been used increasingly
in the literature in forecasting inflation-the Vector Autoregressive Method (VAR) and the Autoregressive
Integrated Moving Average Method (ARIMA) was used for this study with the sole objective of
comparing both forecasting method to obtain the best for Nigeria. While the ARIMA model was a
univariate time series model, the VAR model was a multivariate model that incorporates the
interdependency amongst several endogenous variables. The result of our estimate from both ARIMA and
VAR model tracks actual inflation values for the period 2012: 06 to 2012 09. However, the VAR model
had the least error in terms of the minimum square error and is the closest approximate to current inflation
in Nigeria. The study forecasted core inflation using VAR for the month of 2012:10 to be 11.06 percent.

Limitation

A major limitation of this study is that it focused on two major forecast tool the VAR method and the
ARIMA method and neglected the use of neural network analysis. In addition to this limitation is the fact
that only one variable was used as a measure of inflation the core inflation. Subsequent studies on
inflation forecasting in Nigeria will attempt to forecast inflation across a wider spectrum of inflation
measures.
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THE DEFENSES OF THE LAST IN FIRST IN
INVENTORY METHOD

Peter Harris, New York Institute of Technology
Katherine Kinkela, New York Institute of Technology

ABSTRACT

The Last in First out Method (LIFO) is presently under severe scrutiny from the financial community
which may soon culminate in its repeal as an acceptable accounting method. There are pressures from
the SEC in conjunction with the International Financial Accounting Standards Board (IFRS) to
standardize accounting standards worldwide. In addition, there is political pressure imposed by the US
administration to raise additional revenues. Both groups strongly oppose LIFO, raising a strong
possibility that’s its complete elimination. This paper will address the reasons defending LIFO as an
acceptable accounting method strictly from a financial reporting perspective.

INTRODUCTION

LIFO can be defended from a financial accounting reporting standpoint as this paper explores. Further,
IFRS introduces several limitations and criticisms not evident in LIFO, further defending LIFO’s position
as an acceptable accounting method. This paper examines the defenses of LIFO. The second part
discusses the current and future state of LIFO. First, from an accounting theory perspective, it satisfies the
principles of matching, and the income statement economic reality of LIFO presentation. Additionally, a
correct Balance Sheet amount can also be derived by use of the LIFO by utilizing the required LIFO
Reserve disclosure. It also adheres to the historical cost and conservatism principles. Second, from the
perspective IFRS, there is a deviation from historical cost, which allows for estimation of values, resulting
in the possibility of earnings management by the use of the Lower of Cost or Market rule.

DEFENSES OF LIFO

LIFO can be defended on present accounting theory, which can transform LIFO use to correct income
statement financial reporting totals, as discussed next. It can also be defended that LIFO reserve
disclosure can most accurately transform the Inventory balance sheet value to the most current cost
presentation. Lastly, IFRS suffers in many areas of financial reporting, including the deviation from
historical cost which leads to earnings management possibilities, not found in LIFO.

1-Accounting Theory:

A) LIFO satisfies many present underlying US GAAP principles including; the matching principle
which results in as income statement economically reality presentation. LIFO’s greatest defense is that the
Income Statement represents economic reality as it matches current inventory cost with current revenue,
making the Income statement correct. The matching principal is adhered to by LIFO use.

B) Balance Sheet Correcting Inventory total by use of the LIFO Reserve amount: Since LIFO
expenses its most recent inventory acquisitions to cost, the ending inventory balance presentation is
composed of the oldest inventory purchases, making the balance sheet potentially and practically very
inaccurate. From a non-tax aspect, this is the most viable argument against LIFO. The saving grace
however, is that LIFO use can depict a true, current inventory valuation by use of the required IFO
Reserve disclosure. The LIFO Reserve is simply the difference between the LIFO and FIFO inventory
value. A FIFO, balance sheet friendly total can easily be calculated by adding the LIFO Reserve .
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O] Conservatism: LIFO presents the most conservative financial position of a company. In an age of
inflating earnings, LIFO is a relief in this regard and adheres to the principles of US GAAP.
D) Historical Cost: Further, the goal of reliability is met by LIFO use as historical cost valuation is

followed. This is consistent with US GAAP methodology.

2-IFRS Limitation Both, US GAAP and IFRS allow for the Lower of Cost or Market for the valuation of
inventories. This can be coupled with the FIFO or Weighted Average Method of inventory accounting.
Under US GAAP, LCM cannot be used if LIFO is the chosen accounting method. IFRS rules allow for
losses to be reversed if market value increases.US GAAP does not allow reversal of losses under any
circumstance.

The potential negative implications under IFRS are as follows:

1-A deviation from historical cost: By allowing the LCM, subjective values can be imposed in the
valuation of non LIFO inventory, leading to earnings management and potential income manipulation
practices.

2-Earnings management potential as losses are allowed to be reversed in a future period: This can be quite
problematic and companies can easily create “income” simply by reversing inventory losses; assuming an
increase in market values by controllable in house valuations. This is too easy and the results of earnings
management are thus controllable within the company.

Use of LIFO will prevent the above limitations, as LIFO use is objectively based and disallows the LCM
rule, which may become very problematic in financial reporting under IFRS. Under US GAAP, if a
company uses LIFO, it is precluded from using LCM and in effect retains the historical cost principle,
preventing potential earnings shenanigans.

CONCLUSION

LIFO can be defended on many aspects of accounting theoretical frameworks, including the matching
principle, historical cost principle, conservatism, reliability and relevance. Under LIFO, the income
statement depicts a correct economic picture of a company’s operations. The ability to present a correct
Balance Sheet amount by use of the required LIFO Reserve amount is also easily possible, making the
Balance Sheet economically relevant. Additionally, IFRS suffers from several key theoretical
perspectives, such as the deviation from historical cost, reversal of previous year’s inventory losses,
consequently allowing for the possibility of practicing earnings management techniques, not evident in
LIFO.
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RELATIONSHIP BETWEEN ENVIRONMENTAL
REPORTING IN CORPORATE ANNUAL REPORTS &
CORPORATE PROFITABILITY IN BANGLADESH

Anup Kumar Saha, Jagannath University, Bangladesh
Shahnag Akter, Jagannath University, Bangladesh

ABSTRACT

This exploratory study is designed to investigate the extent and nature of environmental reporting in
corporate annual reports by the listed companies of Bangladesh. Specifically, this study examines the
relationship between environmental disclosure in corporate annual reports and corporate profitability in
Bangladesh. In order to do this, a disclosure index has been developed and utilized to measure the extent
of disclosure made by companies in corporate annual reports. The study shows that corporate
environmental reporting in Bangladesh is still in its infancy as the level of environmental disclosures on
corporate annual reports is very low and the nature of disclosure is in quantitative. This study reports
that there is positive relationship between environmental reporting and corporate profitability.

KEYWORDS: Environmental accounting, Environmental Disclosure, Environment costs, Corporate
Annual Reports, Corporate profitability, Disclosure Index.

INTRODUCTION

All countries of the world are now concerned about the protection and development of the environment as
environment is changing rapidly and becoming unsuitable for living. Specially, the developing countries
(like Bangladesh) are experiencing the worst natural disaster. Business concerns are hold responsible for
such changes in environment to a large extent as their activities exert adverse impact on the environment.
“Environmental accounting”- sometimes referred to as “green accounting”, “resource accounting” or
“integrated economic and environmental accounting” has emerged during the last two decades in
response to this issue. Review of available literatures and corporate practices reveal that a range of

different perception and conception of environmental accounting has been developed.

However, recently there has been a movement towards a common understanding of the term
Environmental accounting. Disclosure of environmental information in corporate annual reports began in
the 1970s and it had sharply expanded in the 1990s (Kukobo et al, 2002). Over the last twenty years,
corporate environmental reporting has become an issue of interest for researchers. Most of the corporate
environmental reporting studies conducted so far have been in the context of developed countries such as
Western Europe, the USA and Australia (see, for example, Choi, 1998; Adams et al., 1995 and 1998;
Kisenyi and Gray, 1998; Tsang, 1998; Ernst and Ernst, 1978; Gray et al., 1987, 1995a and 1995b; Savage,
1994; Guthrie and Parker, 1990; Mathews, 1997; Roberts, 1990). Very few studies are available on the
corporate environmental reporting practices in the developing countries. All of these studies were carried
out in the context of newly industrialized countries such as Malaysia and Singapore and the African
countries such as South Africa, Nigeria and Uganda. However, there is a lack of specific studies regarding
Corporate Social and Environmental Disclosures both in developed and developing countries.

The concept of environmental reporting is relatively new in Bangladesh. Before 90’s there is no evidence
that public limited companies listed with Dhaka Stock Exchange (DSE) disclosed environmental
information in their annual reports. In Bangladesh, there are very few studies available on environmental
reporting and all of these studies have focused on environmental disclosure through corporate annual
reports (see, for example, Belal, 1997 and 1999; Imam, 1999 and 2000; Hossain, 2002; Bala and Yusuf,
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2003; Shil and Igbal, 2005). Most of prior studies have mainly shown the extent of environmental
disclosure through corporate annual reports. Thus an attempt has been made in this study to find out the
relationship between environmental disclosures on corporate annual reports and corporate profitability of
20 companies for the year 2009- 2010. By measuring correlation between them, it has also been tried to
find out whether there exist any association between them or not.

Objectives Of The Study

This study is conducted for achieving the following objectives:

a) Obtain an overview on the present status of environmental reporting practices by the listed
companies in Bangladesh.

b) Review corporate Annual Reports to identify environmental disclosures, their type and depth of
disclosure.

¢) Identify whether the environmental disclosures in the Annual Report relate to the corporate
profitability.

d) Assess the nature and degree of relationship between environmental reporting and corporate
profitability.

e) Assess whether the environmental information disclosed in the Annual Report meets the
requirements of the users of environmental information in the Annual Reports.

f) Develop awareness of the companies about environmental disclosure in corporate annual reports.

Rationale Of The Study

Protection of environment is the burning question for today’s world. All countries are now concerned
about the environment because day-by-day environment is losing its balance and becoming unsuitable for
living. Businesses are often held responsible for this. Findings of the study will help to know how much
companies is concerned towards environmental protection & development and how they are performing
their duties and responsibilities towards environment. Thus this study is expected to help the government
to formulate the rules, regulations and guidelines for protecting environment from harmful activities of
companies. The users of the environmental information disclosed in the corporate annual reports are
expected to be benefited by this study in making correct decision. Finally findings of this study are
expected to provide insight to how companies can better demonstrate a link between environmental
disclosure/performance and financial performance which include:

— Encourage more companies to undertake environmental performance
— Promote the reputation of firms and encourage investments.

LITERATURE REVIEW

Corporate environmental reporting has been mainly a phenomenon of developed countries and
consequently, most corporate environmental reporting studies were confined to the developed countries
(Belal, 2000). A handful of studies concentrated on the newly industrialized countries such as Korea,
Hong Kong, Malaysia and Singapore and African countries such as South Africa, Nigeria and Uganda
(Belal, 2000). In addition, a majority of such studies has primarily focused on the extent of environmental
disclosure in corporate annual reports for a developing country. This section sheds light on studies (in the
international context as well as in the context of Bangladesh) on corporate environmental reporting
through corporate annual reports. In addition, attempts have been made in this section to illuminate the
status of environmental reporting in Bangladesh.

Status of Environmental Reporting in Bangladesh
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Bangladesh is experiencing a fast degradation of environment. Some examples of this degradation are
Dhaka’s terrible air pollution, the ‘clinically dead’ river Buriganga and widespread arsenic pollution in
the underground water (Belal, 2000). The Government of Bangladesh started paying attention to the
environmental management of Bangladesh since the 1990s and in order to improve the environmental
condition, the Bangladesh Environmental Protection Act, 1995 was passed. At present, corporate
environmental reporting is not mandatory in Bangladesh. A very few companies in Bangladesh are
making efforts to provide environmental information on a voluntary basis, which are mostly qualitative in
nature. But under the Bangladesh Environmental Protection Act, 1995, companies may be asked to
disclose environmental information as and when required (Belal, 2000). The only mandatory
environmental disclosure requirement in Bangladesh is the disclosure of expenditures on energy use.
Under Schedule-X1I, Part-II of the Companies Act 1994 and under Schedule, Part-II of the Securities and
Exchange Rules, 1987, the total amount spent on the use of energy is to be shown in notes to the financial
statements under a separate head of expenditure.

Prior International Researches

In Hong Kong, Ho et al. (1994) studied 182 companies and found that only 9 out of these 182 companies
(4.9 percent) disclosed environmental information in their annual reports for the year 1991. In Korea, the
study of Choi (1998) reveals that out of 770 listed companies 64 companies disclosed environmental
information in their audited semi-annual financial statements for the year 1997. Tsang (1998) conducted a
longitudinal study of social and environmental reporting practices by the banking, food and beverages and
hotel industries over a ten-year period from 1986 to 1995. The researcher found that 17 (52 percent) out
of 33 listed companies made social and environmental disclosure in their annual reports. The study
observed a steady increase in social and environmental disclosures during the late 1980s and then a stable
pattern since 1993. In a study of 22 large MNCs in Nigeria, Disu and Gray (1998) noted that all
companies included in the survey made some mandatory disclosures such as charitable donations,
employment data, pensions, employee consultation, employment of the disabled, health and safety and
corporate governance. The samples also made some voluntary disclosure predominantly in the area of
employee reporting. In another study of only four companies of Uganda, Kisenyi and Gray (1998)
observed that none of them made any environmental disclosure, all of them made employee related
disclosure and two of them gave information on customers and community involvement. They tentatively
conclude that ““social and environmental disclosure in Uganda is scarce, low grade and of little
importance" (Kisenyi and Gray, 1998, p. 18).

Savage (1994) studied 115 South African companies and found that approximately 63 percent companies
had made environmental disclosures in their annual reports and the length of disclosure made by the
number of pages had been 0.5. Profitability as well as corporate financial performance was used by a
number of researchers as an explanatory variable for differences in disclosure level. However, the
relationship between corporate financial performance and corporate social and environmental disclosure
is arguably one of the most controversial issues yet to be solved (Choi, 1998). The results of different
studies measuring the relationship between corporate financial performance and corporate social and
environmental disclosure show mixed results. Among these researchers found a positive association
between profitability and the extent of corporate social and environmental disclosure (Waddock and
Gravess, 1997) whereas Cowen et. al (1987) found no association between the variables. Again, the
results Belkaoui and Kirkpik (1989) tend to be more intriguing. They showed a significantly pair-wise
correlation, yet an insignificant negative regression co-efficient for return on assets and corporate social
and environmental disclosure. There are researchers those used log of profits and among these
researchers, Roberts (1992) has found a positive relationship between profitability level of a company and
corporate social and environmental disclosure. However, Patten (1992) fails to find any significant
positive relationship between profitability and corporate social and environmental disclosure. In addition,
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Roberts (1992), Ng (1985) and Davey (1982) found that the size of the company did not significantly
explain an association with the level of corporate social and environmental disclosure and its variability.

Prior Researches in Bangladesh

Very few studies on environmental reporting have been undertaken in the context of Bangladesh. All of
these studies focused on environmental disclosure through corporate annual reports.Belal (1999) surveyed
annual reports of 30 companies of Bangladesh of which 28 were listed and 2 were unlisted. He found that
90 percent of the companies under study made some environmental disclosure.Imam (2000) analyzed
annual reports of 34 companies listed with the stock exchanges of Bangladesh for the year of 1996-97 and
found that only 22.5 percent of the sample companies provided environmental information in their annual
reports. Hossain (2002) conducted a survey of annual reports of 150 non-financial companies (listed on
the Dhaka Stock Exchange) for the year of 1998-99. The study reveals that only 5 percent of the
companies under study disclosed environmental information in the Directors’ Report or in the Chairman’s
Report of their annual reports and not a single company disseminated any quantitative information as to
the environmental items. An interesting finding of this study is that subsidiaries of multinational
companies did not disclose environmental information.

Bala and Yusuf (2003) analyzed the annual reports of 249 public limited companies (listed on the Dhaka
Stock Exchange) for the year of 2001. They report that only 26 (10.4 percent of the total) companies
disclosed environmental information in the Directors’ Report or in the Chairman’s Statement or
elsewhere in their annual reports. The information disclosed was qualitative in nature and companies did
not follow any specific or standard reporting format. Shil and Igbal (2005) surveyed 121 manufacturing
companies listed on the Dhaka Stock Exchange (DSE). They reported that only 13 companies (11 percent
of 121 companies) disclosed environmental information in their annual reports. All companies disclosed
qualitative information in the Directors’ Report. They developed a simple hypothesis to test whether there
is any relationship of environmental disclosure with profitability and found that there is no relationship of
environmental disclosure with the profitability.

Rahman and Muttakin (2005) surveyed 125 manufacturing companies listed on the Chittagong Stock
Exchange (CSE) as on May 7, 2005. They analyzed the annual reports of these 125 companies for the
year 2003/2004. The researchers found that only 5 companies (4 percent of 125 companies) disclosed
environmental information in their annual reports. The information was descriptive in nature; no
quantification thereof was made. They also report that the disclosure of environmental information was
done in different places of the annual report and there was no standard environmental reporting
framework. Bose (2006) analyzed 5 years’ annual reports of 11 Petrobangla companies for examining
their environmental reporting status. He found that in 1998-199 and 1999-2000, only 45.45% and in
2000-01, 63.63% and in 2001-02 and 2002-03, only 81.81% of Petrobangla companies disclosed
environmental information in their annual reports. The nature of information disclosed was qualitative
and descriptive; the reporting companies did not attempt to quantify the environmental information. In
addition, companies provided only positive information and ignored negative information. This study also
shows that most of the Petrobangla companies provided information only on protection of the
environment, pollution control, planting of trees and other matters. They did not provide any information
regarding waste generation, conservation of energy, water wastage, recycling of waste and noise
nuisance. Environmental information was disclosed either in the Chairman’s Statement or Director’s
Report.

Hossain, Islam and Andrew (2006) surveyed 107 non-financial companies (listed on the Dhaka Stock
Exchange) for the year 2002-2003. The study shows that on average 8.33% of Bangladeshi companies
disclose social and environmental information in their corporate annual reports. These disclosures were
voluntary in nature and largely qualitative. The study reported the results of multiple linear regressions to
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test the association between a number of corporate attributes and the extent of social and environmental
disclosure in company annual reports for a developing country, Bangladesh. The results showed that
corporate environmental disclosure levels are associated with some company characteristics. For
Bangladesh, the variables those were found to be positively significant in determining disclosure levels
are the nature of the company (INDUSTRY), presence of debentures in the corporate annual reports
(DEBENTURE), and the net profit margin (NPMARGIN). Specifically, in Bangladesh, they found that
manufacturing companies with higher profitability and those that had issued debentures tended to disclose
more social and environmental information.

Most of prior studies in the context of Bangladesh have mainly concentrated on the extent of
environmental disclosure through corporate annual reports but they did not give much attention on the
relationship of the environmental disclosure with several corporate attributes (such as age, size,
efficiency, profitability, multi nationality, industry type etc). Thus this study has been tried to find out the
relationship between the environmental reporting on corporate annual reports and profitability of listed
companies in Dhaka stock Exchange.

METHODOLOGY OF THE STUDY

The study is mainly based on secondary sources of information. The reason is that in our country the use
of environmental accounting and reporting is rare and in most of the cases, the concept is vague. The
environmental accounting practices followed by some developed countries have been studied to develop
an idea of its applicability in our countries. To collect the data of the study, various published textbooks,
related journals, reports, seminar papers, magazines and research works have been analyzed. Literatures
were collected from the said sources and the internet. In addition, the annual reports published by our
companies have been analyzed to collect information regarding the current status of environmental
accounting practices & its disclosure and profitability of the companies.

Sample Selection

As the study is related to the environment, only manufacturing companies that are listed on the Dhaka
Stock Exchange have been taken into account. The reason is that such companies have adverse impact on
the environment. Although almost all of the companies (manufacturing and non-manufacturing) through
their activities directly or indirectly affect the environment, the manufacturing companies are directly &
seriously polluting environment by their production process, types of material used, disposal of wastages
etc. In the study, 20 manufacturing companies of the following categories have been selected-

1. Pharmaceutical & chemicals industries.
ii. Food & allied industries.
iii. Cement industries.
iv. Ceramic industries.

v. Textiles & Clothing industries.

A list of companies included in this study has been shown in Appendix A. The sample covers the annual
reports of the said 20 companies for the year 2009 or 2010. Data for evaluating environmental

information were extracted from corporate annual reports of the sample listed companies.

Information Items Included in the Environmental Disclosure Index

Disclosure Index Approach has been used to provide an evaluation of the environmental disclosure in
corporate annual reports. The major task of the present study is to develop a suitable disclosure index
comprising items of environmental information that are expected to be disclosed in corporate annual
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report from the view point of Bangladesh. But there is a problem as to the measurement of corporate
environmental disclosure. There is no generally accepted theory to predict user information needs and
there is an absence of an appropriate generally accepted model for the selection of the items of
environmental information to be included in a disclosure index. The items of environmental information
included in the disclosure were selected from the study of Wiseman (1992), Porwal and Sharma (1991),
and Singh, and Ahuja (1983). The list of this environmental disclosure information can be found as
Appendix B. The disclosure index constructed for this study included 15 items, which were used in
environmental index formulations.

Scoring in the Environmental Disclosure Index

There are various approaches available to develop a scoring scheme to determine the disclosure level of
corporate annual reports from the works of other researchers. Among the those approaches, unweighted
disclosure index approach has been used to measure the extent of disclosure of environmental information
where an item scores one if disclosed and zero if not disclosed. An unweighted environmental index is the
ratio of the value of the number of items a company discloses divided by total value that it could disclose.
Under an unweighted environmental disclosure index, all items of information in the index are considered
equally important to the average user. In the unweighted environmental disclosure index, disclosure of
individual items has been treated as a dichotomous variable. Here, the only consideration is whether or
not a company discloses an item of environmental information in its corporate annual report. If a
company discloses an item of environmental information in its annual report, it will be awarded *1' and if
not it will be awarded "0'. The disclosure model for the unweighted environmental disclosure thus
measures the total disclosure (TD) score for a company as additive as follows:

15

D =Zdi

Where,
TD = Total Disclosure
di = 1 if the item is reported and 0 if the item is not reported

Correlation Analysis

The relationship between environmental disclosure and corporate profitability is arguably one of the most
controversial issues yet to be solved. The results of different studies measuring such relationship show
mixed results. Some researchers found a positive association between environmental disclosure and
profitability whereas others found no association between the variables. In the present study, net profit
margin has been used as the measures of profitability and to examine the relationship between the
environmental disclosure in corporate annual reports and corporate profitability (net profit margin), Karl
Pearson’s correlation coefficient (7) has been computed.

HYPOTHESIS

In this study, a simple hypothesis has been developed to test whether there is a positive relationship of
environmental disclosure with profitability (net profit margin). Our hypotheses are as follows:

Ho: Companies with environmental disclosure have not higher net profit margin than companies without
environmental disclosure.
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Ha: Companies with environmental disclosure have higher net profit margin than companies without
environmental disclosure. To test the hypotheses, #-test has been used in this study due to the size of
sample, nature of variables and available information.

ANALYSIS AND FINDINGS

The analysis and findings of the study are presented in this section. At first, the nature and extent of the
corporate environmental disclosure has been analyzed and discussed. Secondly, the discussion on analysis
of correlation co-efficient has been made and finally hypotheses testing, results and interpretation are

presented. The #-test has been used to test the hypotheses of the study.

Disclosure Levels by the Sample Companies in Bangladesh

Of the 20 sample companies, 9 companies (45 percent) disclosed environmental information on their
annual reports. Out of these 9 companies, 4 (44.44 percent) companies belong to Pharmaceutical sector, 3
(33.33 percent) companies from Cement sector and 1 (11.11 percent) company from each of the two
sectors such as Textiles & Clothing and Food & Allied sectors, disclosed environmental information on
their annual reports. Table-1 provides the sector-wise distribution of 9 companies.

Table-1: The Sector-Wise Distribution of the Companies

No. Name of Company Sector
1 Aramit Limited. Cement

2 Beximco Pharmaceuticals Ltd. Pharmaceuticals & Chemicals
3 British American Tobacco Bangladesh Co. Ltd. Foods & Allied

4 Confidence Cement Ltd. Cement

5 Heidelberg Cement Bangladesh Ltd. Cement

6 Malek Spinning Mills Ltd. Textiles & Clothing

7 Orion Infusion Limited. Pharmaceuticals & Chemicals
8 Square Pharmaceuticals Ltd. Pharmaceuticals & Chemicals
9 The IBN SINA Pharmaceutical Industry Ltd. Pharmaceuticals & Chemicals

The score received by all individual sample companies for disclosing their environmental information in
corporate annual reports has been made in Appendix C. A summary descriptive statistics of disclosure
score (DS) for the sample companies are provided in Table 2. The mean of the DS for 9 companies was
2.33 points, which indicates a very low level of corporate environmental disclosure by different listed
manufacturing companies of Bangladesh. The standard deviation for 9 companies was 1.33 and their DS
was ranged from 1 point to 5 points, indicating a medium variation in the disclosure level of corporate
environmental information on corporate annual reports.

Table 2: Descriptive Statistics of Disclosure Score

No. of Observations 9
Mean 2.33
Standard Deviation 1.33
Maximum 5
Minimum 1
Range 4

Nearly 47 percent of the items included in the EDI were not disclosed by any of the reporting companies.
Table 3 presents both disclosed and non-disclosed items of environmental information. Not a single
company disclosed quantitative facts such as expenditure incurred or targets set and achieved. According
to Table 3, all the companies have disclosed “environmental policies or company concern for the
environment” on their annual reports (100%). Not a single company disclosed about water discharge or
solid waste disposal information on the corporate annual reports. Out of 9 companies, 4 (44.44%) made
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disclosure on their annual reports of how they controlled pollution of industrial process. Around 22.22
percent companies have disclosed on their annual reports whether they have air emission information or
conserved natural resources. Approximately 11.11 percent companies have reported whether they have
installed effluent treatment plant or financed for pollution control equipment or have forestation
programs. An interesting finding of the study is that only 1 of the 9 companies obtained ISO 14001
certification.

Table 3: Disclosure and Non-disclosure of Items of Environmental Information by Sample Companies

Item Items of Environmental Information Disclosures (No. of Percentage of
No. Companies out of 9) Disclosures
1 Financing for pollution control equipment or facilities. 1.00 11.11
2 Air emission information. 2.00 2222
3 Water discharge information. 0.00 0.00
4 Solid waste disposal information. 0.00 0.00
5 Environmental policies or company concern for the environment. 9.00 100.00
6 Conservation of natural resources. 2.00 22.22
7 Recycling plant of waste products. 0.00 0.00
8 Installation of effluent treatment plant. 1.00 11.11
9 Land reclamation and forestation programs. 1.00 11.11
10 Pollution control of industrial process. 4.00 44.44
11 Past and current expenditure for pollution control equipment and facilities 0.00 0.00
12 Past and current operating costs of pollution control equipment and facilities 0.00 0.00
13 Future estimates of expenditures for pollution control equipment and facilities 0.00 0.00
14 Research on new methods of production to reduce environmental pollution. 0.00 0.00
15 Obtaining certification for Environmental Management Systems/ISO 14001. 1.00 11.11

Sample Companies With Their Disclosure Score & Net Profit Margin

The main focus of this study is to find out the relationship between the environmental reporting on
corporate annual reports and corporate profitability. Table 4 presents all individual sample companies
with their disclosure score & net profit margin. According to table 4, companies without disclosure have
insignificant net profit or net loss. On the contrary, none of the companies which have disclosed
environmental information have suffered from net loss. Almost all of the companies with environmental
disclosure have enjoyed higher net profit margin than companies without environmental disclosure.

To summarize, it can be said that companies with environmental disclosure have higher profit than
companies without environmental disclosure. There are a lot of statistically significant tools to justify the
relationship between corporate environmental reporting and profitability. In this study, the coefficient of
correlation and hypothesis testing have been used.

Correlation Analysis, Results and Interpretation

Of the several mathematical methods of measuring correlation, the Karl pearson’s coefficient of
correlation is most widely used in practice. It is used universally for describing the degree and direction of
relationship between two variables. In this study, Karl pearson’s coefficient of correlation has been used
to determine the degree and direction of relationship between the environmental disclosure in corporate
annual reports and corporate profitability (net profit margin). The result of the correlation is 0.45 which
indicates that there is moderate degree of positive correlation between the environmental disclosure and
net profit margin. That’s the direction of relationship between environmental disclosure and net profit
margin is positive (i.e. if one variable increases, other will also increase & vice versa) and the degree of
relationship is moderate level.
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Table 4: List of Sample Companies with their Disclosure score & Net profit margin

No. Name of companies Disclosure Net p r()fit
Score Margin
1 Heidelberg Cement Bangladesh Ltd. 5 12.00%
2 Beximco Pharmaceuticals Ltd. 3 16.20%
3 British American Tobacco Bangladesh Co. Ltd. 3 11.77%
4 Orion Infusion Ltd. 3 5.58%
5 The IBN SINA Pharmaceuticals Industry Ltd. 3 3.74%
6 Square Pharmaceuticals Ltd. 1 18.80%
7 Aramit Cement Ltd. 1 14.55%
8 Confidence Cement Ltd. 1 14.02%
9 Malek Spinning Mills Ltd. 1 7.89%
10 Square Textiles Ltd. 0 6.71%
11 Reckitt Benckiser(Bangladesh) Ltd. 0 6.16%
12 Fu-Wang Foods Ltd. 0 4.97%
13 Beximco Synthetics Ltd. 0 1.47%
14 Fu-Wang Ceramic Industry Ltd. 0 0.82%
15 Tallu Spinning Mills Ltd. 0 0.67%
16 Monno Ceramic Industries Ltd. 0 0.47%
17 Apex Foods Ltd. 0 0.39%
18 Monno fabrics Ltd. 0 -26.22%
19 Lafarge Surma Cement Ltd. 0 -28.97%
20 Zeal-Bangla Sugar Mills Ltd. 0 -29.59%
TOTAL 21 41.43

Hypothesis Testing, Results and Interpretation

In this study, the #-test has been used to test the hypothesis whether companies with environmental
disclosure have higher net profit margin than companies without environmental disclosures. As Ha is
one-sided, one tailed test has been applied for determining the rejection region at 5 percent level of
significance which comes to as under, using table of ¢-distribution for 18 degree of freedom:

R: t > 1.734 The computed value of t is 3.372 which fall in the rejection region and thus the null
hypothesis (Ho) is rejected and alternative hypothesis is accepted. So it can be concluded that companies
with environmental disclosure have higher net profit margin than companies without environmental
disclosures. In the study, it has been observed that among 9 companies (which have disclosed
environmental information) all have net profit during the surveyed financial year. On the contrary, among
the rest 11 companies (which have not disclosed environmental information) 3 companies have shown net
loss and 4 companies have showed very little net profit (less than 1%).

SUMMARY, CONCLUSION AND RECOMMENDATIONS

Though corporate environmental reporting is not mandatory at present in Bangladesh, out of 20 sample
companies 9 companies have disclosed environmental information voluntarily in their annual reports.
That means 45% companies have disclosed environment related information. But the study also shows
that on average only 2.33% of environmental information have been disclosed by the sample companies
in their corporate annual reports and no company has disclosed quantitative information which is very
disappointing as compared with the developed and some developing countries. Thus it can be concluded
that environmental reporting in Bangladesh is still in its infancy and is in need of further development.
This paper has reported the results of correlation-coefficient and a simple hypothesis test (¢-test) to show
the association between corporate profitability and the extent of environmental disclosure in corporate
annual reports for Bangladesh. The result of correlation-coefficient shows that there is a moderate degree
of positive correlation between them and the #-test result represents companies with environmental
reporting have higher net profit margin than companies with environmental reporting. In order to improve
the situation of environmental reporting in Bangladesh, following recommendations have been offered
and they are as follows:
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e Companies have been found to disclose only qualitative information about their environmental
activities. They should also provide quantitative environmental information such as the amount of
fines for noncompliance, the amount spent on tree plantation, the quantity of energy saved, the
quantity of CO2 emitted etc.

e Companies have provided only positive information about their environmental activities. They
should also provide negative information so that the information has decision-usefulness for
information consumers.

o It has been found that there are inadequate laws, rules and guidelines on corporate environmental
reporting and disclosure. Laws, rules and guidelines are needed to be developed.

This study considers the annual reports for a single year. Further research can be undertaken to measure
the extent of environmental disclosure longitudinally to determine whether quality of disclosure has
improved over time. Such a study would provide additional insights on corporate disclosure practices in
Bangladesh. This study does not concentrate on any particular industry type. Further research can be
undertaken based on particular industry type (e.g., the pharmaceutical industry and textile industries in
Bangladesh). This study concentrates only on the relationship between environmental reporting and
profitability. Further research can be undertaken based on relationship between environmental reporting
and severe corporate attributes (such as age, size, efficiency, profitability, multi nationality, industry type
etc). It should be noted that the number of environmental disclosure items was limited to 15 items and the
results may be different if the numbers of environmental information were increased or another set of
environmental disclosure items was examined. It should also be noted that the number of sample
companies was limited to 20 companies and the results may be different if the number of sample
companies was more. As always, much more research is needed if we are to contribute to more
environmentally responsible corporate practices in all corners of the world.
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APPENDIX

Score Received by the Sample Companies along with Percentage of Disclosure

SI. No Name of the companies No. items Disclosed Percentage of Disclosure
1 Apex Foods Ltd. 0.00 0.00
2 Aramit Limited. 1.00 6.67
3 Beximco Pharmaceuticals Ltd. 3.00 20.00
4 Beximco Synthetics Ltd. 0.00 0.00
5 British American Tobacco Bangladesh Co. Ltd. 3.00 20.00
6 Confidence Cement Ltd. 1.00 6.67
7 Fu-Wang Ceramics Industry Ltd. 0.00 0.00
8 Fu-Wang Foods Ltd. 0.00 0.00
9 Heidelberg Cement Bangladesh Ltd. 5.00 33.33
10 Lafarge Surma Cement Ltd. 0.00 0.00
11 Malek Spinning Mills Ltd. 1.00 6.67
12 Monno Ceramic Industries Ltd. 0.00 0.00
13 Monno Fabrics Ltd. 0.00 0.00
14 Orion Infusion Limited. 3.00 20.00
15 Reckitt Benckiser (Bangladesh) Ltd. 0.00 0.00
16 Square Pharmaceuticals Ltd. 1.00 6.67
17 Square Textiles Ltd. 0.00 0.00
18 Tallu Spinning Mills Ltd. 0.00 0.00
19 The IBN SINA Pharmaceutical Industry Ltd. 3.00 20.00
20 Zeal Bangla Sugar Mills Ltd. 0.00 0.00
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THE CURRENT AND FUTURE STATES OF LIFO AND
AVAILABLE TAX OPPORTUNITIES
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ABSTRACT

The Last in First out Method (LIFO) is presently under severe scrutiny from the financial community,
which may soon culminate in its repeal as an acceptable accounting method. There are pressures from
the International Financial Accounting Standards Board to standardize accounting standards worldwide.
In addition, there is political pressure imposed by US Congress to raise additional revenues. Both groups
strongly oppose LIFO, raising the possibility of its complete elimination as an acceptable accounting
method. However, adverse economic and political events in 2011 and again in 2012 have greatly renewed
the lifeline of LIFO indefinitely. In the unlikely case of its ultimate repeal, the author presents some tax
opportunities available in this transition period.

KEYWORDS: LIFO, LIFO Reserve, IFRS, US GAAP, FIFO.
INTRODUCTION

At present, LIFO faces a possibility of its elimination by the year 2015, as political forces coming from
the International Financial Accounting Standards Board, the world financial community and the US
administration strongly oppose this method. The International Financial Reporting Standards (IFRS)
prohibits LIFO as an acceptable accounting method, and the Obama administration proposed in its 2010
budget to repeal LIFO altogether in the future. However, given new developments against Senator
Rangel, LIFO's biggest critic and the renewed worldwide recession, as well as an unprecedented report by
the SEC , which avoided a critical due date of convergence , LIFO's repeal is now very unlikely. This
paper will examine the current and future states of LIFO and available tax opportunism assuming the
unlikely repeal of LIFO.

CURRENT STATE OF LIFO

LIFO was facing pressures from both: the International Reporting Standards Board in cooperation with
the SEC and the U.S. Congress for its possible complete elimination by the year 2014. On June, 18, 2008
the SEC issued a press release stating that the world’s securities regulators are uniting to increase their
oversight of international accounting standards. There are plans set forth by the SEC and the IFRS to
standardize accounting standards, on a worldwide basis with a target date set for periods ending after
December 31, 2014. Under IFRS rules, LIFO is not a permitted acceptable accounting method. IFRS is
balance sheet oriented and on this basis, disallows LIFO as an inventory method. The use of LIFO
disrupts the theoretical foundation of the IFRS. More importantly is the current tax position on LIFO.
The Obama Administration has proposed in its 2010 budget to repeal LIFO altogether in an attempt to
generate greater tax revenues.

Recently in 2010, Senator Rangel, the biggest political critic of LIFO was brought up on a number of
ethical violations. This in effect has pushed LIFO repeal backwards and has at best delayed its possible
repeal. Additionally, the economic crisis has resumed unexpectedly in 2011 as the pale state of the
economy was announced, which was contrary to the belief that it was in a recovery stage. Most
significantly in 2012 the SEC announced that it has no target date if any for IFRS convergence in the US
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and expressed major constraints if plans for convergence were to continue. Clearly, the SEC is in no rush
and non-enthusiastic about convergence, which is not likely to happen anytime in the intermediate future.
These developments have put LIFO repeal on the backburner and the result is that the political pressures
against LIFO have eased in a significant manner and the likelihood of its eventual repeal now is very
unlikely

THE FUTURE OF LIFO

There are four possibilities of LIFO going forward, and illustrated as follows:

Case Financial Reporting Purposes Tax Purposes
1 Yes Yes
2 No Yes
3 Yes No

4 No No

In case 1, LIFO would continue as present. Although dual resistance from IFRS and Congress exist,
recent developments and charges against senator Rangel coupled with the continued weakness in the
worldwide economy makes the status quo a reality. Although the continued use of LIFO will greatly and
potentially hinder the goal of uniform financial reporting going forward, the ultimate goal here has moved
to convergence and not uniformity, adding to the real probability of continued LIFO use in the USA.
Compromises between US GAAP and IFRS in our opinion will be the norm rather than the exception
going forward; commonly called endorsement of I[FRS into US GAAP.

In case 2, allowing LIFO for tax purposes and not for financial reporting purchases represents the best of
both world, as a company report the highest income for financial reporting purposes and pay the least
amount of tax. The scenario would effectively eliminate the LIFO conformity requirement. The
likelihood of this happening is most unlikely and not feasible.

In case 3, the worst of both worlds for a company; that is, the lowest income for financial reporting and
the highest tax payment. This scenario is also not feasible.

Case 4 represents the complete elimination of LIFO. This will only occur if LIFO is eliminated at the tax
level. If so, then it will be eliminated for financial reporting purposes, as the advantage for business
purposes would not exist. Given the SEC’s non commitment to IFRS adaption in the US, the spiraling US
deficit which now exceeds 16 trillion Dollars, LIFO is safe and unlikely that any repeal will occur in the
future. In addition, the continuing worldwide economic problems, LIFO at this time is just a footnote for
the US regulators, similar to the second term of then President Bush, which leads us to predict that this
issue will not be addressed well beyond the 2012 election. Our prediction then is a status quo on LIFO at
this time and in the near foreseeable future.

TAX PLANNING OPPORTUNITIES AVAILABLE FOR THE CURRENT USERS OF LIFO

Assuming the repeal of LIFO, which seems very unlikely, what are some of the tax planning opportunities
available to taxpayers to help ease in this transition?

Extended Payment Adjustment Period: Under current tax rules, if a taxpayer charges its accounting
period form LIFO to another acceptable method, and it results in a higher inventory value, the difference
in additional tax is payable over a period of four years. Under the current Obama Administration’s 2010
Budget Proposal, which would eliminate LIFO, the difference would be spread to taxable income and
payable over eight years. Consequently, the termination of LIFO would be mitigated as the resulting
extra tax would be payable to the tax authorities over an eight year period.

CONCLUSION
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Given the worldwide continued recession, political concerns, spiraling US Deficit and most importantly,
the SEC’s non commitment to US IFRS compliance, LIFO is insulated from the possibility of repeal in
the indefinite future. In the authors’ opinion, the status quo of LIFO in the US will continue.
REFERENCES

The Journal of Accountancy, September, 2012.

SEC Report issued in July, 2012.

BIOGRAPHY

Liz Washington Arnold is an Associate Professor of Accounting at The Citadel. She can be reached at
liz.arnold@citadel.edu

Peter Harris is a Professor of Accounting and Finance at the New York Institute of Technology, and is the
Chair of the Accounting and Finance Department. He can be reached at:NYITPHARRIS@aol.com

Bill Stahlin is an Affiliate Associate Professor at Stevens Institute of Technology. He can be reached at
wstahlin@stevens.edu

GCBF ¢ Vol. 8 « No. 1 ¢ 2013 « ISSN 1941-9589 ONLINE & ISSN 2168-0612 USB Flash Drive | 89



Global Conference on Business and Finance Proceedings ¢ Volume 8 ¢ Number 1 | 2013
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ABSTRACT

1t is well known that Mathematical Programming techniques are well-developed and with widespread
application. It would be useful for researchers and practitioners in the information systems field to have a
categorization that would show the types of problems that have been solved using these techniques. This
paper provides this categorization

INTRODUCTION

Application of business, financial and economic problems to mathematical programming is of ongoing
interest. Users include insurance companies, mutual funds, farmers and shipping companies.
Mathematical programming is used when an optimization decision has constraints that limit decisions.
For example, a business may use mathematical programming to allocate scarce resources in an optimal
way, an insurance company may be required to keep a small percentage of its assets in treasuries and
another percentage in fixed income securities and a farmer’s crops may require a minimum amount of
fertilizer. Much research has been conducted to make the solving of linear programs more efficient [7, 8,
20, 21, 25]. Applications of these optimization problems extend over many fields. For example, in the
fields of economics and finance, linear programming may be applied to production problems, shipping
problems, asset allocation, crop growing, allocation of sewage, mortgage backed securities portfolios
other similar problems [1, 2, 3,4, 5, 6, 10,11, 13, 14, 15, 16, 17, 18, 19, 22, 26, 27, 28].

We have written papers on the topics that encompass this research: mathematical programming, asset
allocation models, the sub-prime mortgage problem and even applying linear programming to parallel
computers [23, 24, 25]. It is well known that Mathematical Programming techniques are well-developed
and with widespread application. It would be useful for researchers and practitioners in the information
systems field to have a categorization that would show the types of problems that have been solved using
these techniques. This paper provides this categorization.

BACKGROUND

Linear Programming (LP) has been said to be one of the ten most important discoveries of the last century
[9, 12]. Many fields including the fields of micro-economics and finance have been impacted directly as
both private business and governments have made use of Linear Programming. Its use in the production
and allocation of resources cannot be underestimated.

Linear programming formulation

Figure 1 Where cj, aij and bj, are coefficients and xj are the variables to be solved for j=1..n and i=1..m.
Definition: A constraint is a row of a linear program that restricts the variables to values that would not
violate the expression. Definition: A feasible solution X is a set of xj, j=1..n that satisfy the constraints.
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Definition: An optimal solution X is a set of xj, j=1..n that both satisfy the constraints and maximize the

function in figure 1.

A standard LP formulation is of the form

Maximize X1 +¢,X, +¢3X3 vee +¢,Xp
Subject to ar1x +a)X, +a;3X3 . +arnXn < b,
constraints X +a,,X) +2,3X3 ... +ap Xy < b,
Am,1X1 +am,2x2 +am,3x3 we +am,nxn S bm
x>0 (j=1,2 ...n)
OR
Maximize ) C X ;
Jj=L.n '] ‘]
subjectto Y A::X .<b. foralli (i=1,...m)
yj i

Jj=l.n

xl.ZO forall j (j=1,..,n)

General Production Problem

Suppose a manufacturer manufactures j products where each product yields a known profit. Suppose
further that there are i resources necessary in the production of all the products and there is a known limit
on the amounts of each resource. The problem to be solved is: how many of each of the products should
be produced to maximize profit.

Production Example

Suppose a furniture company manufactures two items: wooden chairs and beds. The company employs
workers skilled in carpentry, painting and upholstery. Suppose that the number of hours of skilled labor
and profit per item are as defined in table 1.

Table 1: Production Example Coefficients

Chair Bed Available labor
Carpentry 6 3 48
Painting 1 1 6
Upholstery 2 6 36
Profit $80 $70

Constraints and Optimization Coefficients for the Production example

Table 1 From the table one notes that 6 hours of carpentry work are needed per chair and 3 hours are
needed per bed. There is a maximum of 48 carpentry work hours available. Interpretation of the other
rows is analogous. We know too, that for each chair and bed manufactured one will earn $80 and $70
respectively.
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Linear Program for Production Example

This may be described as the LP problem:

Maximize 80x, + 70x,
Subject to 6X, +3x5 < 48
constraints X1 +X5 < 6
2X +6X> < 36

X1, X2>0

Economic Interpretation

The economic interpretation is straightforward. We wish to determine the number of chairs (x;) and beds
(x2) to manufacture per day to enable maximization of profits without exceeding available resources. The
company is constrained by the number of work-hours per skill to which it has access. We examine table 1
on a row by row basis. We wish to know how many chairs (x;) and beds (x;) to produce in order to
maximize the profit 80x,+70x,. We must be careful not to violate the constraints designated by the rows:

(9 carpenter-hours)x; +(3 carpenter-hours)x,<48
(1 painting-hour )x; +(1 painting-hour)x,<6

(2 upholstery-hours)x; +(9 upholstery-hours)x,<36
CONCLUSION

Mathematical Programs which in Linear and nonlinear Programs can be an important tool for information
system professional to help businesses, organizations grow. As already indicated, in addition to
production problems, optimization techniques are used to solve shipping problems, asset allocation, crop
growing, allocation of sewage, mortgage backed securities portfolios and many others. Linear programs
also occur frequently in such other important applications as wavelet decomposition, digital filter design,
text categorization, image processing and relaxations of scheduling problems. We presented in this
abstract a simple example, but the number of real applications is vast. In this research we are categorizing
and analyzing these applications so that practitioners can use this categorization as a guide to applying
proper optimization techniques to their own problems.
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ABSTRACT

The application of suitable leadership styles and consideration of certain dimensions (operational and
social outcomes) are pivotal tools for chain coordinators (CEOs, managing directors and head of
departments) to achieve coordination success. The linkages are scrutinized by applying structural
equation modeling to the data collected from UK'’s selected agri-food supply chains (dairy, meat, apples,
onions and wine). The findings suggest that chain coordinators’ participative leadership style is
significantly correlated with the effectiveness of supply chain coordination (operational, social and
financial performance). Moreover, operational (service and product quality) and social (satisfaction
with/trust in supply chain partners) outcomes are found to be important determinants of financial
performance. This empirical investigation enhances the understanding of chain coordinators and thus
contributes to determine best practices for modern agri-food supply chains.

Keywords Chain coordinators, leadership styles, agri-food chains, UK, SEM
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INTRODUCTION

and directing (Gallos and Heifandetz, 2008). Two commonly used leadership styles, namely

participative and directive, are often employed to oversee the performance or operation of a person
or group of people. The former encourages the participation from team members and shares decision
power with work colleagues. The latter applies command-and-control rule that replicates directive
practices (Akhtar et al., 2011).

l eadership styles consist of complex social processes rooted in chain coordinators’ ways of leading

Researchers (Mehta et al., 2003; Akhtar et al., 2011) have recognized a significant links between
leadership styles and performance. The sharing of decision making power and participation from
subordinates seem to be an essential component of modern agri-food supply chain performance. For
example, Pfeffer (1998) stated that a firm reduced 38% defect rates by using participative approach, as a
consequence, it increased productivity by 20% (Pfeffer, 1998), In support, Mehta et al., (2003) and
Akhtar et al. (2011) believed that outcomes can be more effective when a participative leadership styles is
used rather than directive leadership practices.

A participative leadership style also assists chain coordinators (CEOs, managing directors, head of
departments — supply chain/marketing/channel/chain mangers) to achieve the effectiveness of
coordination (Akhtar et al., 2012a). Chain coordinators are defined as the major decision makers who
lead, direct and control chain activities (Akhtar et al., 2012a; Akhtar et al., 2012b). Their job is rooted
with a complex business activities and the implementation of a suitable leadership style can have
remarkable impact on the coordination effectiveness of selected agri-food chains i.e., dairy, meat, apples,
onions and wine (Akhtar et al., 2012a).

The coordination effectiveness is defined as a synthesis of operational performance (service and product
quality), social performance (satisfaction with and trust in supply chain partners) and financial
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performance (profit, sales and market share). The contribution of a particular leadership style to the
individual components of the effectiveness of coordination has been highlighted in a number studies
(Mehta, 2003; Kruglanski et al., 2007; Akhtar et al., 2011).

However, despite the stronger evidence reported in the literature in the favor of participative leadership
approach, it is still not clear which leadership styles is more appropriate in certain chains such as selected
agri-food chains (dairy, meat, apples, onions and wine) of UK importers (Akhtar et al., 2012a). Although
studies such as Akhtar et al. (2012a; 2012b) identified chain coordinators, they did not systematically
investigate the impact of leadership styles on the effectiveness of coordination and the linkages between
the dimensions (operational, social and financial). Thus, by testing the proposed theoretical models, this
study answers two questions:

Question 1: Which leadership style (participative or directive) is highly significant in selected agri-food
chains?

Question 2: How are the dimensions of coordination effectiveness related?

This article is organized in five sections. Following the introduction, the second section presents research
hypotheses and two conceptual models. The third section outlines the data collection procedure and the
exploratory statistical analysis. Section four describes the main results. This article is concluded by

section five which concisely discusses the findings and managerial implications.

Theoretical Background And Hypotheses

A participative leadership style focuses on the empowerment of team members. It has been a vital part of
the coordinators’ tool-kit to handle modern agri-food supply chains. On the other hand, a directive
leadership style is closely associated with hierarchical management system and clearly gives directions
about the duties and rights of subordinates (Kruglanski et al., 2007). The effectiveness of supply chain
coordination depends on the adoption of a suitable leadership that fastens front line workforce, board
level and trade unions into a connected unit (Jung et al., 2003). A study conducted by Mehta (2003) in
USA, Finland and Poland clearly showed a positive relationship between workers’ decision-making
participation and performance. Leadership that emphasizes the participation of employees and treat them
fairly provides maximum coordination effectiveness. A significant positive relationship was found
between the leadership style and effects on the shop floor behavior.

The study which included multiple industries such as food, retail, logistics service, IT, automotive and
pharmacy was conducted in the Netherlands (Leeuw and Berg, 2011). The key benefits and the higher
levels of trust in and satisfaction with supply chain partners are associated with the participation from
team members rather than traditionally designed teams (Akhtar et al., 2012). The effective coordination
outcomes such as good relationships, high service quality, increased market share and growth in sales are
the results of satisfied and trusted chain partners. An increase in these outcomes means that they can be
motivated for the growth of their businesses and it totally depends on fair and equitable dealing and
rational leadership practices (DeConinck, 2010). From the above discussion, the following hypotheses are
proposed:

Hl1: Chain coordinators’ participative leadership style is significantly correlated with the effectiveness
of supply chain coordination.

H2: Chain coordinators’ directive leadership style is significantly correlated with the effectiveness of
supply chain coordination.

The dimensions of coordination effective consist of operational performance (relative service and product
quality), social performance (satisfaction with and trust in supply chain partners) and financial
performance (relative profit, sales and market share). The linkages between theses dimensions have also
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been partly highlighted in a number of studies. For example, an empirical study of over 200 US
manufacturing firms stated a significant positive relationship between service quality and financial
performance (Lado et al. 2011). Moreover, researchers (Aramyan et al., 2007) suggested that factors
related to service and product quality (delivery on time, order flexibility and fulfilling 100% orders
without defective products) are the key operational outcomes that increase profit, sales and market share
(Chen and Paulraj, 2004; Aramyan et al., 2007). In support, Akhtar et al. (2011) also provided evidence
that service quality significantly affect financial performance. The above discussion directs towards the
following hypotheses.

H3: Operational performance significantly influences financial performance.

H4: Social performance significantly influences financial performance.

In summary, the conceptual models shown in Figures 1 and 2 depict the factors and their
interrelationships which are argued above. The leadership styles are the determinants of the effectiveness
of supply chain coordination. Moreover, it is assumed that the operational and social outcomes are

significantly correlated with financial performance.

Figure 1: Leadership style model

CC’s  participative Operational
leadership style performanc

Financial
performanc

Coordination
effectiveness

CC’s directive Social
leadership style performanc
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Figure 2: Dimensions of effective coordination

Operational
performance

Financial
performance

Social
performance

1. Data collection and analysis method

3.1 Sample procedure: The UK importers of agri-food products (dairy, meat, apples, onions and wine)
listed in the KOMPASS database were selected. Five-point Likert scales (strongly disagree = 1 and
strongly agree = 5) were employed to facilitate chain coordinators to state their degree of agreement or
disagreement. After developing the questionnaire it was tested on identified chain coordinators. A total of
675 questionnaires were sent to chain coordinators in September 2012. After excluding the unusable
responses (eight), 112 questionnaires yielded a response rate of 17%. A number of efforts were made to
increase the response rate and finally enough sample size was achieved to apply structural equation
modeling.

3.2 Measures: Each construct consists of three measures (items) except of product quality and
satisfaction — each was assessed using four items. Participation and directive leadership styles were
assessed by the items taken from a study conducted by Mehta et al. (2003). The effectiveness of supply
chain coordination, the dependent variable, was measured by five constructs — service quality, product
quality, financial performance, trust and satisfaction. The items for these constructs were adopted from
the previous studies (Cullen et al., 1995; Amoaka-Gyampah, 2003; Batt, 2003; Acquaaah, 2007; Aramyan
et al., 2007; Akhtar et al., 2012a).

3.3 Data analysis: The statistical tests showed that the data met the distributional assumptions
(means/medians comparisons; skewness and kurtosis within the suggested limits). The (exploratory)
factors were extracted by using recommended eigenvalues >1. The scree plots were also observed to
select the factors. During the process, one item for product quality (item4) was deleted because it had low
loadings on its intended construct. Moreover, Cronbach a values were larger than the recommended
value of 0.7 and thus confirmed the reliability (Kline, 2011).

A two-stage approach was used to perform SEM. The first stage assessed the measurement models and
the second stage estimated hypothesized relationships. The measurement models were tested for validity.
The loadings, construct reliability and average variance extracted were more than satisfactory.
Additionally, the correlation between the respective constructs did not exceeded threshold value of 0.85
which means the items assessed different constructs. Moreover, discriminant validity was also checked by
estimating whether the average variance explained (AVE) for each pair of constructs was greater than the
square of the correlation between the constructs. Thus, the measurement satisfied validity criteria
(Aggelidis and Chatzoglou, 2008; Kline, 2011). Also, parceling (averaging item scores for a respective
factor) strategy was used to reduce the number of indicators and achieve the main purpose of this study
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(investigating the structural relationships between the constructs rather than the relationships between the
measurement items).

SEM Results

The structural results estimated for leadership model are shown in Figure 3 which provides the
standardized coefficients and R? values. It can be seen that CCs' participative leadership style (f = 0.62; p
= 0.00) is an important determinant for the effectiveness of supply chain coordination. Moreover, both
variables (participative and directive leadership styles) explain 38% of the variance in the effectiveness of
supply chain coordination.

Figure 3: SEM results for leadership styles

CC’s participative
leadership style

Operational
performance

R?: 38% 0.87%+
0' 62 *kk .

0.09 \ Coordination .
e effectiveness 0.90

& 0..03 0.88***

CC’s directive

Financial
performance

Social
performance

leadership style

**% statistically significant at p <0.01; n =112

Figure 4 shows the linkages between the dimensions of coordination effectiveness. Operational (service
and product quality) and social (trust in and satisfaction with chain partners) outcomes seem equally
important for financial performance (f = 0.43 and p = 0.00) and together explain 68% of variance in the
financial performance with a strong bivariate correlation (£ = 0.79, p = 0.00).
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Figure 4: SEM results dimensions of coordination effectiveness
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The results are also supported by the models’ fit measures which are given in Table 1. Turning to the
research questions and hypotheses, a summary of the hypotheses that answer the research questions is
provided in Table 2. Hypotheses 1 and 2 resulted that leadership style (participative or directive) is highly
significant. Hypotheses 3 and 4 address question two and concluded that operational and social
performances significantly influence financial performance.

Table 1: Suggested and resulted fit indexes

Fit indices Suggested values Leadership model

x - 61.53
Degree of freedom (df) - 59
x/df <5 1.04
P value >0.05 0.39
Comparative fit index (CFI) >0.95 0.99
Incremental fit index (IFI) >0.95 0.99
Tucker Lewis fit index (TLI) >0.95 0.99
Root mean square error of approximation (RMSEA) <0.06 0.02

Source: Pandey and Jha (2012), Kline, 2011and results of this study

Table 2: Hypotheses and questions summary

Hypotheses Supported(yes/no)  Questions

1: Chain coordinators’ participative leadership style is significantly Yes 1: Which leadership style (participative or
correlated with the effectiveness of supply chain coordination. directive) is highly significant in selected
2: Chain coordinators’ directive leadership style is significantly No chains?

correlated with the effectiveness of supply chain coordination.

3: Operational performance significantly influences financial Yes

performance. 2: Question 2: How are the dimensions of
4:  Social performance significantly influences financial Yes coordination effectiveness related?
performance.

CONCLUSION AND MANAGERIAL IMPLICATIONS

This research investigated the impact of chain coordinators’ leadership styles on coordination
effectiveness and the linkages between the dimensions. The findings support other studies which
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suggested that participative leaderships style is more effective than directive leadership approach
(DeConinck, 2010; Leeuw and Berg, 2011; Akhtar et al., 2012a). Participative leadership style seems to
be the future of modern agri-food supply chains where workforce is more knowledgeable. The results also
suggest that the concepts of operational and social performance are becoming more important to achieve
financial objectives. Thus, financial and non-financial outcomes simultaneously work together and that is
a message that chain coordinator should consider to achieve the effectiveness of performance dimensions.
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ABSTRACT

In this case study we implement a tool for performance measurement and performance prediction in
collaboration, namely the Value Network Scorecard, using value network mapping. Generally, the aim of
collaboration is to get benefits and to absorb value from other participants. Furthermore, the need of
collaboration starts from the multitude of challenges and the aim of solving them efficiently. The case
study starts from identifying challenges in elderly care and then trying to find solutions to solve the
challenges efficiently. Efficiency means here creating value to other participants. In order to create value,
must be identified which collaboration participant has the best capabilities to perform specific tasks while
finding solutions to solve the challenges. The task of performance measurement uses the value network
mapping, which helps in assigning and defining roles for the participants in collaboration process. The
data was gathered through a workshop with key representatives from public, private and third sectors
involved in welfare services delivery for elderly. Understanding how Value Network Scorecard can be
applied in practice will help the managers to improve collaboration, to create new value in network, to
assign roles for every collaboration participant and to follow easily the performance of duties.

KEYWORDS: performance measurement, performance prediction, value network, cross-sector
collaboration, elderly care

INTRODUCTION

Collaboration and partnerships have become crucially important in order to succeed in the today’s
dynamic environment (Camarinha-Matos and Afsarmanesh 2006). Social domain faces with many
different kinds of challenges that cannot be solved by a single organization. Collaboration with people
from different domains which have different kind of expertise it is very important (Alter and Hage 1993;
Zuckerman et al. 1995). People and organizations must be motivated to get involved and to be fully
committed in collaboration process (Hansen 2009). Being aware of the benefits they could get from
collaboration could be a good motivator factor in that sense. Acquiring bene