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Preface

The Faculty of Management Studies and Commerce (FMSC) of the University of Sri
Jayewardenepura, widely known as the ‘Centre of Excellence for Management Education in Sri
Lanka’ is proud to present the 15th International Conference on Business Management — ICBM
2018 which is a landmark event in the calendar of the faculty. This conference, which is being held
for the 15th time, is a continuation of a series of research sessions successfully conducted by FMSC

on an annual basis.

The theme for the conference this year is ‘Sustainability through Going Green: Opportunities and
challenges for Business,” which is a timely topic of discussion, both locally and globally, and will
undoubtedly offer an invaluable insight both in theory and practice with the input of several leading
academics and business personalities. As such, ICBM 2018 aims at promoting and publishing
current and relevant ideas on sustainability, governance and ethics which are vital, especially for
the corporate sector and public sector organizations, which play an important role in improving
the quality of life of all stakeholders. This conference will also serve as a common stage where
scholars, professionals and practitioners can share their research findings, experiences and ideas
which in turn will be a stimulating experience for all. Additionally, the conference aims at
disseminating knowledge and building relationships between academics and practitioners. The key
events of ICBM 2018 are the Academic Research Session, Doctoral Consortium and the Business
Forum which will undoubtedly boost the intention of this conference, which is to ultimately create
a platform for researchers, educators, learners, academics, practitioners and policy makers from all
over the world to share their ideas for the benefit of a global community. Many eminent local and
foreign academics and business personalities from the corporate world will enrich the Business
Forum scheduled to be held under the theme ‘Sri LLankan Economy: The way forward-achieving

sustainability, with special emphasis on Chinese - Indian and domestic business perspectives .

ICBM 2018, has drawn a large response and brought in high quality empirical, methodological and
conceptual papers from both local and international academics, practitioners and policy makers,
was organized under 06 tracks. Of these papers, what has been published is the cream of the papers
received. A transparent reviewing process was conducted where the papers underwent a double-
blinded review procedure conducted by an equally eminent panel of local and international
reviewers who are subject specialists in their respective areas. It should be noted that neither the
ICBM 2018 committee nor the Faculty of Management Studies and Commerce of the University
of Sri Jayewardenepura will assume responsibility for any errors or omissions in the research

papers, which rest solely with the authors.

This conference would not have been possible if not for the invaluable contribution made by

various persons and organizations and we express our heartfelt thanks to them all. We would like

il
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to extend our sincere gratitude to the Chief Guest of ICBM 2018 Dr. Indrajit Coomaraswamy,
Governor Central Bank of Sri Lanka, for kindly accepting our invitation. We are extremely grateful
to Associate Professor Colin Higgins, Deakin Business School, Melbourne, Australia and
Professor Mark Christensen, ESSEC Business School, Singapore Campus, who graciously
accepted our invitation to deliver the keynote addresses. We would also like to acknowledge with
gratitude the Industry Forum panelists and the Doctoral Consortium panelists who sacrificed their
valuable time to share with us their experiences and invaluable input. Our special thanks go out to
Dr. Luckmika Perera - Deakin University, Professor Alexander Newman - Deakin University,
Professor Giuseppe Grossi - Nord University, Associate Professor Chamara Kuruppu - University
of South-Fastern Norway and Professor A.K.M. Ahasanul Haque - International Islamic
University Malaysia, for gracing the occasion. Our sincere thanks to our Guest of Honour, Prof.
Sampath Amaratunge, Vice Chancellor of the University of Sti Jayewardenepura for his unstinted
support and encouragement. Our special thanks also go out to Dr. U. Anura Kumara, Dean of the
Faculty of Management Studies and Commerce for his continuous and abundant support,
dedication, guidance and cooperation in organizing a research conference of this magnitude. Our
sincere thanks go out to our eminent panel of reviewers and Doctoral Consortium discussants for
the priceless service they rendered. We would like to gratefully acknowledge the support extended
to us and contributions made by the students, academics and non-academics of the University of
Sri Jayewardenepura to make this conference a success. Our grateful thanks to our numerous
sponsors, and media partners for their generous contributions, without which this conference
would not have been a reality. A very special “Thank you’ to the staff of the Information Resource
Technology Centre (ITRC) and the Business Communication Unit of the Faculty of Management
Studies and Commerce, University of Sti Jayewardenepura for their commitment, cooperation,

assistance and services rendered at all times.

Last but not least a big “Thank you’ to all our presenters and participants for their active
participation and valuable contributions in enriching the conference and making ICBM 2018 a

SUCCCSS.

ICBM 2018 — Conference Committee

iv
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Message from the Vice Chancellor

It is with great pleasure that I write this congratulatory message to the 15
International Conference on Business Management (ICBM 2018) organized
by the Faculty of Management Studies and Commerce (FMSC) of the

University of Sri Jayewardenepura.

The University is committed to the pursuit and transmission of knowledge

through teaching, scholarship and research, and active service to the community in an environment
which values creativity, freedom of intellectual thought and expression, equal opportunity, fairness
and professional growth. The University‘s endeavor is to contribute to national development by
providing a balanced education which blends the finest in theory and practice and by forging
interactions between the University and the wider polity. In this scenario, I note the ICBM of
FMSC as one of the greatest contributory attempts towards this honorable achievement. I have no
doubt that ICBM 2018 will necessarily build a forum for the academics, researchers, practitioners
and policy makers in management and allied disciplines for networking and share knowledge and
expertise on the locally and globally pertinent theme, ‘Sustainability through Going Green:
Opportunities and Challenges for Business,” toward the realizing of aspirations of the wider

society.

We are proud that ICBM has become a leading business conference in the Asian region. It offers
the authors the best opportunities for publishing their work in the Journal of Contemporary Issues
in Business and Government published by Swinburne University of Technology, Australia, which
collaborates with this prestigious conference. Also, selected papers will be published in a special
issue of Vidyodaya Journal of Management. The conference maintains the best standards with a

superior panel of reviewers and a procedure.

I appreciate the tremendous amount of dedication and efforts made by the Dean of the Faculty,
Conference Co- Chairs and the members of the Organizing Committee in making this event a
reality. I also congratulate the local and foreign researchers and the business community for sharing

their expertise.
Let us join hands to create a better tomorrow for us all.
Thank you

Senior Professor Sampath Amaratunge
Vice Chancellor

University of Sti Jayewardenepura
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Message from the Dean of the Faculty

As the Center of Excellence in Management Education in Sri Lanka, the
Faculty of Management Studies and Commerce (FMSC), is delighted to host
the International Conference on Business Management (ICBM) for the 15"
consecutive year. FMSC is committed to high quality teaching and learning in

addition to impact research and development. It focuses on promoting an

intellectually stimulating - multidisciplinary environment for its stakeholders

through effective industry and community engagement as well as international orientation.

ICBM is the apex event in the academic calendar of the faculty, and the theme selected after careful
consideration for this year is, ‘Sustainability through Going Green: Opportunities and Challenges
for Business’. This conference aims at promoting and publishing research thoughts to disseminate
knowledge regarding this particular theme to a wider community. It also aims at enhancing links

and strengthening the network between academics and practitioners.

I firmly believe that this enormous venture, ICBM 2018 will ensure a significant impact among the
community and that it will indeed create a firm platform for the academia and the industry to meet
and share perspectives. With this, I convey my very best wishes for the conference, the authors,
paper presenters and other contributors while appreciating and admiring the commitment of the

Organizing Committee for ICBM 2018.

Dr. U. Anura Kumara
Dean of the Faculty of Management Studies and Commerce

University of Sri Jayewardepura
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Message from the Co-Chairs

Dr Sudath M. Amarasena Dr Dayananda Ambalangodage Dr (Ms) P AN S Anuradha
Co- Chair -15% ICBM 2018 Co- Chair -15% ICBM 2018 Co- Chair -15% ICBM 2018
It is with great pleasure we welcome authors, invitees and participants to the 15
International Conference on Business Management (ICBM 2018) which is being held on 6"
December 2018 at the Galadari Hotel, Colombo, Sti Lanka, organized by the Faculty of

Management Studies and Commerce, University of Sti Jayewardenepura.

The theme of the 15th ICBM is ‘Sustainability through Going Green: Opportunities and
Challenges for Business’, which has been coined after considering the numerous viewpoints
of the contemporary dynamic business world. This conference has three main parts viz.
Doctoral Consortium, Research Conference and the Business Forum. We hope that this
theme will provide an invaluable input to further enhance and broaden the knowledge of
researchers and practitioners who would participate at the conference. ICBM 2018 aims to
create a platform to publish and share the knowledge on Sustainability through Going
Green: Opportunities and Challenges for Business’” which are vital and vibrant especially for
corporate and public-sector organizations, which perform an important role in improving
the quality of life of all stakeholders. Therefore, we are confident that you will be greatly

benefited by the research presentations and the Business Forum.

Finally, on behalf of the Organizing Committee, we wish the conference participants all the
very best and we hope that you will be greatly enriched and edified by the line-up of events
that have been organized. In closing we are also highly grateful to all the presenters,
participants, sponsors including the main sponsors, session chairs and other contributors

for their immense support and good wishes.

Co-Chairs — 15" ICBM
Faculty of Management Studies and Commerce

University of Sri Jayewardenepura
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Sustainability through Going Green:
Opportunities and Challenges for Business Organisations

Associate Professor Colin Higgins®
Department of Management
Deakin Business School

Deakin University Australia

Introduction
In this paper, I discuss the opportunities that sustainability presents to business

organisations. I’ll first provide an historical overview that identifies the changing social
actors that have contributed to how sustainability has transformed from a problematic
compliance issue into a strategic imperative for business organisations. I’ll then discuss the
key components of the contemporary business case — or the factors that are driving how
business organisations are realizing strategic outcomes from their sustainability

commitments. I'll then shift focus to outline some challenges that remain.

The challenges are important - not least of all because sustainability has moved from being
an ‘issue’ to be managed ‘locally’ to a global challenge that requires co-ordinated inter-
government and inter-sector co-operation. I'll round out my comments with an overview of
the different trajectory underway in developing nations — and I’d like to make the point that
the more economically developed countries don’t have all the answers. The innovation and
unique approaches being taken in all nations offer hope and inspiration for fulfilling the
vision of sustainable development articulated a little over 30 years ago by Gro Harlem
Brundtland. That vision is that we need to find a way to meet the needs of current

generations without compromising the ability of future generations to do so also.

I hope that my comments — contextualized in terms of that vision — will set the scene for
our discussions over the course of today as we all come together — in this place — to share

our views, to challenge our assumptions, and to learn from each other.

11 gratefully acknowledge the research assistance of Greg McCallum, Dept of Management and Marketing, University of
Melbourne
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A brief historical snapshot

What we understand about sustainability today — including the challenges and opportunities
it presents — has not always been this way. While a full and comprehensive historical
overview — that captures all dynamics in all places — is not possible (and certainly beyond the
points I’d like to make) — I would like to highlight seven milestones that point to the way
multiple actors have interacted in dynamic fields to shape the modern sustainability

discourse.

My point in highlighting these milestones is to illustrate that solutions are complex. It is very
tempting to say we need better regulation. It is perhaps appealing to rely on articulating a
business case — and believing that business organisations will follow. We might suggest that
social movements needs to be created — or step up — or engage constructively. But, what I'll
attempt to outline is that change does not occur through simple or isolated means.
Regulatory instruments are blunt and fought. Social movements cannot always shift the
pendulum of public debate — and there are limits to the leadership position likely to be taken
by business organizations. More often than not we actually see business as the laggard — and

a responder to shifts rather than being the agent of change.

Figure 1 below illustrates the basic historical transition that has occurred in how
sustainability has been understood and considered over the past 40-50 years. I'll outline some
of the triggers — or milestones — that have perhaps been somewhat serendipitous — but which

have contributed to the changing shape of the sustainability journey.

High A Generation Methodology Drivers
3rd ‘ Sustainable Business Development Exceed expectations
Intensity ; ; ]
of 2nd Pollution prevention—Product Stewardship Exceed mandates
solutions ) -
1st Compliance-driven—reduce costs (legal concerns) Meet regulatory mandates
Low Economic and market-driven—minimize costs (no concerns) Sell products/Make money
>
1970s 1990s 2010s Beyond
Timeline of environmental management methodologies

Figure 1. Timeline of Environmental Management Methodologies and Drivers of
Sustainable Development (Rainey, 2006, p. 23)

XXX



15" International Conference on Business Management (ICBM 2018)

Our understanding of sustainability today can be traced to what I’ll outline as the first
key milestone: the 1962 publication of Rachel Carson’s ‘Silent Spring’. This book put
before the American public for the first time evidence that pesticide use was contributing
to environmental degradation. Carson offered, additionally, insight in to the duplicity of
the chemical companies and public officials — and revealed the extent of disinformation
and misleading claims that were being made about the impact of chemical products on

the environment.

As with most movements, however, the ultimate effect of Silent Spring wasn’t isolated
to this single publication. Its effects are owed as much to other latent factors occurring at
about the same time. Specifically, while most economies were enjoying significant
economic growth post-war, there was also increasing recognition of the costs associated
with this development. Popular unrest was emerging about the social and environmental

effects of industrialization, economic organization, and government policy.

Indeed, the second key milestone occurred a decade later — the 1972 UN Conference on
the Human Environment. This meeting, held in Stockholm, was several years in the
making — and represented the first serious look at the interconnections between
economic, social, and environmental development. Significantly, it marked a turning
point from viewing the environment as a ‘local issue’ to a significant global threat. Some
regulatory developments also occurred during this time. The US Environmental
Protection Agency was established in 1970, congress passed the 1970 Clean Air Act, and
in 1972 and 1973 the Clean Water Act and the Endangered Species Act, respectively.

The regulatory developments were met by most US corporations with either resistance
or compliance — and stimulated much effort to minimize their encroachment (rather than
the minimization of environmental impact). The business case for sustainability was non-
existent. Business did not show a leadership position at this time. Firms invested
considerable time and money on legal advice and policy statements — rather than
pollution prevention, waste minimization or new operational efficiencies. Despite
regulatory intent — and the emerging global conversation about the need for action — firms

rarely considered going beyond compliance.
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Standing back and observing this period with the benefit of hindsight — the 1970s and
through in to the 1980s represented a political and ideological struggle over how best to
conceive of the environment and the best approaches to deliver outcomes. New political
and social movements — including green politics — emerged during this time, but came
up against strident and well-resourced counter pressures to roll back Government
intervention, delegitimize calls for corporate social responsibility, and to shift public

discourse toward economic imperatives.

Milton Friedman’s 1970 New York Times article was published during this time — and
exhorted that the only social responsibility of business was to maximize profits. This is
still an influential view today. Later in the decade, Friedman’s economic assertions found
favor in the administration of Margaret Thatcher in the UK from 1979 and of Ronald
Regan in the US from 1981. These three developments represented the third significant
milestone — an intense popular and political counter to a growing movement to rethink

the global economic order.

As the 1980s evolved, despite issues such as population growth, increasing price and
volatility of oil, market liberalization, privatization, increased outsourcing, growing global
competition and global energy security risks, business — in the guise of the Global Climate
Coalition — emerged to campaign heavily for small government, voluntarism and market
forces as the most appropriate way to address all development challenges. The GCC
included over 230,000 businesses across aluminum, paper, transportation, power generation,
petroleum, chemical and small business industries (Beder, 2000; Franz, 1998). (Levy &
Rothenberg, 1999). Even in the context of major environmental disasters, the corporate
mindset remained firmly on minimizing regulatory encroachment and cost — rather than
minimizing impacts and accepting responsibility. Exxon Shipping Company, for example,
appealed fines through several US courts to have damages to be paid as a result of the 1989

oil spill reduced from $US5bn to USF500m.

The fourth milestone comes by way of new disclosure initiatives such as US Emergency
Planning and Community Right-to-Know Act (1986). This legislation forced companies to
disclose information about their operations and waste streams — and stimulated some shift
from resistance, to reduction and stewardship. As stakeholders’ rights to information

expanded, business objectives pertaining to social and environmental consequences became
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two-dimensional: dealing with laws and regulations, and managing customer and stakeholder
expectations. While awareness was changing — the corporate mindset was still slow to change

from viewing environmental mandates as business threats.

By decades end, important shifts in global environmental discourse were underway. This
was both push and pull in nature. Push came by way of continuing publicized environmental
disasters — such as nuclear station accidents, chemical leaks, oil spills, oil supply crises, and
environmental destruction from military war. Pull factors included the World Conservation
Strategy, the Independent Commission on International Development, the Global 2000
report, The Global Strategy for Health by all by 2000, the United Nation’s Convention on
the Law of the Sea, the Canadian Chemical Producers Responsible Care initiative, the
Montreal Protocol on Substances that Deplete the Ozone Layer and the world’s first meeting

on Climate Change.

The fifth major milestone was the 1987 publication of ‘Our Common Future’ or the
‘Brundtland Report’. This report firmly place the environment as an economic development
issue and set out a blueprint for change. It posed significant questions about economic
development. It introduced a moral consideration. It challenged the right of developed
countries to consume 80% of the world’s resources. The 1987 Report of the World

Commission on Environment and Development asked the hard questions.

By the advent of the 1990s, the sixth key milestone emerged: green consumer pressure and
green and ethical investment screening of corporations (Elkington, 1994). The 1990s
witnessed the beginning of a shift to prevention and strategic action from compliance and threat
(Henriques & Sadorsky, 2007). The 1990s also marks discussions in the EU to implement
climate policies in order to stabilize emissions (Kolk & Levy, 2001).Business attention
shifted to proactive investments in systems and processes — not only to minimize impacts
but also to understand them. Corporate culture started to shift due to the introduction of
Environmental Management Systems, industry-level codes of environmental management,
and international certification. Rather than industry bodies banding together to fight change
— some developed EMS specifications. The European Commission developed the Eco-
Management and Audit Scheme (EMAS), and the International Organization for

Standardization (ISO) developed the ISO 14000 family of environmental management
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standards to provide a framework and guidance for EMSs, environmental auditing,

environmental labeling, and environmental reporting.

One further shift still needed to occur, however. A need to close the compliance and
corporate strategy gap. Most corporates hired environmental specialists to help with
1SO14001 EMS compliance in isolation from continuing business operations and activities.
It wasn’t perhaps until the Global Reporting Initiative (GRI) developed (1997) — the seventh
milestone — that a new visibility of environmental issues developed. This initiative provided
a context for long-term strategies concerning corporate responsibility and decision making
(Young, 2014). GRI first published its "Sustainability Reporting Guidelines" in 2000 with
the main aim of incorporating and monitoring environmental responsibility and measuring
corporate performance. It was in this period we witnessed the first movers experimenting
with environmental strategy (Elkington, 1994). BP and Shell publicly acknowledged the
climate change problem and were supportive of the Kyoto Protocal in 1997. They withdrew
from the GCC in 1996 and 1998 respectively and adopted more proactive strategies that
diversified activities, including investments in renewable energies (Galharrat & Wang, 2011;
Kolk & Levy, 2001). Dow Chemical broke new ground in 1992 when Frank Popoff, the
firm’s chairman, called on US business to adopt full cost accounting (Elkington, 1994). This

idea represented that the price of a product would reflect its full environmental cost.

Today, corporates are familiar with ISO, EMSs and the GRI and actually seek public
recognition of their performance through sustainability reporting. The rise of
communication and training programs, internal environmental audits, product life-cycle
analysis, green markets and mature ethical screening of corporations are now common place.
But it would be a mistake to understand these developments in isolation of the political,
philosophical and ideological struggle that sits behind them. The trajectory hasn’t been
straight forward. Encouraging shifts in economic, social and environmental consciousness
is not simple. It is foolhardy to rely simply on a business-case. It is not possible to expect
regulation to shift corporate behavior. We see change in what DiMaggio & Powell (1991)
describe as ‘fields’ in which multiple actors jockey to shape public discourse and to cement

norms of appropriateness and acceptability.
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The business-case

Amongst most large businesses today, sustainability is perceived to offer significant strategic
benefits, attributable to a number of internal and external factors. Figure two provides a

2014 snapshot of the drivers for green procurement.

External antecedents
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Figure 2. Antecedents of Green Procurement (Appolloni, Sun, Jia, & Li, 2014, p. 129).

A macro-focused review of 86 academic articles published between 1996-2013 from
production, operations, and supply chain management; sustainability, environment and
quality; general management and marketing reflect similar factors. In this review, the drivers
were categorized in to one internal (organizational) and three external drivers (regulatory,
customers, competition, and society) (Appolloni et al., 2014). Of these, Linnenluecke and
Gritfiths (2010) suggest the most critical drivers are those attributable to risk and reputation
management, those that can deliver competitive advantage, and those that require

compliance.

Risk
Most organisations are concerned with their legitimacy — both in terms of conforming to
social norms and expectations as well as to specific stakeholder expectations. Firms are

concerned to maintain a ‘social licence to operate’ (Henderson, 2015). This can be complex
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— and represents a delicate mix of economic, social and market drivers. Figure three offers

an example of this process at play (Oliver, 1997).
Level of Analysis

Individual Firm Interfirm
Resource-Based Economic Strategic Market
Determinants Rationality Factors Imperfections
Process and Managerial Resource Firm Sustainable
Outcome Choice Selection Heterogenelty Advantage
3 3
Institutional Normative Institutional Isomorphism
Determinants Rationality Factors Pressures

Figure 3. Determinants of Sustainable Competitive Advantage (Oliver, 1997, p. 699)

Specific practices enable firms to manage risk and reputation. Corporate reporting has come
to be seen as an important driver of such legitimacy. Reporting to stakeholders, community
and regulatory bodies provide insight in to how an organization is managing negative market
externalities, actions of responsibility, and the value created to broader society. This type of
accountability has driven performance improvements. An exemplary contemporary case is
Coca-Cola’s commitment to become water-neutral by 2020, promising to replenish the
amount of water equivalent to its sales volume after local villagers of Kaladera, Rajasthan,
India expressed concern about the company’s use of scarce water supplies, further

communicated by activists and global criticism in 2007 (Gentleman, 2008).

Globally, the GRI is consulted the most frequently as the main international standard —
capturing economic, governance, social and environmental performance (GRI, 2010). The
guidelines support the CSR agenda by providing governing principles of sustainable
development and also the connection to business models for social and environmental

performance.

More recently, the International Integrated Reporting Committee (IIRC) has formed to offer
a new framework for integrating economic, social and environmental drivers of value-
creation: Integrated Reporting. Similatly, International Organization for Standardization

(ISO 26000) framework also promotes integrated CSR reporting. The goals of these
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frameworks are internal and external interrelation of all stakeholders of business to enhance
social responsibility. ISO 14001 requires the implementation of an EMS according with its
standards; determining environmental aspects and impacts of products, activities and
services; planning environmental objectives and measurable targets; implementation and
operation of programs to meet objectives and targets; checking and corrective action; and

management review.

Operational Efficiencies

Sustainability has also been found to offer cost savings. Sometimes referred to as the ‘low
hanging fruit’, waste minimization and energy efficiency offer a win-win in terms of lowering
impacts and reducing costs. At KKR, for example, a systematic process of energy and water
reduction across their portfolio companies yielded returns of at least US$§150 Million per
year from 1999 to 2014. Between 1990 to 2017 IBM reduced electricity consumption by 7.4
Billion kWh, avoided 4.4 Million metric tons of carbon dioxide emissions and saved US$616
Million through its annual energy conservation actions (Henderson, 2015; IBM, 2018). In
efforts to achieve a zero-waste supply chain through the deployment of waste reduction,
Walmart diverted 82% of their materials from landfill and diverted an average of 71% in

their international markets from business implementation to 2015 (Walmart, 2017).

Research from McKinsey & Company estimated that based on market prices in 2011, 70%
of global resource productivity opportunities would have an internal rate of return above
10% (Dobbs, Oppenheim, & Thompson, 2012). By 2030, the annual market value of
resources the globe could save would be US$2.9 Trillion (2011 prices). Additionally, the
estimates suggest nearly half of all available opportunities as at 2011 for reducing emissions

of greenhouse gases are NPV positive or economically viable (Figure 4).
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The productivity opportunity totals $2.9 trillion in 2030 from an investor perspective
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Figure 4. Estimated Resource Productivity Cost Curve of Economic Activities (MG,
2011, p. 13)

Market Development

A key challenge change in the 1990s was the conversion of the ‘critical stakeholder’ into a
new type of ‘green’ customer (Elkington, 1994) in order to open up market opportunities.
Danish health care and enzymes company Novo Nordisk was a pioneer. Opening itself up
to external challenges by environmentalists, regulators and others led to new commitments
and outcomes, and also new products and services. Their commitment to powering all its
global productions with 100% renewable energy by 2020 reduced emissions by nearly 60%
between 2004 to 2017 (Notdisk, 2018) and their transparency helped create a new

environment ripe for blue ocean strategies into unfamiliar markets.

Others developed new marketing strategies focused on fulfilling future environmental needs
(Jones, Hill, & Comfort, 2008) — transforming sustainability in to an approach to maintain
and earn consumer loyalty. Innovative early movers either successfully utilised regulations
and requirements to command price premiums for green products and open new market
segments or spotted these market developments eatlier, providing a first-mover advantage.
Examples include Patagonia that created strategic presence and communication that
substantially assisted the organisation’s market positioning. Most will be familiar with
Toyota’s first-mover Prius vehicle, which sold more than 230,000 cars in 2015 amounting

to roughly US$4.5 Billion of revenue. In 2012, Triodos Bank of the Netherlands had EURES
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Billion of assets under management, much of it provided by retail investors committed to
the Bank’s core missions given of lending to organisations deemed to be making a positive

impact for the planet, people or culture (Triodos, 2018).

Research undertaken by McKinsey illustrate that significant corporate attention is often
applied across all three strategic domains — in an increasingly integrated way: reducing waste
from operations leads to new ways to consider and manage the product and service portfolio
to capture trends in sustainability, and creates opportunities to leverage sustainability of
existing products to reach new customers or markets. Their research echoes much of the
contemporary business case that offers additional benefits from sustainability
considerations: improving employee retention and/or motivation and achieving higher
prices or greater market share from sustainable products (2011). The responses from

McKinsey research is captured below in Figure 5.

% of respondents! Suslainahilly leaders, n = 203
W Al ather respandents, n = 2,663

Value=creation Company is currently Company is more effective
levers taking action than competitors
Growth Gommitting R&D resources to 62 BO
sustainable products - 28 _ 53
Leveraging sustainability of 58 78
existing products to reach new aF = _ =
customers or markets -5 o7
Managing pertfolic to capture 70 85
trends in sustainability T - I 50
Return on Achieving higher prices a2 70
capital or market share because of - I s
sustainable products
Improving employee retention 44 70
and/or motivation related to 2
sustainability activities . o I 44
Managing impact of products 66 67
throughout the value chain N I
Reducing emissions from 73 72
operations I 0 I 3
Reducing energy use 76 74
i operaiions I —
Reducing waste from operations 7 68
¢ I 0 I
: " 58 73
Reducing water use in operations I e I
Risk Managing corporate reputation 77 80
management  for sustainability I o I 5:
Mitigating operational risk related 44 69
to climate change | BE .
Responding to regulatory 64 68
constraints or opportunities | I i

Figure 5. Respondents Leveraging Sustainable Business Activities for Value-Creation
(Bonini & Gorner, 2011)

Does the business case stack up?

There is now an expanse of literature examining the connections between EMS adoption,
TQM improvement and cost efficiency improvements (Pullman, Maloni, & Carter, 2009).

The research on economic profit is less straight forward. A comprehensive meta-analysis of
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31 journal articles published 2000 — 2011 with 77 independent effect sizes, accounting for a
total sample size of 15,160, revealed a significant positive association between
environmentally sustainable practices and market-based and operational-based performance

(Golicic & Smith, 2013).

The win-win situation of sustainability adoption and corporate financial performance may
be preventing a more honest conversation about the trade-offs and it could thus have far-
reaching implications for understanding what corporate sustainability is (Margolis & Walsh,
2003; Orlitzky, Schmidt, & Rynes, 2003; Pogutz, Micale, & Winn, 2011). The win-win
paradigm may exist under certain conditions but the underlying assumption it is built on that
corporate contributions to sustainable development are achieved only at the intersection of
the three principles of environmental integrity, social equity and economic prosperity may

be rather simplistic (Bansal, 2005).

Challenges to Sustainability

The business case is frequently challenged as being partial — what if sustainability doesn’t
pay? It is important to recognize that there is still a long way to go. Notwithstanding the
insights above — much about sustainability is still contested and subject to political and
ideological challenge. Take the issue of climate change — and if you’ve been following
political trends in Australia over the last decade you will know that a national response to
climate change has ended the political careers of four Prime Ministers —and despite a decade

of this instability still shows no sign of being resolved.

Internal obstacles to sustainability also abound, and include: poor organizational structure,
perceived and actual costs, and lack of training and knowledge (Dyllick, 2015). A pootly-
governed management system which is not committed to the EMS programs and ISO
standards and regulations often leads to poor commitment, can cause demotivated and
cynical staff, and reduced efficiency and performance (or at the very least lost opportunities).
Some still perceive that the costs outweigh the benefits, and moral or business case
arguments lack legitimacy, and regulations ought to be fought (Appolloni et al., 2014). Past
studies have revealed that integrating sustainability into the production and supply chain is

extraordinarily expensive for small and medium-sized companies (Dyllick, 2015).
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Of particular concern for us today — and our challenge as academics and in industry — relates
to a lack of sufficient knowledge and training among employees. This is an important
challenge — not only does a lack of training and knowledge hinder innovation and an ability
to realise strategic outcomes, it also at a very practical level, denies an organization well-
equipped green specialists. For a sustainable production and supply chain it is imperative to
have adequate and qualified green specialists that will assist the organization in enhancing its

initiatives (Dyllick, 2015).

2011 research from McKinsey and Company demonstrate leadership, cultural, strategy
involvement, operational and motivational barriers prevent companies from adopting more
sustainable practices (Figure 6). This includes poor alignment of KPIs, low accountability,
lack of structure and accountability amalgamation, insufficient data, leadership tone and

isolation of the sustainability team from the core of the organisation.
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Figure 6. Barriers that prevent companies from capturing potential value from
substantiality initiatives (Bonini & Gorner, 2011).

External barriers to sustainability include the touched-on above political instability — and
how that discourages companies from investing in sustainability projects. There is also much

challenge over the legitimacy and effectiveness of government regulation. As illustrated
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above, regulation is not always effective as the best way to drive or incentivize sustainability
behavior. Dyllick (2015), explains that environmental regulations may interfere with
innovation and creativity by demanding specific techniques to be applied. Moreover, some
government regulations create barriers when they do not encourage a sustainable

environment for green practices (Dyllick, 2015).

Market benefits can be hindered by a consumer's lack of awareness of sustainable green
practices.

Thiell, Zuluaga, Montanez and Hoof (2011) offer the following summary of political and
legal systems, social factors, capital market, labour market, infrastructure & resource and

logistics systems that can hinder or slow market implementation of environmental. SeeTable

1.

Dimension

Characteristics

Likely Impact on the Implementation of Green
Logistics Systems

Political & Legal
System

« Government’s lack of maturity; planning horizon
often limited by legislative period

« InefTicient controlling systems

« Low regulation

* Lobbyism and Corruption

« Incentives to introduce green logistics practices are
low

* Lack of environmental legislation as driver for
green logistics

* Lack of long-term sustainability plans

Social System

« Poverty and inequality

« State of underdevelopment of rural areas
« Low investment into education and health
« High power distance culture

« Lack of collaboration

« Lack of environmental awarencss as driver for

green logistics

* Consumer behavior in many customer segments

focused on low product prices; limited options for
to shift i cost on

* Top management avoid participative decision

making

* Focus on dedicated instcad of shared resources

Capital Markets

« High inflation rates
« High interest rates

« No tendency towards investment
« Tendency towards materials, sub-product, and
product inventories

Labor Markets

* Low labor costs
« High costs of training

» Limited tendency to increase labor productivity by
implementing technologies
« Limited training within companics

Infrastructure &
Resources

= High cost of technology
« High maintenance costs

« Low public and private investments in public infra-

structure (c.g. technology and transport systcms)

* Limited funds for impl ion of technologi

* Limited preventive maintenance

* Underdeveloped transport systems (focus on trucks)
and information systems

Logistics System

* Low logistics performance indexes (c.g. qualifica-
tion gaps, tracking and tracing)

« High cost of transportation and warchousing

« Less use of third party logistics service providers

« Lack of modern and integrative logistics concepts
* Lack of standardization
* Short-term cost-minimization dominating

Table 1. Emerging Market Characteristics and their likely impact on the
Implementation of Green Logistics Systems (Theill, Zuluaga, Montanez, & Hoof, 2011,
p. 345).

Examples of Market-Leading Sustainability in Developing Countries

Most insight we have about the opportunities present from sustainability — and the
innovation and activities undertake — come from the more developed economies. It is
important to recognize that these economies don’t have all the answers — and the particular

mix of regulatory, institutional and business drivers can differ. We have much to learn from

developing countries.
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These examples offer considerable hope, open up new opportunities for addressing
challenges across the board, and also provide learnings from contexts in which a different

trajectory has unfolded. I hope this will stimulate our discussions today.

The Zhangzidao Fishery Group of Dalian, China created a balanced ecosystem in which several
species of sea life are cultivated together which reduces the total amount of fish food needed,
avoids depleting sea beds and has lowered costs and increased yields dramatically (Haanaes,
Michael, Jurgens, & Rangan, 2013). Referred to as integrated multitrophic aquaculture
(IMTA), this approach focuses on efficiency of the system as a whole and not decreasing
costs in silos. Some species provide food for the others, so fewer have to be fed from
external sources. In this way Zhangzidao reduces waste by converting fish by-products into
harvestable crops. With savings from low-tech conservation efforts, the company has
funded investments in cutting-edge technology for artificial reefs that foster marine life, for
seaweed propagation, and for seafloor algae farms. By focusing on increasing profitability
per unit of cultivation, rather than species cultivated, Zhangzidao saw sustained compound
annual growth of 40% from 2010 to 2015 in an industry where the average is 13%, as well

as EBITDA margins of 31%.

Many large western organisations often try to mitigate environmental damage from their
operations through costly retrofits or by underwriting the development of breakthrough
technologies but companies have yielded benefits from starting small. Florida Ice &> Farm, a
beverage bottler in Sane Jose, Costa Rica met their goal of becoming water-neutral in only
four years, by simply attending to water leaks quickly. This led to revenues of US$571 Million
in 2010, a compound annual growth rate of 25% from 2006 to 2010 and EBITDA margins
of 30% in the same period. Through similar attention to detail, Manila Water Company of
the Philippines focused on water lost to leaks or illegal taps of its pipes, amounting to the
company recovering an amount of water from 1997 to 2010 equal to the supply of a

medium-sized dam which would have cost US$750 Million to build.

Shree Cement, a producer of cement and electricity in Bearwear, India has reaped cost savings
from low risk, high return efforts to conserve electricity and improve production efficiency
through in-house engineering and investment in innovative business models from the cost

savings it benefited from. In 1985, it’s diesel-generating plant was required to protect itself
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from common electricity supply disruptions. Through a focus on decreasing the amount of
electricity needed, Shree’s engineers turned their attention to kiln-use reduction. In
consuming large quantities of coal to generate high temperatures, the kilns produced clinker,
which was cooled and mixed with a few stabilising ingredients to make cement. By replacing
some of the clinker with waste coal and fly ash recycled from the kilns’ operation, Shree’s
engineers created a new suitable cement for certain applications whilst saving energy. Later,
Shree could afford to invest in sophisticated technology, such as equipment to recycle kiln-
produced hot exhaust to power a separate electrical plant. Given its superior efficiency to
local municipal power plant, a large, coal-fired plant was built whose production more than
covered Shree’s growing operations and the company sells its excess electricity to the open

market, generating competitively low local energy prices.

Concluding Thoughts

It needs to be acknowledged that despite a sense of win-win being possible, we need to think
critically about the bigger picture. Caution expressed 40 years ago that dire consequences to
the natural environment will eventuate if world economic growth did not slow need to be
recognized and taken seriously (Meadows, Meadows, Randers, Behrens, & William, 1972).
We need to acknowledge population pressures and the associated resources. We need to
take seriously the carrying capacity of the earth. The challenge going forward is simple: there
are limits to growth and we must live within our means. Natural resources are non-renewable
and if business as usual continues into the future the limits to growth will feel imminent with
a very rapid and uncontrollable decline in both population and industrial capacity. Given

ecological strain, economic organisation would require drastic restructuring.

How do we address these challenges?

Hahn, Figge, Pinkse and Preuss illustrate the limits to boundless economic growth by
highlighting levels and dimensions of corporate trade-offs required in the pursuit of
sustainability (2010). The trade-offs are individual - referring to individual decision-makers
within companies; organisational - referring to conflicts between different sustainability
aspects with regard to the role and impact of companies as single organisations; industry -
conflicting sustainability issues within industries as organisational fields; and societal -

conflicts concerning the contribution of companies to a more sustainable society at large.
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Figure 7 below represents these likely trade-offs firms must face when adopting sustainability

praCUCCS.
Outcome dimension | Temporal dimension | Process dimension
Trade-offs between | Trade-offs between | Trade-offs between a
different economic, intra- and ! more resilient and a
environmental and ! intergenerational ! more efficient
Societal level social outcomes atthe | aspects of sustainable | economic system
societal level 1 development 1
f——=——""""" Trade-offs between societal and 'i
! industry levels ]
—.—
Trade-offs between | Trade-offs between |  Trade-offs within
different economic, E present and future | structural and
environmental and | industry structures and | technological change
Industry level . | |
social outcomes at the | activity with regard to processes for
industry level 1 sustainable 1 sustainable
! development ! development
b ———
f———"""""" Tradeoffs between industry and m—————
T— organisational levels
1 —_—
Trade-offs between | Trade-offs between | Trade-offs between
different economic, | short-term and long- | different strategies
Organisational level environmental and i term sustainability : and governance modes
social organisational ! orientation and effects ! for corporate
outcomes | of corporate activity | sustainability
| i
| —————""" Trade-offs between organisational ———————|
— and individual levels ——
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Trade-offs between : Trade-offs between E Trade-offs between in
individual interests andi short-term and long- E the perceptions of
Individual level preferences of | term preferences and | different actors
different actors | interests of different | regarding corporate
regarding economic, | actors ; sustainability
envirenmental and
social outcomes ¢ :

Figure 7. Analytical framework for trade-offs in corporate sustainability (Hahn et al.,
2010, p. 223).

We must also remember that sustainability is not a luxury — it is not a product feature to
have only when it is fashionable. It is not simply a form of strategic differentiation for
business. It is a practical, technical, philosophical and moral imperative. It is a challenge to

our humanity first — and an economic and business challenge second.

This conference is important. There are many opportunities to be had from growing green
— but we need to conscious and thoughtful. I hope my analysis has demonstrated that while
we currently have a business case which is accepted by business — and provides levers for
driving activity — it has limits. Where do we go when it doesn’t pay? What options do we
have when there isn’t a win-win? Is our evolutionary pace acceptable? As I have illustrated
above multiple actors interacting in multiple ways and in multiple places bring about change.
We do and I thank you for being here to take part in a small part of the conversation we

must have.
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Abstract

This study investigates the relationship between environmental management practices (EMPs) on financial performance
(FP) using the dataset from 30 rubber manufacturing organizations by building panel models for the sample during the
period of 2012-2016. The study has considered the three different EMPs of energy reduction (amount of furnace oil use
per day), waste (amount of waste water generate), and recycle (amount of recycle waste water) in capturing the effect of
EMPs on FP. In addition, to elucidate how financial performance is dealing with EMPs, the study used return on assets
(ROA) as a determinant of financial performance. It is more difficult to identify the general relationship between EMPs
and FP of firms due to its heterogeneity during growth of firms’.The estimation results suggested that the furnace oil
consumption and recycling of waste water had significant positive driving forces on FP. However waste water treatment
has no significant impact on FP. Therefore, it is critical to investigate the relationship between FP and EMPs which is yet
to be resolved in order to build up a scope for companies to implement better environmental practices in the organizations.

Keywords:Environmental management practices, financial performances, Sri Lankan rubber industry, panel data, furnace
oil, recycling, waste treatment

1. INTRODUCTION

Today’s organizations are experiencing a very high level of pressure due to travails of competition
generated from globalization, technological changes and many other forces in the environment.
Agan, Acar and Borodin (2013) stressed that climate change and environmental pollution are
universal challenges for the society and it will remain as hot topic of discussion at global level,
due the reason that, climate scientists’ gloomy prognostication that it emitted an amount of CO2
enough for centuries to come. Montabon, Sroufe and Narasimhan (2007) stressed that the
contradiction between EMPs and FP has been a great interest in the research literature, whether or
not EMPs improve the FP. Rondinelli and Vastag (1996) claimed that, firms are reacting to an
‘increasingly difficult regulatory environment or responding to market pressure in adapting EMPs
and the responses of firms to exogenous pressures have led to EMPs that impact profitability” (p.

998). Montabon, Sroufe and Narasimhan (2007) elaborated on efficient utilization of resources
2
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that may improve the corporate image through proactive environmental approach or anticipatory
activities. A growing debate on how EMPs affect the FP of an organization is still contradictory
ranging from positive to negative or statistically insignificant. A key question is still open for
researchers to identify the relationship between both factors under the present circumstances.
However, knowledge of the topic is still limited or scanty and has not got cumulated enough to
allow a unified theory to emerge. To some extent, results are isolated and conflicting the findings
are even positive, negative, mixed or no result. Klassen and Whybark (1999) discussed
environmental performance as a matter of output in environmental management, which refers to
the firm’s activities and products on the natural environment. Burritt (2004) stressed that by
adopting environmental protection measures it can have an effect to reduce costs and further
Schaltegger and Wagner (2006a) stressed that eco efficiency is an improvement in the relationship
between economic performance and environmental impacts. Firms get adapted to environmental
management practices owing to stakeholder pressure, institutional pressure or by potential

performance outcomes and under these circumstances it is still an open question for researchers.

Lawrence and Morell (1995) discussed about the findings of surveys in relation to the question at
issue on firms, What motivated them to adopt environmental practices? For example, Lawrence
and Morell (1995) found that environmentally proactive organizations motivated by regulations,
reducing costs, avoiding being targeted by environmental non-governmental organizations, and
critical events. Delmas (2003) mentioned that how these plants or workshops or factory pressure
perceived that it depends upon plant- and parent company-specific factors, including their track
record of environmental performance, the competitive position of the parent company and the
organizational structure of the plant. Firms are adapting to environmental management practices
to respond these institutional and stakeholder pressure by adopting different sets of environmental
management practices. Institutional theory places particular emphasis on the legitimation process
and tendency for institutionalized organizational structures and procedures to be taken for granted,
regardless of their efficiency implications (Hoffman and Ventresca, 2002). DiMaggio and Powell
(1983) argued that managerial decisions are strongly influenced by three institutional mechanisms
coercive, mimetic, and normative isomorphism that create and diffuse a common set of values,
norms, and rules to produce similar practices and structures across organizations that share a
common organizational field. Jennings and Zandbergen (1995) were amongst the first to apply
institutional theory to explain firms’ adoption of environmental management practices. They argue
that because coercive forces, primarily in the form of regulations and regulatory enforcement have

been the main impetus of environmental management practices, firms throughout each industry
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has implemented similar practices (Jennings and Zandbergen, 1995). Levy and Rothenberg (2002)

described several mechanisms by which institutionalism can encourage heterogeneity.

Colby (1991) stressed that an environmental concern was almost absent in the economic debates
in the early 1970s and focused on the competitive markets and the dominant theoretical approach
was Frontier Economics paradigm at the second stage, it was more concerns on reactive and cost
mode which was characterized through environmental protection and deep ecology, and in this
stage the main concern was compliance and regulations. Finally, the third stage was proactive and
sustainable business mode which has gone beyond the compliance and found the way to resolve
damage caused by industrial activity and the domain theoretical approach was resource
management paradigm (see Figure 1). The last stage was eco-development paradigm which was
managed to reveal the resource management’s solutions which are not sufficient enough to find
the solution through more environmentally sound measures. Amores-Salvadé (2012)emphasized
that Natural Resource-Based View (NRBV) to achieve ecologically and socially more sound
solution without renouncing the financial implication of the organization. Finally the third stage
was proactive and sustainable business mode which has gone beyond the compliance and found
the way to resolve damage caused by industrial activity and the domain theoretical approach was
resource management paradigm. The last stage was eco-development paradigm which was
managed to reveal the resource management’s solutions which are not sufficient enough to find

the solution through more environmentally sound measures

Figure 1: Berry and Rondinelli (1998) and Colby (1991) classification on compliance
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Climate risk is one of the major risk components that have got adversely fastened to businesses.
Physical changes in climate are expected risk in macro-circumstances which lead to extreme
whether events and gradual modification of climate, which would affect the change equilibrium of
businesses and already weather manifests itself in sensitive rubber manufacturing processes.
Manufacturing has a role to play in both climate change mitigation and adaptation.Rubber is a very
essential agricultural commodity in the economy of the country. The Central Bank Report (2014)
highlighted that the foreign exchange earnings from rubber were Rupees 6 billion in 2014. At
present, the country ranks among the world's top ten largest producers and the seventh largest
exporter in natural rubber. Unpredictable weather conditions and irregular seasonal changes
created due to physical changes in climate will adversely trigger off on irregular yield in raw rubber
extraction. Rubber sector organizations are susceptible to weather sensitivity in the raw material
stage. The carbon intensity risk is associated with the modification of the equilibrium of business,
caused by reduction of raw rubber harvest and the price fluctuation of commaodities in the market
(Figure 2).The changes in weather patterns lately have had detrimental effect on rubber output
such as uncertainty of supply and demand, black market price, price fluctuations due to surpluses
and radical price variation in the process of raw material intake and risk in stocks. Excessive rain
diminishes the tapping sequence, resulting in a short supply situation of latex causing an increase
in rubber prices locally and also it compels manufacturers to resort to adhoc import of natural
rubber. Generally, the export prices are decided well in advance and such deviations in raw

material prices will result in loss of profits or even losses.

Figure 2: World rubber prices — 2010 November to 2016 August (yen)
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Rubber manufacturing process is heavily dependent on heating which is the main cause of climate
change due to emissions. The insufficient hydroelectric power and low rainfall in relevance to
weather changes what we are experiencing in the meantime will drive industries into the use of
burning furnace oil. Burning fossil fuel is a governing factor in increasing emissions.
Environmental pollution through the use of water in the industry is yet another major concern.
Environmental authorities have given organizations very strict norms to follow and are much more
vigilant as this issue has caused much uproar in the recent past in the society.Gunathilaka and
Gunawardana (2015) found that a double in the emission of conventional rubber product compared
to organic product while operating other process parameters under same conditions.The other
danger associated with rubber cultivation highlighted by Houghton and Hackler (1999) attributing
the reason of deforestation and burning of natural forest to convert land to rubber has reduced

carbon stocks above- and below-ground by increasing the rate of carbon emissions.

1.1 Significance of the study

Rubber processing is categorised as one of the major polluting industries according to the
published records by Central Environmental Authority (CEA) of Sri Lanka (Ranaweera, 1991 as
cited in Edirisinghe, 2013). Edirisinghe (2013) stated that 40-50 litres of effluent are discharged
on the average of one kilogram of rubber production. Further due to total production of 114, 700
metric tonnes in 2006 it recorded that 4.5 to 5.7 billion litres of effluent has been produced and
discharged to the environment. There are three main grades of natural rubber produced such as
ribbed smoked sheets (RSS), crepe rubber and centrifuge latex, effluent generate by such
production processes contains 30-40 per cent of rubber and 60-70 per cent serum substances
(Edirisinghe, 2013).

Table 1: Types of Energy use in Rubber Product Manufacturing

Industry Division Rubber Products (more than 25 Rubber & Plastic (less than
persons engaged factory) 25 persons engaged factory)

Fuel & Electricity Total (Rs.) 4,813,983,284 353,138,433

Electricity (Rs.) 2,614,359,207 260,424,778

Furnace (Rs.) 896,085,259 15,619,075

Diesel (Rs.) 314,977,700 24,944,532

Kerosene (Rs.) 52,972,080 737,867
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Petrol (Rs.) 47,850,814 4,534,100
L.P.G. (Rs.) 20,530,227 37,888,271
Charcoal (Rs.) 208,096,259 14,600
Firewood (Rs.) 452,702,089 3,661,274
Water (Rs.) 190,168,153 3,536,752
Other fuel (Rs.) 16,241,497 1,777,183

Source: Annual industry survey 2011adapted by Dayaratne et al., (2015)

Rubber serum substances contain amino acids, carbohydrates and lactic acid with substances
required for plant growth and some chemicals such as sodium sulphite, ammonia or formalin,
formic acid, acetic acid, oxalic acid, sodium bisulphite, metabisulphite and xylyl mercaptan which
are added in the processing of centrifuging. The most adverse effect could be created due to
influents is pollution of groundwater and effluents cannot be used for other purposes (Kudaligama
et al. 2004 as cited in Edirisinghe, 2013). Heavy usages of energy have been depicted in the above
sub-sections (see Table 1) is another contrasting factor in industry to contribute more into energy
consumption. Another concerning point is solid and liquid waste generated from manufacturing
operations. Thus, it is worthwhile investigating into the real reasons for environmental transition
from both the environmental management and the environmental performance in the rubber

industry.

On the other hand one of the main targets of corrective action for climate change is to grow more
rubber trees and in that context the drive to grow more rubber trees which is now categorized under
secondary “forest cover” would certainly have better financial implications on the whole for the
industry. Houghton and Hackler (1999) stress that burning of natural forest to convert land to
rubber and Malhi et al. (2008) discuss that change in biomass carbon stocks. According to Central
bank (2015) reports and department of cancers and statistics recorded that declined growth of
rubber cultivation in last few year periods as recorded in total extent in 134 000 hectares in 2014
and 2015 it was 135 000 hectares, shown slight inclination 2014 to 2015, 0.7% growth compared
to 2013/2014. The adverse weather conditions caused by climate change also results in
caterestropic landslides. Growing of more rubber trees is considered a feasible solution that helps
to reduce climate risks whilst helping to reduce atmospheric carbon. This can be viewed as leaving
a good financial implication as more rubber means better prices and also less interruption to

manufacturing.
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1.2. Literature Review

The most interested part highlighted by Rabinowitz (2010) was ‘like those of the other institutional
analysts, it is admirably effective in shedding light on the dynamics governing the interface
between the local groups and their immediate common, (p.108). Bierbaum (2008) explained in her
Polycentric approach for coping with climate change research paper that adaptation to climate
change is lagging ‘which mean that’ not making progress in understanding vulnerability to climate
change and its potential impacts on humans, conducting risk analysis, or understanding what
stakeholders want from science to aid decision making’ (p. 2 as cited Ostrom 2015). The
conventional theory of collective action is required as a support from a behavioural theory of
human action, affecting the level of thrust and reciprocity of those who are involved into analysis
of individual involvement in natural resource at different levels (Ostrom, 2009). Ostrom
emphasized that in the future, many of the pressing problems faced are more on a global scale
posing difficulty in establishing an effective governance arrangement in global base than on local
scale while ignoring the protection of common heritage. Ostrom (2008) discussed in the Challenge
of Common-Pool Resources in the magazine of ‘Environment Science and Policy for Sustainable
development ‘and the tragedy with the human being the failure to halt the massive overfishing of
oceans, major deforestation and excessive emission of carbon dioxide to the atmosphere from
works and many activities. Rabinowitz (2010) discussed the lack of social context of the climate
change crisis and how modernization going on prevailed upon humanity, and depredating the
natural rendering of human vulnerability. Ostrom (2010) explained that solving global climate
change problem is not by acting alone, if one country will solve that problem it will be a lack of
the wealthier countries to reduce risk in climate change. ‘The complex and dynamic nature of
environmental problems require flexible and transparent decision-making that embraces a diversity
of knowledge and values. For this reason Daxis, Green and Reed (2009) suggested stakeholder
participation in environmental decision-making which has been increasingly sought and embedded

into national and international policy.

1. 3. Hypotheses and Their Correspondence to Research Design

DiMaggio and Powell (1991) argued that managerial decisions are strongly influenced by three
institutional mechanisms-coercive, mimetic, and normative isomorphism that create and diffuse a
common set of values, norms, and rules to produce similar practices and structures across
organizations that share a common organizational field. Proliferation of the ‘best of” rankings has
created incentives to rank high in order to enhance corporate reputation.Meyer and Rowan (1977)

8
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defined isomorphism as ‘organizations are driven to incorporate the practices and procedures
defined by prevailing rationalized concepts of organizational work and institutionalized
Organizations that do so increase their legitimacy and their survival prospects, independent of the
immediate efficacy of the acquired practices and procedures’. The inclination towards
homogeneity is called ‘isomorphism’ (Powell, 1991).The term Mimetic represents the pressures
arising from the perspective to reduce uncertainty (Davidsson et al., 2006). These pressures show
the mechanism by which the cultural pillar influences its power (Mignerat and Rivard, 2005). Levy
and Rothenberg (2002) described several mechanisms by which institutionalism can encourage
heterogeneity. First, they argued that institutional forces are transformed as they permeate
organizational boundaries because they are filtered and interpreted by managers according to
firms’ organizational unique history and culture. For example, ‘a firm’s history with environmental
technology influenced the degree to which future technological options were viewed as an
opportunity or a threat’ (Levy and Rothenberg, 2002). Second, they describe how an institutional
field may contain conflicting institutional pressures that require prioritization by managers. Third,
they describe how multinational and diversified organizations operate within several institutional
fields both at the societal and organizational levels which expose them to different sets of

institutionalized practices and norms.

Environmental management affects both the structural and the infrastructural components that
means the product and the process technology and underlying management systems. Operations
strategy is defined as the ‘pattern of structural (plant and equipment) and infrastructural choices
(production planning, performance measurement, and product design) that guide decisions in the
operations to support overall firm objectives’ (Hayes and Wheelwright 1984). Further, they
described that Product technology involving the use of recycled raw materials or post-consumer
recycling and process technology incorporate more efficient production systems, ‘end-of- pipe’
control technology and preventative barriers. Further, Environmental Management System (EMS)
comprehends worker training and environmental audits and process discharge. Jorgensen (2000)
defined Environmental Management System as a mode of providing a systematic approach to
manage the environment, if giving at the top priority it reflects the company vision, mission, policy,
strategies, and actions (Cited by Aggarwal, 2013). In 1992, the first EMS standard was applied in
the UK. In 1996, the first EMS standard on the international scale, known as the 1SO 14001 was
introduced and further reviewed it in 2004 (Sakr et al., 2010 cited by Aggarwal, 2013). This
certificate mandated five requirements such as Environmental policy, Planning, Implementation,
Checking, and Management review (ISO, 2004). Aggarwal mentioned that environmental

management is a holistic approach resolving the environmental issues companies face. Agan
9
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defined it as ‘operating in a socially responsible, sustainable, and profitable way’ (Aggarwal, 2013,
p. 25). Furthermore, Jorgensen (2000) defines “Environmental Management System as providing
a systematic approach to manage the environmental protection of the company’ (as cited

Aggarwal, 2013, p.25).
According to Sharma and Vredenburg (1998) and Correa et al. (2008) they discussed that SMEs

perform both proactive as well as reactive environmental management practices towards
elimination of environmental pollutants or waste (as cited Aggarwal, 2013). Further, they
mentioned in the same paper that such activities from waste treatment to developing sophisticated
environmental management practices (Aggarwal, 2013). Aggarwal (2013) clarified that in the past
literature, these activities were labeled as actions, performance, behaviors, applications, practices
or system. In this study researcher categorized and ladled the term ‘practices’. The practices
discussed in this paper are waste treatment, recycling, and energy consumption (furnace oil
reduction). In environmental practices reduction is referred to as conservation of energy, water,
and raw materials (Aggarwal, 2013). Aggarwal (2013) mentioned that disposal of waste without
any treatment for land filling and fresh marine water or air is merely bad environmental
management practices that pollute the environment. Qian et al. (2011) mentioned that dumping
practices are not sensible product, it could create serious issues such as ground water
contamination, leakage of toxins, air pollution, and unintentional effect on the flora and the fauna
(as cited in Aggarwal 2013). Recycling is defined as ‘the reuse of materials from returned products
without conserving the product identity’ (Kapetanopoulou and Tagaras, 2011, as cited Agan, Acar
and Borodin, 2013). Internal recycling of new raw material, scrap and water for usable material
has directly affected financial performance. Agan, Acar and Borodin (2013) explained internal
recycling as practices of collecting and reprocessing of material by using recycled raw materials.
Fresner (1998) stressed that recycling as one of cleanerproduction mechanisms (as cited in Agan,

Acar and Borodin, 2013). Therefore, researcher proposes:

e H1: Fossil fuel consumption has a significant impact on financial performance in rubber
industry

e H2: Waste water treatment has not a significant impact on financial performance in rubber
companies.

o H3: A rubber industry’s internal recycling has a significant impact on financial

performance.

10
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2. Method

This section introduces he methodological slant for the empirical analysis which tests to use the
hypothesis of the research work and the quantum of the data, the research work study data
properties from econometric perspectives, with the help of descriptive statistics and unit root test,

this will help us applying multivariate regression analysis (fixed and random effects) panel models.

2.1 Data and data collection techniques

Four variables used are Furnace oil consumption, waste treatment and recycling of raw material.
Secondary data was taken from the 30 rubber manufacturing organization from the time period
2012-2016, in Sri Lanka. Present study which placed financial performance a dependent variable
while furnace oil consumption, waste water treatment and recycling of raw material as independent

variables.

2.2 Instrument and measures
2.2.1 Independent variables (EMPs)

Quantitative measures of EMPs and financial performance are well matched for the study to
measure relationship between environmental and financial performance. Quantitative measures of
both EMPs and FP data are derived from secondary sources of data bases. Previous research has
measured the environmental management practices of a firm as the firm may manage their wastes
in a number of ways. King and Lenox (2001) have generated two measures waste generation and
Onsite Treatment. Gonzalez-Benito and Gonzélez-Benito (2005) constructed a comprehensive
review of environmental analysis based on environmental management practices into three
categories. According to previous literature there were three—fold of environmental management
practices in operations, such as operation functions related practices, planning and organizational
practices and communicational practices. Operational practices are related to operations and the
production systems, which classified as two categories: product-related practices and process
related practices. The extent to which the company has defined an environmental policy was
denoted by the Planning and Organizational Practices and communicational practices aimed at
communicating of actions favour to the natural environmentThis study uses the onsite treatment
as one of the independent variable. King and Lenox (2001) defined onsite treatment as ‘ the degree
to which waste is treated onsite as opposed to being released into the environment or transform for
third party processing’(p.247). This study used the amount of treated water (cubic meters) per day

to generate onsite treatment of waste variable.

11
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2.2.2 Dependent variable: Financial Performance (ROA)

Operating Performance is the performance of a company based on the profit recorded in the
financial statements. It is measured by return on equity (ROE) and return on assets (ROA). ROE
and ROA indicate how efficient the company generates profits or earnings based on shareholders’
equity and company’s total assets respectively. Market Valuation is the performance of the
company based on its market value in the capital market, The Market valuation of the firm is
commonly measured by Tobin’s Q and market-to-book (MTB) ratio. For instance, Tobin’s Q is
popular amongst researchers such as Bhagat and Bolton (2008). This ratio measures company’s
assets in relation to the market value. A ratio less than 1 indicates it costs more to replace firm

assets as compared to how much it is worth.

2.2.3 Control variable

This variable needs to be held constant during the process to test the relative impact of independent
variables. Based on the resource dependence theory (Pfeffer and Salancik 1978), larger firms have
more access to capital and more resources to add competency, skills and knowledge to its human
capital. Moreover, this factor may contribute to the better performance of the company due to its
size advantage. In addition, based on the political cost theory, larger firms also face greater public
scrutiny. Due to this, they disclose more information in order to reduce agency costs and avoid
being targeted by the regulator for regulatory non- compliance (Watson, Shrives and Marston,
2002). Thus, large companies practice good governance not only for performance but also for other

motives.

2.3 Research design

Researcher selects to conduct panel data to examine the driving effect of EMPs on FP. Prior studies
employed event study, multivariate statistical techniques, structural equation techniques and other
statistical techniques based on perception measures of respondents. Environmental measures
should be better to consider in long period through different cross sections (time series cross
sectional data). Therefore, researcher adapted the panel regression method to evaluate the impact
of EMPs on FP from 30 rubber manufacturing companies from 2012 to 2016. Researcher decided
to employ two different panel estimation methods: fixed effects (FE) and the random effects (RE)

model.
12
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2.3.1Econometric specifications

The analysis of the empirical relationship of environmental and financial performance of
organizations involves an estimation procedure based on panel data evaluation. Given the nature
of the research work and the quantum of the data, the research work study data properties from
econometric perspectives, with the help of descriptive statistics and unit root test, This will help
us applying a random effect panel data model and a fixed effects panel data model is used. The
theory of internalization of externality framework is adopted for this study. The model is derived
in the traditional manner from the production function; the performance of a company is expressed
as a function of environmental management practices such as furnace oil consumption, waste water
treatment and waste water recycle. Consequently the Random effect model for specifying financial

performance (ROA) is expressed as follows:

Vit = BoF BXit e veeeevee e e T 41+ Eit

y it = o + B1Sizeit + B2 Furnace oil + R3Waste treatment + Rsrecycle+ yj + &it

The quation of the model are grouped into two, equation one and equation two, equation one of the
models signify that the data is non-stationary meaning it cannot be co-integrated, to convert the
data to stationary, equation two was formed with log on each variable which show that the model

is converted to first deference and the data has now become stationary.
Ay it = Bo+ B4 sizeit+ B2 A furnace-oil + 334 waste-treatment + R4 Arecycling + uj + &it
A-First difference

Where 1 denote the firm (i=1....... n units under observation); j shows the industry: and t
(=1, t time period of data collected) is the time period. [ is the industry related fixed
effects; ¢ is the standard error term. Where yit denotes the observation of the dependent variable
(financial performance is return on sales -ROA) of a firm I in a period of t, ROS reflect market
valuation by consumers and trading bodies (Iwata and Okada, 2011). Xj: represents the set of time-
variant independent variables (repressors), and y; is the time —invariant explanatory variables.
Then the explanatory variable, size represents the firm size, and as the proxies for environmental
management practices, researcher takes furnace oil consumption, waste treatment and recycling,
respectively. 4 y it is the 4 of financial performance (ROA); 4 (furnace-oil) is the 4 of furnace oil
consumption; 4 (waste treatment) is the A of waste water treatment and 4 recycle is logarithm of
recycle of material. Johnston and DiNardo (1997) emphasizes two reasons do not ignore panel

structure of data, first due to the pooled model yields estimates by consistent estimates of
13
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regression. In analysis, two models random and fixed effects were used, where fixed effects model
have the same issue of correlated time-invariant effects in repressors, but it does not appears in
random effect model. For the specification of random effects panel data model is as fallows,
Cit = & + it

Where 1jit is composed of the disturbance &i reflecting left-out variables that are remaining broadly
over each firm over the time period and idiosyncratic error (considered as time-persistence). The
main assumption in fixed effects model is individual effect &i is correlated with time-variant
independent variables Xit. In here &i is a constant or dummy variable for each unit in analysis.
Kohler and Kreuter (2001) and Johnston and DiNardo (1996) stressed that constant of each
observation of one specific firm. The estimation method for random effects regression individual
effect. In this model &i is assumed to be time-variant independent variables (Johnston and DiNardo,
1996). To finalize which model is the appropriate Wu Hausman test will decide it (StataCorp,
1997).

3. RESULTS

3.1 The correlation matrix

In the econometric analysis, researcher built up a panel data based on 30 rubber manufacturing

companies in Sri Lanka from 2012 to 2016.

Table 2: Descriptive statistics of variables

Mean Median Standard ROS FOIL WASTE RECY SIZE
deviation

ROA 31.21273 31.50000 9.116657 1.0000

FOIL 2636.647 2800.000 1211.456 0.466247* 1.0000
WAST 274.9600 120.0000 391.5977 - 0.018896 -0.261320* 1.0000

E
RECY 8.740000 4500000 10.67986 0.049943 0.018896 0.012535 1.0000
SIZE 6.143933 5.000000 4.876484 0.150624* 0.012602 -0.116083* 0.193792* 1.0000

Source: Author’s own elaboration

Table 2 shows the mean, standard deviation and correlation coefficients between the dependent,

independent, and control variables along with correlation matrix. Table 1 depicts the correlation

14
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between FOIL and ROA is positive, providing evidence to justify H1. The correlation between
WASTE and ROA is negative and the correlation between RECY and ROA is positive,

providing evidence to support to H2 and H3 respectively.

3.2 Regression result

3.2.1 Stationary test (Unit root analysis)

In order to avoid spurious regressions, researcher conducted unit root test for panel data to assess
stability before estimating panel regression. There are different estimation methods for unit root
test in panel data. In this study two types are preferred, that is unit root test for the same root and
different roots. Levin et al. (2002) explained that the Levin-Lin-Chu test (LLC test) can be applied
for measuring the same root, further Pesaran et al (2003) emphasized the method of Im-Pesaran-
Shin test (IPS test) when different roots are considered. By performing unit root taking all the data
into a common platform to precede the analysis. Here the researcher intended to check whether all
the variables are in the same order of interpretation. As per literature, Levin, Lin and Chu (2002)
stressed that (HO- Panel data has unit root (assuming common unit root process; Ha- Panel data
has not unit root). Breitung (2000) also stressed that, HO- Panel data has unit root (assuming
common unit root process); Ha -Panel data has not unit root. Im, Pesaran and Shin (2003)
mentioned that, HO- Panel data has unit root (assuming individual unit root process) (Non-
stationary); Ha- Panel data has not unit root (Stationary). Fisher Type Test using ADF and PP test
implies that ((Maddala and Wu (1999) and Choi (2001)) (Assume individual unit root process, HO-
Panel data has unit root (assume individual unit root process) (Non-stationary); Ha- Panel data has
not unit root (Stationary). Different approach was suggested by Hadri (1999), HO- Panel data has
not unit root (assuming individual unit root process) (Stationary); Ha- Panel data has unit root

(Non-stationary).

Table 3: Results of unit root tests for panel data

Variable | LLC test | LLC test | IPS test | IPS test | Hadri test
probability probability (Lag 1) | probability probability (Lag | probability (Lag
(level) (level) 1) 1)

ROS 0.0000%*** 0.0000%*** 0.0115** 0.0000%*** 0.0000***

FOIL 0.0000*** 0.0003*** 0.0579* 0.0000*** 0.0000***

WASTE | 0.8745 0.0000*** 0.4761 0.0000*** 0.0000***

RCEY 0.0553 0.0007**= 0.1606 0.0001**= 0.0000***

SIZE 0.8675 0.0000%*** 0.7834 0.0000%*** 0.0000***

Source: Author’s own elaboration

*** indicates a significant level of 1%, ** indicates a significant level of 5%, * indicates a significant level of 10%
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The LLC and IPS test revealed that all of the variables were statistically significant (see Table 3)
at the 1percent level (Lag 1). Data were not stationary at level but when it as converted into first
difference then they became stationary and it means that data has not unit root in the first

difference. Therefore, researcher selected these five variables to perform panel estimation.

Definitions and descriptive statistics of five variables are presented in Table 4 respectively.
Regression results are presented in table 6. Researcher shows the result of static panel data
estimates for model in table 5. This section records the results that originated when empirically
estimating the relationship between environmental management practices and financial
performance of rubber industry in Sri Lanka based on statistical techniques and explained in
section 2 {random effect (RE) and fixed effect (FE). Hypothesis derived in section 1 of the paper
were tested based on two regressions methods ex. Table y presents the static panel data analysis
for of regression model. For each three independent variables and control variable with depended
variable, researcher analyses the fixed and random effect model. After the estimation of LSDV
and Random effect model, the researcher had to decide which model was appropriate. With the
purpose of having robust results, the researcher used Housman Test which checks the suitable

model for interpretation.

3.2.2 Empirical result and model specification

Table 4: variable definition and measurement

Key variables Measurement and definitions

ROA Return on Sales (Firm profit/total sales)

FOIL Furnace oil consumption (liters) per day

WASTE Waste water treated (cubic meters) per day

RCYCL Recycle raw material (as a % from total output) per
day

SIXE Average firm total assets (rupees million ‘00”)

The Hausman test is used to select the appropriate regression model for the analysis. According
to the table x, the Hausman test revealed that the p value is less than 0.05, so the null hypothesis

of the appropriateness of the cross-section random effect model can be rejected.
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Table 5: The impact of environmental management practices (determinant of financial performance) on financial

performance using static panel data analysis

Dependent(financial performance- Fixed Random

ROS)

Constant -13.46877(48.04649) -13.58707 (43.25268)
D(Furnace oil consumption) 162.3028*** (48.55810) 106.2565** (35.98340)
D(waste treatment) 0.133710 (0.478173) 0.245399 (0.343990)
D(recycle) 0.223063** (0.082518) 0.106706 (0.076016)
D(Size) -1.03E-06 (0.000410) 0.004549 (0.006373)
Hausman 22.760072**
R-squared 0.688178 0.102158

F-statistic 0.498078 1.390668
Breusch-Pagan test 0.0957

Prob(F-statistic) 0.098983 0.200948
Durbin-Watson stat 3.477638 3.303583

Serial correlation (Breusch -Godfry 1.310

serial correlation)

Number of observation 120 120

Note: (1) Figures in parentheses are slandered errors robust to heteroscedasticity. (ii) Hausman is the Hausman test for fixed

effects over random effects. (iii) Serial correlation is the test for first order serial correlation in fixed effects models presented by
Baltagi (1995). + p < 0.1, *p< 0.05, ** p<0.01, ***p<0.001.

D-First difference values

The model related to fixed effect and random effect, fixed effect is the best specification, since the

Wu-Hausman test is significant. Hence, the researcher decided to proceed with the Fixed Effect

Model for the analysis. Moreover, a CUSUM test was conducted to decide on the stability of the

model.The findings revealed that the financial performance (ROA) is a stable variable, since the

blue line is located between two red lines in the same test. Table 5 depicts the summary results of

the fixed effect panel least squares test and the random effect model. Since the significant value of

the F-statistic is less than 0.1 at the 10 percent level of significance, the regression model is

significant in explaining the financial performance. The adjusted R-squared value implies that 69

percent of the financial performance variation can be explained through the model.
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Table 6: Hausman Test Result: independent variables and ROA
Test Summary Chi-Sq. Statistic Chi-Sq. d.f. Prob.

Cross-section random 12.767587 1 0.0447

Cross-section random effects test comparisons:

\Variable Fixed Random \Var(Diff.) Prob.
DIV1 0.071064 0.379937 0.018500 0.0232
DIV2 -0.148812 -0.155242 0.004010 0.9191

*Significant at 5% level of significance
The Durbin—-Watson (DW) statistic is not a suitable explanation for non-correlation of errors in

panel data. Hence, it is recommended to proceed with the serial correlation LM test, since the

DW value is much higher than 2 which reflect a negative serial autocorrelation (see Table 6).

The next step of the data analysis involves the relevant diagnostics tests to check on the regression
assumptions. If there are any violations, the researcher could proceed with corrective actions to
produce a robust model. The correlations were estimated among the independent variables to check
on multicollinearity. The correlation between the variables, and there is no multicollinearity
between the variables. This confirms the high discriminant validity of the current study. A
Breusch-Godfry serial correlation test was performed to test whether there is a serial
autocorrelation (HO: There is no serial correlation in the residual, H1: There is serial correlation in
the residual). Since the p value is greater than the 0.05, the researcher could not reject null
hypothesis and the results revealed that there is no serial correlation among the residuals which is
desirable. Since the researcher considered the lagged variables, theoretically there is no room for
a serial correlation. One of the major issues arising in panel data is the problem of
heteroskedasticity. The results of the Breusch-Pagan test revealed that the p value (0.0957) is
greater than 0.05. Hence the researcher could not reject the null hypothesis, implying that the

residuals are homoscedastic (same scatter), which is desirable.

The Ramsey RESET Test for Model Specification revealed that the p value of F—statistics is higher
than 0.05, so the researcher could not reject the null hypothesis that the model has no omitted
variables. This result emphasizes that there is no significant evidence for model mis-specification.
The Fixed Effect Model summary stated in table x implied that lagged furnace oil consumption
and lagged recycling are proxy for environmental management practices and implies a significant
determinants of financial performance. According to the table 6, the coefficient value of the
Lagged Furnace oil consumption (162.3028) shows the highest positive impact on dividend yield
while waste water treatment (0.133710) and recycle of raw material (0.223063) also showing

positive relationships with the financial performance (ROA).
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3.2.3 Impact of furnace oil consumption and recycle of waste water on ROA

An important question to be answered in this section is to identify whether the significant EMPs
may have an impact on ROA. Here, the dependent variable is taken as the lagged ROA whereas
the independent is taken as the lagged furnace oil and lagged recycle. Since the independent
variables are time and cross sectional variant binary variable. It is suggested to proceed with a
sample panel least square (PLS) regression model. The probability to estimate lagged furnace oil
and lagged recycle are estimated using the fixed effects specification on panel data. Since the
independent variables X1 (lagged waste water), and X2 (lagged recycle) are in dichotomous scale,
it can have only two possible outcomes which the researcher denotes as 1 and 0. Moreover, whether
to proceed with fixed effect or random effect model is to be determined by performing the

Hausman test.

According to the table 6, the Hausman test revealed that p value is less than 0.05, so the null
hypothesis of the appropriateness of the cross-section random effect model could be rejected and

proposed to proceed with the fixed effect model.

Table 7: Impact of furnace oil consumption and recycle of waste water on ROA: Fixed effect test results

Variable Coefficient Std. Error Probability
C -27.48022 4450137 0.5385
DIV1 0.071064 0.488349 0.8846
DIV2 -0.148812 0.073346 0.0991*
R-squared 0.325010 Prob(F-statistic) 0.091585
Adjusted R- squared 0.066003 Durbin-Watson stat 2.023045

*Significant at 5% level of significant, *Significant at 10% level of significant

The significant value of the F-statistic is less than 10 percent level of significant (see Table 7), and
the regression model is significant in explaining the lagged ROA. The adjusted R-squared value
implies that 6.6 percent of the lagged ROA variation could be explained through the model. The
Durbin-Watson (DW) statistic is closer to 2, it implies that errors are uncorrelated. The p-value of
lagged furnance oil (IV1) reveals that, it is not significant to explaining the lagged ROA
movements. Moreover, lagged recycle is significant in explain the lagged ROA movements at
significant level of 5 percent. The coefficient value reveals that there is a negative influence of
lagged recycle of waste water on the lagged ROA and it is significant to explain at 5 percent level

of significant.
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Table 8: Multiple Regression outcomes with ROA

Hypothesis | Outcome

Ho There is no significant relationship between furnace oil consumption and ROA

Ha There is a negative significant relationship between recycle waste water and ROA
4. DISCUSSION

In the fixed effect specification, the coefficient on lagged furnace oil consumption is
significant (at the 1% level) and has a positive coefficient (positive effect on ROA), the coefficient
value of the Lagged Furnace oil consumption (162.3028) shows the highest positive impact on
ROA while waste water treatment (0.133710) and recycle of raw material (0.223063) also shows
positive relationships with the financial performance (ROA). In addition to that, the amount of
recycle raw material also shows a significant relationship (0.0438 percent is almost significant at
the 5 percent level) and has a positive effect on ROA, and the effect is economically relevant.
Moreover, it could be implored that, if the firms increase furnace oil consumption by 1 percent,
there will be 162.3028 percent increment in the financial performance (ROA). Likewise, if the
firms increase the recycle of raw material by 1percent, there will be a 0.223063 percent increment
in the financial performance (ROA). Similarly, if the firms increase waste water treatment by 1
percent, there will be a 0.133710 percent increase in the financial performance, but it is not

significant with financial performance.

Although, due to the short time-horizon of the analysis it cannot fully rule out some longer-tearm
positive effects that are not accounted for and hence the negativity is somewhat less severe than
the one revealed here. Waste water treatment and firm size have no significant effect on ROA. For
the random effects specification, the furnace oil coefficient is significant; the Hausman test is
significant at 5 percent, suggesting that the random effects estimates may be inconsistent. Thus,
the static model provides some evidence that furnace oil consumption significantly affects

financial performance.
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Table9: Summery of the result

Research aspect Findings

Hypothesis H1  Confirmed: There is a significant effect, positive relationship for financial performance
Hypothesis H2  Confirmed no significant relationship but positive relationship with ROA
Hypothesis H3  Confirmed: There is a significant effect, positive relationship for financial performance

Firm size effects No significant firm size effects on financial performance

Source: Author’s own elaboration

Further, waste water treatment, recycle and size of firm have no significant effect on ROS to
establish evidence from Random effect model. The salient results of the empirical analysis is
summarize below to endure analysis of the study, There are three hypotheses described above; H1,
H2 and H3 particular by with regard to their meaning. Attached managerial implications of the

results are developed which bridge the meaningful conclusion.

This study concentrates on the relationship between environmental management practices and
financial performance using a panel database of Sri- Lankan rubber manufacturing firms. The
ultimate objective of this study is that to find out environmental management practices has a
positive statistically significant relationship with respect to financial performance (ROA). There
are a number of limitations have to be surmounted in the research period such as environmental
performance since it is a novel concept and it lacks research in the Sri Lankan context. An existing
feature of present empirical studies on the relationship between environmental management
practices and financial performance is the very limited evidence particularly in the context of panel
data analysis. In this study, researcher has assessed static panel data estimates of relationship
between EMPs and financial performance by considering 30 rubber companies in Sri Lanka
between 2012 and 2016. While static panel data estimates suggested absence of significant impact
of lagged waste water treatment on financial performance, whereas, lagged furnace oil
consumption and lagged recycle of raw material revealed significant evidence revealing that these
practices affect financial performance. Further result revealed that firm size has not significant
effect of financial performance. The preponderance of research evidence is that furnace oil
consumption has strongly impacted on financial performance. Furnace oil burning is directly
proportional to energy consumption of a firm that has a significant impact on environment due to
greenhouse gas emission. In particular, reductions of finance oil consumption have reduced

significant impact of environmental challenges and improved financial performance. Similarly,
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recycle of raw material also has the significant evidence on financial performance. Moreover,
recycle has eliminated land filling and also has a significant impact on financial performance.
Waste water treatment is a cost for the company; it has a significant effect on greenhouse gas. The
above model has not suggested that a significant relationship exists between waste water treatment
and financial performance. The clear weight of our evidence is that financial performance was
impacted by environmental management practices. Research findings are in line with theoretical

work of environmental management have a positive impact on financial performance.
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Cadbury (1992) refers corporate governance, as systems, structures and processes by which business corporations are
directed, controlled and monitored. The success or failure of the corporate governance will depend not only on legal
requirements but also on other ethical behavioural aspects and internal governance culture in the organization. There
should be an environment within the organization to have a culture and behaviour that will strengthen the implementation
of good corporate governance practices. A company should have specific principles and values related to their stakeholder
commitment. These values are more important than a rule based approach. Kaptein (2008) has developed the CEV model
which consists of eight virtues, namely; clarity, congruency of supervisor, congruency of management, feasibility,

supportability, transparency, discussability and sanctionability.

The purpose of this study is to assess the validity of CEV model of Kaptein in measuring ethical organizational culture in
a banking sector environment in Sti Lanka. A questionnaire was prepared based on the 58 scales of the CEV model and
distributed among 50 employees of a leading private bank in Sri Lanka and out of them 40 were responded. This analysis
is based on the data collected from those 40 participants. A five point Likert Scale ranging from (1) strongly disagree to
(5) strongly Agree was used. Cronbach’s Alpha coefficient Analysis was used in measuring the reliability, and KMO and
Bartlett’s tests were used to assess the convergent validity. CEV model has been found valid in measuring ethical
organization culture with few modifications to the scales in Sri Lankan banking environment. .Since this study has been
made as a pilot study using only 40 participants of a particular organization in the banking sector there are certain
limitations in this study. There is an opportunity for future researchers to use more data from different type of

organizations and compare them to generalize the findings.

Key Words: Corporate Governance, Ethical Organization Culture, CEV model
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INTRODUCTION

Cadbury (1992) refers Corporate Governance, as the systems, structures and processes by which
business corporations are directed, controlled and monitored. Main body of knowledge of
corporate governance is based on Agency relationship, (Jensen and Mecklingl1976;
ShleiferandVishny, 1997) Stewardship and stake holder relationship (Williamson, 1975; Freeman,
1984), etc. Although numerous laws and regulations are imposed by relevant authorities to
strengthen the Corporate Governance, still we are experienced with corporate scandals. In order to
find the answer for a robust corporate governance mechanism we have to think ahead of traditional
economist view and find out some ways and means beyond that thinking. It is evident that legal
frame work imposing the corporations to comply with certain requirements, alone will not be a
successful measure unless the corporations itself behave ethically from the top to the bottom of its
organization. There should be a proper implementation mechanism and environment within the
organization to have a culture and behaviour that will strengthen the implementation of good

corporate governance practice.

Ethical aspect of corporate governance has been emphasized by several academics and researchers
in this field. Cadbury suggests that corporate governance is a concept with implications for an
organization’s approach to corporate social responsibility and business ethics in addition to
ensuring that regulatory responsibilities are fulfilled. Hermalin (2005) stated that corporate
governance can be considered as a process that involves an environment of trust, ethics, and moral
values of all the stakeholders. According to Collier and Roberts (2001) corporate governance is
not just a function of finance or accounting. The success or failure of the corporate governance
will depend not only on legal requirements but also on other ethical behavioural aspects and

internal governance culture in the organization.
Ethical Organizational Culture (EOC)

Ethical organizational context, is represented by two constructs, i.e: ethical climate and ethical
culture (Trevino and Weaver, 2003; Kaptein, 2008).Ethical climate is perceptions and aspects that
determine what constitutes ethical conduct (Victor and Cullen, 1988), whereas ethical culture is
those aspects that stimulate ethical conduct (Trevino and Weaver, 2003; Kaptein, 2008). As
Rentsch (1990) described ethical culture is more concern about the organization and ethical climate
pays more attention to individual’s perceptions and feelings. In general, ethical culture
encompasses the experiences, presumptions, and expectations of how the organization is

preventing unethical behaviour and promoting ethicality (TrevinoandWeaver, 2003). It is therefore
27



15% International Conference on Business Management (ICBM 2018)

a subset of organizational culture,with formal (e.g. codes of ethics, reward systems) and informal
(e.g. peer behaviour, ethical norms) systems that can promote either ethical or unethical behaviour
(Trevino et al 1990) Ethical culture of an organization stimulates the positive behaviour and well-
being of its members (e.g. Trevino et al., 1998;Kaptein, 2010; Huhtala et al., 2011) The logic
behind the idea of focusing on ethical values as a means to impact employee ethical behaviour is
that individuals can be expected to act in a manner consistent with the values in the organization
(Hunt et al., 1989).

Trevino defined EOC as those aspects and conventions of organizational behaviour that either
encourage the organization to operate in a sustainable way or deter it from doing so. He has defined
EOC as “a subset of organizational culture, representing a multidimensional interplay among
various “formal” and “informal” systems of behavioural control” (Trevino et al., 1998). When
employees believe that policies and procedures regarding ethics are followed by managers and
other individuals in the organization then higher ethical values exist. Managers might display these
values by acting ethically themselves and by rewarding ethical behaviour and punishing unethical
behaviour (Hunt et al., 1989; Jones, 1991). Working to create an enhanced level of ethical values

can significantly impact the behaviour of individuals within the organization

Paine (1994) stated that the integrity approach to a firm’s thinking about business ethics and
corporate responsibility to be deeper and broader than that guided by compliance. A code of ethics
can be thought of as a set of moral principles or guidelines which govern behaviour and which
enshrine a set of values and beliefs. If employees observe that management are behaving in an

unethical manner, then staff ultimately end up following their lead. (Huhtala et, al (2013)

Ethical business cultures are "based on alignment between formal structures, processes, and
policies, consistent ethical behaviour of top leadership, and informal recognition of heroes, stories,
rituals, and language that inspire organizational members to behave in a manner consistent with
high ethical standards that have been set by executive leadership™ (Ardichvili et al.(2009)Corporate
Ethical Values can also be displayed through more formal systems such as reward systems,
policies, and codes. When employees believe that policies and procedures regarding ethics are
followed by managers and other individuals in the organization then higher CEV exist. For
example, managers might display these values by being concerned with the issues of ethics in their
organization and by acting ethically themselves including rewarding ethical behaviour and
punishing unethical behaviour (Hunt et al., 1989; Jones, 1991)
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Ardichvili and Jondle (2009) defined Ethical Organization Culture (EOC) as a subset of
organizational culture, signifying a multidimensional interplay among several formal and informal
systems of behavior control that are capable of promoting ethical or unethical behaviour. There is
evidence to suggest that leaders’ ethical development is connected to organizational culture and
socialization processes (Brown and Trevino, 2006). A strong ethical culture promotes structures
and decision-making processes, which can support ethical choices in difficult leadership situations.
Corporate ethical values have been shown to have a positive impact on person-organization fit,
where, “individuals can feel more compatible with organizations that share their values when these

values are ethical”’(Andrews et al., 2011)

Existence of an ethically-oriented organizational culture could influence on the ethical behaviour
of the members of the organization (Brien, 1998; Seligson and Choi, 2006; Sinclair, 1993; Smith
and Drudy, 2008).According to Trevino et al. (1998) there is a positive relationship between ethical
culture and ethical behaviour as well as ethical culture and organizational commitment. Kaptein
(2011) stated that the influence of the ethical culture of organizations on employee responses to

observed wrongdoing.

Huhtala et al. (2013) stated that ethical culture has a direct effect on the occupational well-being
of managers and different dimensions of the ethical culture influence different forms of
occupational well-being differently. There is an association between ethical leadership and ethical
organizational culture. Ethical leadership has been shown to predict many positive outcomes
Leadership is often mentioned as one of the most important elements of an organization’s ethical
culture (Trevino, 1990; Brown & Trevino, 2006). Leaders who are perceived as being able to create
and support an ethical culture in their organizations are those who represent, communicate, and

role model high ethical standards (Brown et al., 2005).

It is important to develop an ethical culture in an organization as it benefits individuals as well as
the organization. This can be done by establishing ethical codes, providing training, informing
clearly what kind of behaviour is acceptable, and establishing reward and punishment procedure
etc. (Huhtala et.al (2013) Managers can develop their organizations’ ethical culture by creating
reward systems, ethical codes and norms (Weaver et al., 1999; Trevino and Weaver, 2003). A
strong leader with a high level of cognitive moral development and who can influence employees
is, therefore, able to act towards promoting an ethical organizational culture (Trevino and Weaver,
2003)
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According to Brown (1992) organizational culture can be a powerful tool for improving
performance and the key to organizational development and effective leadership. It is therefore

important to assess the state of the organization’s ethical culture and its effect on the organization.

The informal elements of a cultural system include norms for behaviour that are consistent with
the ethical standards or the code of conduct, mission, and decision-making processes (Trevino &
Brown, 2004). Leadership is often mentioned as one of the most important elements of an
organization’s ethical culture. Leaders who are perceived as being able to create and support an
ethical culture in their organizations are those who represent, communicate, and role model high
ethical standards (Brown et al., 2005).According to Hausman and McPherson (1993) ethical
attitudes and behaviour play an important role in overcoming the potential market failure
problems.Hunt and Vasquez-Parraga (1993) discuss the role of ethical culture in aiding ethical

behaviour within the organization.

Kaptein (2008) approaches the ethical organizational culture through ethical virtues. He stated that
both individuals and organizations should have certain features, virtues, which enable morally right
behaviour for an organization to become ethical. Virtue ethics provides a theory for organizational
culture by defining what kind of behaviour is morally right and worth pursuing. The Corporate
Ethical Virtue (CEV) model developed by Kaptein (2008) described eight normative virtues which

would promote the ethical culture of an organization.

Conceptual Framework
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Dimensions of the Construct

A research made by Trevino and others (Trevino et al 1998) has found that there is a positive
relationship with ethical action and employee behaviour. These findings indicate the necessity to
measure the ethical dimension of an organization culture. Although there were constructs
developed for ethical climate, Trevino is the first one who developed and tested a construct for
ethical culture (Trevino 1998).They used fourteen items; six for sanction for ethical and unethical
conduct, three for role modelling of top management, three for implementation ethics code and

one for whether ethical behaviour is the norm.

According to Kaptein (2008), the ethicality or virtuousness of an organization can be determined
by the extent to which organizational culture stimulates them to act ethically and prevents them
from unethical behaviour. Kaptein developed the corporate ethical virtue model (CEV model)

which consists of eight virtues,

De Bode et al (2013)made an effort by developing a shortened version of the CEV model for use
in ethics-related studies. By examining the shortened scale’s validity and generalizability across
multiple organizations in a different culture in United States. One goal of his study was to
administer the CEV model to employees from multiple organizations to understand which facets
of ethical behaviour were common across organizations and to assess the consistency of
employees’ perceptions across numerous organizations using a shortened version of the CEV

model.

He demonstrated that an acceptable ethical organizational culture questionnaire comprised of 58
items could be shortened to 32 items. The shorter scale will allow diagnosticians to combine it
with other questionnaires to facilitate a more comprehensive diagnosis (i.e., including ethical
culture). Thus, the shorter length will likely make the instrument more attractive to practitioners
and researchers who might shy away from longer diagnostic scales requiring more of their

resources
Methodology

In our study we identify eight dimensions of ethical corporate culture based on the CEV model of
Kaptein(2008) and developed our hypothesis. | prefer Kaptein’s model rather than DeBode’s
model(2013) or Trevino’s model (1998) as Kaptein’s model covers a wider range compared to the

other two. Eight dimensions identified in an ethical corporate culture are (i) clarity (ii) congruence
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of Supervisor (iii) congruence of top management (iv) Feasibility (v) Supportability (vi)

Transparency (vii) Discussability (viii) Sanctionability

(i)

(i)

(iii)

(iv)

v)

(vi)

(vii)

Clarity refers to the extent to which an organization’s expectations are clear to its
employees that they behave in an ethical manner. When employees are left to their own
discretion and moral intuition without a clear guidance or proper organizational frame
of reference, the risk of unethical conduct is high.

Congruency of Supervisors reflects the extent to which employees’ immediate
supervisor models appropriate ethical behaviour. Behaviour of immediate supervisor
has a greater influence on ethical behaviour of subordinates.

Congruency of Management refers to the extent to which the Board of Directors and
senior management influence ethical workplace behaviour. Unethical conduct of
employees is motivated by the example set by manager or board member engaging in
unethical and prohibited conduct. This organizational virtue amounts to the moral
requirement that managers should visibly act in accordance with ethical expectations.
Feasibility refers to whether an organization creates working conditions that facilitate
enabling employees to comply with accepted norms. If employees have little or no
scope to realize their tasks and responsibilities, the risk of unethical conduct increases.
Unethical conduct occurs when employees are lack of sufficient time, resources,
information, and authority to fulfil their responsibilities.

Supportability denotes the extent to which employees are motivated to behave in
accordance with their organization’s ethical standards. Demotivated and dissatisfied
staff is more likely to behave unethically. Employees who feel that they are not taken
seriously or are not treated fairly might try to balance the scales of justice by deliberately
causing damage to the organization.

Transparency focuses on whether employees know the consequences of unethical
behaviour and rewards for ethical behaviour Employees can only be held responsible
if they know the consequences of their actions. Employees who are hardly aware of the
nature or seriousness of the consequences of their conduct are deprived of the
opportunity to account for, modify or alter their conduct. This can lead to a situation
where employees only focus on the action without regard for its consequences.
Discussability concerns opportunities for employees to raise, discuss, and correct
ethical issues and moral dilemmas at work. Unethical conducts by employees are

caused by an organizational culture with a low level of discussability or debatability. In
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such a closed culture, criticism is neither encouraged nor accepted. People close their
ears and eyes to what they do not want to hear or see. If employees are expected to
report, their work environment should be a secure place where moral issues can be
raised without fear of being victimized.

(viii) Sanctionability refers to the likelihood of employees being punished for behaving
unethically and rewarded for behaving ethically. When managers fail to punish
employees for engaging in unethical behaviour, the employees will think that unethical
behaviour is acceptable or tolerable. Sanctions should be imposed not just for the sake
of the perpetrator and victim, but also for the benefit of onlookers.

Scales

Based on Kaptein’s model we used 58 scales and coded as follows:

Coding

Clarity (CL)

CL1: Clear instructions on conduct towards others in the organization

CL2: Clear instructions on obtaining proper authorization

CL3: Clear instructions on usage of company equipment.

CLA4: Clear instructions on utilizing working hours.

CL5: Clear instruction on handling money and other financial assets.

CL6: Clear instructions on dealing with conflict of interest and side line activities.
CL7: Clear instructions on dealing with confidential information

CLS8: Clear instructions on dealing with external persons and organizations
CL9: Clear instructions on dealing with environmental issues

CL10: Immediate environment provide clear instructions on conduct themselves
Congruence of Supervisor (CS)

CS1: Supervisor should set good example for ethical behaviour
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CS2: Clear communication of importance of ethics should be given by supervisor

CS3: Supervisor should never authorize unethical or illegal conduct to meet business goals
CS4: Supervisor should do what he says

CS5: Supervisor should fulfil his responsibilities

CS6: Supervisor should be honest and reliable

Congruence of Board and Management (CM)

CML1: Conduct of board and top management should reflect shared set of norms and values
CM2: Board and top management should set a good example on ethical behaviour

CMa3: Board and top management should communicate importance of ethics clearly.

CM4: Board and top management should never authorize unethical or illegal conduct to meet

business goals
Feasibility
FC1: Employees should never be asked to do things that conflict with their conscience.

FC2: Employees should never be asked to sacrifice personal norms and values for the success of

the organization

FC3: Employees should be given sufficient time to carry out their task responsibly.

FC4: Employees should be given sufficient information to carry out their task responsibly
FC5: Employees should be given adequate resources to carry out their task responsibly
FC6: Employees should never be put under pressure to break the rules.

Supportability

SP1: Everyone in the immediate working environment should be totally committed to the norms

and value of the organization

SP2: There should be an atmosphere of mutual trust in the immediate working environment
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SP3: Everyone in the immediate working environment should have the best interest of the

organization in their heart.

SP4: There should be a mutual relationship of trust between employees and management in the

immediate working environment.

SP5: Everyone in the immediate working environment should take the norms and standards

seriously

SP6: Everyone in the immediate working environment should treat one another with respect.
Transparency (TR)

TR1: Manager should be able to find out if something not permitted is done.by someone
TR2: Colleague should be able to find out if something not permitted is done by someone.
TR3: Someone should be able to find out if something not permitted is done by Manager.
TRA4.1f someone criticize the others action should be taken for that criticism

TR5: In the immediate working environment, there should be an awareness of potential violations

and incidents

TR6: In the immediate working environment, there should be adequate checks to detect violations

and unethical conduct

TR7 There should be a way to be aware by the management of the type of incidents and unethical

conduct occurred in the immediate working environment
Discussability (DS)

DS1: Reports of unethical conduct should be handled with cautious in the immediate working

environment

DS2: Employees should be given an opportunity to express their opinion in the immediate working

environment

DS3: There should be an adequate scope for the employees to discuss unethical conduct in the

immediate working environment.
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DS4: Reports of unethical conduct should be taken seriously in the immediate working

environment

DS5: There should be an adequate scope for the employees to discuss moral dilemmas in the

immediate working environment

DS6: There should be an adequate scope for the employees to report unethical conduct in the

immediate working environment

DS7: There should be an ample opportunity for the employees to discuss moral dilemmas in the

immediate working environment
DS8: There should be a respectful manner in calling to account for the conduct of employees

DS9: There should be an adequate scope to correct unethical conduct in the immediate working

environment

DS10: There should be an opportunity to raise the matter elsewhere in the organization, if unethical

matter reported does not receive adequate attention by the immediate working environment
Sanctionability (SA)

SAL: Employees should be accountable for their action in their immediate working environment
SAZ2: Ethical conduct should be valued highly in the immediate working environment

SAS3: Only people with integrity should be considered for promotion in the immediate working

environment

SA4: Managers should be disciplined if he behaves unethically, if necessary

SAS5: The people that are successful should stick to the norms and standards of the organization.
SAG: Ethical conduct is rewarded in the immediate working environment

SAT. Employees should be disciplined if they behave unethically in the immediate working

environment

SAS8: Those involved in unethical conduct should be disciplined regardless of their position , if it

is reported to the management.
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SA9: Employees with integrity should be given a greater chance to receive positive performance

appraisal than employees without integrity

Analysis and Results

A questionnaire was prepared based on the above scales and distributed among 50 employees of a
leading private bank and out of them 40 were responded. This analysis is done based on the data
collected from those 40 participants. A five point Lickert Scale ranging from (1) strongly disagree
to (5) strongly Agree was used. Churchill (1979) and Parasuraman (1988) suggest that the
validation of an instrument begins with Cronbach’s Alpha coefficient Analysis. Therefore I have
used the Cronbach’s Alpha coefficient Analysis in measuring the Reliability As given in the table
1 The Cronbach’s Alpha Value for the 58 items was .953. As the correlation of all the items are

above.3, there was no item to be deleted.

Tablel: Reliability Statistics

Cronbach's [ Cronbach's Alpha Based
Alpha on Standardized Items [N of Items

946 953 58

As the next step we used the VVarimax rotation method to identify whether there are any item highly
correlated to each other. The following table 2 depict that certain items are highly correlated to
each other as highlighted.
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Table 2 : Rotated Component Matrix?

Component

1 2

10

11

12

13

14

CL4
CL3
CL9
CL7
SAl
TR6
CM4
CL5
SA6
CS4
CS5
Cs1
CS6
CS2
DS3
TR7
DS2
DS1
DS6
DS8
SP2
SP3
SP1
SP5
SP6
SP4
CM2
DS4
CM3
SA8

.843
832
.798
710
.686
641
512
.508
.500
.843
.798
77
.740
129

834
817
773
642
.640
574

182
738
723
.709
701
.700

471

463

716
.684
.653
.582
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CM1 .564
TR2 933
TR1 .933
TR3 .908
DS9 .538 .642
FC3 .500
FC2 819
SA3 | .478 587
SA5 |.469 .585
SA9 .539 .566
SA4 496
FC4 197
FC1 157
FC6 .643
FC5 461 .535
CL6 871
|ICL10 .840
CL1 .764
CL8 525 | .478
CS3 .136
CL2 .558
SA2 .510 |.489
DS5 487 .602
DS7 496 .592
TR4 .862
TR5 .606
DS10 .833
SA7 |.59%4 .635

Extraction Method: Principal Component Analysis.
Rotation Method: VVarimax with Kaiser Normalization.

a. Rotation converged in 22 iterations.
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Using the VVarimax rotation method 12 items as highlighted in the table 2, have been identified as
highly correlated to each other and these items have been deleted. They are
CL8,FS5,TR6,DS1,DS5,DS7,DS9,SA2,SA3,SA5,SA7,SA9.Although 12 indicators are deleted
there is no necessity to reduce the number of dimensions at this stage, as factor analysis itself has
given 14 components which is far more than 8 dimensions given in our construct.After eliminating
above 12 items reliability and validity were tested for eight factors.The reliability statistics of the
data set was ensured with a Cronbach’s Alpha value of more than.7,the reliability of the instrument
was ensured in terms of consistency. Next step was to examine whether the deletion of any items

could improve the Cronbach’s Alpha value.

When ensuring construct validity Exploratory Factor Analysis with Principal Component Analysis
should be carried out. To examine whether items in the scale measures the theoretical construct
(Ethical Organization Culture) convergent and discriminant validity have to be ensured. If an item
loads significantly <.7 on the factor, it is measuring the convergent validity is prevalent and if it

ensures that no other items are measured by the concept discriminant validity could be established.
Reliability and validity of each factor is as follows
Factor 1: Clarity

Table 3: Reliability Statistics

Cronbach's  [Cronbach's Alpha Based
Alpha on Standardized Items N of Items

.845 .840 9

40



15% International Conference on Business Management (ICBM 2018)

Table 4: Item-Total Statistics

Scale Corrected Squared Cronbach's

Scale Mean if | Variance  if | Item-Total Multiple Alpha if Item
Item Deleted |Item Deleted |Correlation |Correlation |Deleted

CL1 |35.80 13.856 494 550 .836

CL2 |3545 15.228 397 344 .844

CL3 |35.75 12.397 .770 .681 .805

CL4 |35.85 11.721 .804 .706 .799

CL5 |35.58 13.071 .630 541 822

CL6 |35.65 14.746 407 427 .843

CL7 ]35.50 14.513 410 435 .844

CL9 |36.45 11.279 .689 652 .818

CL10 |35.58 14.815 457 .384 .840

The Cronbach’s Alpha value for the 9 items included in factor 1 was .840. There was no item to
be deleted and the values in the column labelled corrected item correlation are above .3.All items
had strong loading on the construct, they were supposed to measure indicating unidimensionality

and construct validity.
Factor 2: Supervisor Congruence

Table 5: Reliability Statistics

Cronbach's [ Cronbach's Alpha Based on
Alpha Standardized Items N of Items

.890 .885 6
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Table 6: Item-Total Statistics

Scale Corrected Squared Cronbach's
Scale Mean if | Variance  if | Item-Total Multiple Alpha if Item
Item Deleted |Item Deleted |Correlation |Correlation |Deleted

CS1 |[22.17 7.122 817 814 .855
CS2 |22.23 7.051 127 .768 .867
CS3 |21.75 9.064 .360 334 912
CS4 |22.38 6.087 .808 .702 .856
CS5 [22.28 6.666 165 137 .861
CS6 |22.08 6.789 .789 767 .857

The Cronbach’s Alpha value for the 6 items included in factor 2 was .885. There was no item to
be deleted and the values in the column labelled corrected item correlation are above.3.All items
had strong loading on the construct, they were supposed to measure indicating unidimensionality

and construct validity

Factor 3: Manager Congruence
Table 7: Reliability Statistics

Cronbach's | Cronbach's Alpha Based on
Alpha Standardized Items N of Items

.818 819 4
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Table 8: Item-Total Statistics

Scale Corrected Squared Cronbach's
Scale Mean if | Variance  if | Item-Total Multiple Alpha if Item
Item Deleted |Item Deleted |Correlation |Correlation |Deleted
CM1 |13.35 2.233 .720 573 731
CM2 |13.13 2.420 .690 548 .749
CM3 ]13.20 2.318 .709 512 .738
CM4 |12.98 2.692 456 223 .853

The Cronbach’s Alpha value for 4 items included in factor 3 was .819. There was no item to be

deleted and the values in the column labelled corrected item correlation are above.3. All items had

strong loading on the construct, they were supposed to measure indicating unidimensionality and

construct validity

Factor 4: Feasibility

Table 9: Reliability Statistics

Cronbach's Alpha
Cronbach's [ Based on Standardized
Alpha Items N of Items
.763 783 5
Table 10: Item-Total Statistics
Scale Corrected Squared Cronbach's
Scale Mean if | Variance if | Item-Total Multiple Alpha if Item
Item Deleted | Item Deleted |Correlation |Correlation |Deleted
FC1 ]14.70 11.497 74 .621 .642
FC2 ]15.60 11.221 434 .269 .780
FC3 ]15.28 13.384 470 .307 .740
FC4 |15.00 12.308 .630 523 .690
FC6 ]14.63 13.163 454 .389 745
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The Cronbach’s Alpha value for 5 items included in factor 4 was .783. There was no item to be
deleted and the values in the column labelled corrected item correlation are above.3.All items had
strong loading on the construct, they were supposed to measure indicating unidimensionality and

construct validity

Factor 5: Supportability

Table 11: Reliability Statistics

Cronbach's  [Cronbach's Alpha Based on
Alpha Standardized Items N of Items

912 913 6

Table 12: Item-Total Statistics

Scale Corrected Squared Cronbach's
Scale Mean if [ Variance  if|Item-Total Multiple Alpha if Item

Item Deleted | Item Deleted | Correlation | Correlation Deleted

SP1 ]19.48 13.640 .766 .633 .895
SP2 [19.30 14.677 T47 .606 .897
SP3 [19.70 13.856 175 749 .893
SP4 119.45 14.767 736 .703 .899
SP5 ]19.48 14.307 739 592 .898
SP6 [19.35 14.541 770 .618 .894

The Cronbach’s Alpha value for 6 items included in factor 5 was .913. There was no item to be
deleted and the values in the column labelled corrected item correlation are above.3.All items had
strong loading on the construct, they were supposed to measure indicating unidimensionality and

construct validity

44



15% International Conference on Business Management (ICBM 2018)

Factor 6: Discussability

Table 13: Reliability Statistics

Cronbach's [ Cronbach's Alpha Based on
Alpha Standardized Items N of Items

165 .838 6

Table 14: Item-Total Statistics

Scale Corrected Squared Cronbach's
Scale Mean if | Variance if | Item-Total Multiple Alpha if Item

Item Deleted | Item Deleted | Correlation |Correlation Deleted

DS2 ]20.68 8.276 .586 710 17
DS3 ]20.80 7.651 721 .834 .682
DS4 120.48 8.512 .554 499 126
DS6 ]20.78 7.615 .720 .645 .682
DS8 |20.75 8.192 .693 .584 .700
DS10 |21.78 7.615 122 .637 .884

The Cronbach’s Alpha value for 6 items included in factor 6 was .838. There was no item to be
deleted and the values in the column labelled corrected item correlation are above.3.All items had
strong loading on the construct, they were supposed to measure indicating unidimensionality and

construct validity

Factor 7: Sanctionability

Table 15: Reliability Statistics

Cronbach's  [Cronbach's Alpha Based
Alpha on Standardized ltems N of Items

742 762 4
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Table 16: Item-Total Statistics

Scale Corrected Squared Cronbach's
Scale Mean if | Variance if | Item-Total Multiple Alpha if Item
Item Deleted |Item Deleted |Correlation |Correlation |Deleted
SA1l |11.77 5.307 607 406 .665
SA4 |11.93 5.558 514 322 704
SA6 |12.60 4.041 528 347 707
SA8 ]12.30 4.164 .585 418 .656

The Cronbach’s Alpha value for 4 items included in factor 7 was .762. There was no item to be

deleted and the values in the column labelled corrected item correlation are above.3.All items had

strong loading on the construct, they were supposed to measure indicating unidimensionality and

construct validity.

Factor 8: Transparency
Table 17: Reliability Statistics

Cronbach's [ Cronbach's Alpha Based on

Alpha Standardized Items N of Items

.600 638 6

Table 18: Item-Total Statistics

Scale Corrected Squared Cronbach's

Scale Mean if | Variance if|Item-Total Multiple Alpha if Item
Item Deleted | Item Deleted |Correlation |Correlation |Deleted

TR1 ]18.90 7.015 478 .828 502

TR2 ]18.90 6.554 572 .830 459

TR3 [19.02 6.589 599 .756 453

TR4 ]20.07 7.610 211 213 .610

TR5 ]19.40 8.041 .081 181 677

TR7 ]18.95 7.792 234 .096 595

Out of the 8 dimensions Cronbach Alpha of 7 dimensions are higher than .7 except in the case of

“Transparency” which gives a value of .6.Therefore we have to look at the factor values given in

the following table to eliminate the highest value. But in this case eliminating one value will not
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give Cronbach value above.7, because the highest value given in the table is.677 (TR5.) Therefore
we have to eliminate two items to get a Cronbach value higher than.7. So we have to eliminate the
next higher loaded value also, that is .610 (TR4)

Table 19: Item-Total Statistics

Scale Corrected Squared Cronbach's
Scale Mean if [ Variance  if | Item-Total Multiple Alpha if Item

Item Deleted | Item Deleted | Correlation | Correlation Deleted

TR1 |18.90 7.015 478 .828 .502
TR2 |18.90 6.554 572 .830 459
TR3 ]19.02 6.589 599 .156 453
TR4 120.07 7.610 211 213 .610
TRS |19.40 8.041 .081 181 677
TR7 |18.95 7.792 234 .096 .595

After eliminating those two values we get a Cronbach Alpha higher than .7 as given in the

following table
Transparency

Table 20: Reliability Statistics

Cronbach's | Cronbach's Alpha Based on
Alpha Standardized Items N of Items

794 .802 4

Since new Cronbach alpha is above.7 reliability (internal consistency) of all the dimensions are

assured.

Convergent Validity

This can be tested by using KMO and Bartlett’s Tests. If KMO is > .5 and Bartlett’s is < .05 we

can accept the validity. Let us look at the following table which gives test results.
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Table 21: Convergent validity of each dimension

Dimension Kaiser-Meyer- | Bartlett's
Olkin Measure | Test of
Sphericity
75
Calrity .000
Suoervisor 679
Congruence
000

Manager Congruence | .775

000

Feasibility 745 .000

Supportability .850 .000

Transparency 751 .000

Discussability .000
751

Sanctionability .687 .000

As KMO of all dimensions are above.5 and Bartlett’s are less than .05 the validity is assured
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Composite Reliability (CR)

The Composite Reliability indicates the reliability and internal consistency of a latent construct. A

value of CR>0.6 (Fornell & Larker,1981) is required in order to achieve composite reliability for

a construct. Now we can calculate the composite reliability for each dimension based on the factor

loading using the following formula

CR= A1y
G f1)*+Y me

Table 22: Composite Reliability of each dimension

Dimension i)k > me Cf1)*+> me CR

35.2955 4.904 40.200 0.878

Calrity

Suoervisor 22.6766 2.089 24.765 0.916

Congruence

Manager Congruence 10.3234 1.383 11.706 0.882

Feasibility 13.3079 2.279 15.586 0.854

Supportability 25.0801 1.819 26.899 0.932

Transparency 9.523 1.255 10.778 0.884

Discussability 19.4834 2.509 21.993 0.886

Sanctionability 9.3330 1.662 10.995 0.849

As CR of all the dimensions are greater than .7, Composite Reliability is assured.
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Average Variance

The AverageVariance Extracted indicates the average percentage of variation explained by the

measuring items for a latent construct. AVE >0.5 (Fornell & Larker, 1981) is required for every

construct.
: . 2.(11%)
Average Variance Extraction (AVE) =
2(f1?)+Y me
Table 23 : Average Variance of each dimension
Manage
| Supervisor | ment _
Clarity o ] Sanction
Congruen | Congrue | Feasibil | Support | Transpa | Discuss
ce nce ity -ability | -rency | -ability | -ability
> (1) 4.0956 | 3.9114 2.6174 | 2.7215 | 4.1809 |2.7449 |3.4909 | 2.3379
Y (f2)+Yme | 9.000 | 6.000 4.000 5.000 6.000 | 4.000 6.000 | 4.000
AVE 0.455 | 0.651 0.654 0.544 0.696 0.686 0.581 0.584
674 806 . 808 .737 834  .828 762 .764

AVEs of all are greater than .5 except for clarity, therefore reliability could be assured.
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Assessing Discriminant Validity

Table 24: Pearson Correlations

Supervis [Manage |Feasi |Suppor |Transpa [Discuss |Sanction
Clarity |Congrue [Congrue |bility |tability |rency ability | ability
Clarity Pearson 1 196 391" 243 |.464™ |[-.011 230 543"
Correlation
supeCongrue  Pearson 196 |1 548" 4647|4517 |.206 500" |.418™
Correlation
ManageCongr Pearson 391" |.548 |1 402" |.440™ |.199 596" |.769™
u Correlation
Feasibility Pearson 243 |.464™ |.402" 1 394" [.119 359" |.335
Correlation
Supportability Pearson 4647 4517 |.440™ 3947 |1 228 5257 [.4357
Correlation
Transparency Pearson -011 |.206 199 119 |.228 1 462" 1.235
Correlation
Discussability Pearson 230 |.500" |.596" 359" 525" |.4627 |1 570"
Correlation
Sanctionabilit Pearson 543" |.418™ |.769™ 335" | 4357 |.235 5707 |1
y Correlation

To assess discriminant validity, Pearson Correlation has been calculated for each dimension as
given in the above table and compare with the square root of AVE.As Pearson correlation values
for dimensions are lower than the square root of AVE of each dimension, Discriminant Validity is

assured
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DISCUSSION AND CONCLUSION

The purpose of this study is to assess the validity of CEV model of Kaptein in measuring ethical
organization culture in banking sector in Sri Lanka. The CEV model is used to measure eight
virtues, namely; clarity, congruency of supervisors, congruency of management, feasibility,
supportability, transparency, discussability and sanctionability .Eight factors were tested using
data gathered in a leading bank in Sri Lanka. The result of the factorial analysis of the scales made
in this study was in line with the previous findings of Kaptein. The results of this study support the
validity and reliability of the eight factor CEV model of Kaptein, with some modifications to the
scales. In the tested environment the number of items has been reduced by 12 items as they are
highly correlated as highlighted in the table 2 and thereafter reduced by another 2 items as indicated
in table 19.

In analyzing the data in a banking environment in Sri Lanka, based on the factor loading in table
2, it has been identified congruence of supervisors, congruence of managers, discussability and
supportability as clearly separable and consistent constructs as given in Kaptein’s model. However,
in Feasibility construct two items have been grouped with transparency (FC3) and
sanctionabilty(FC2). Clarity has been split into two groups forming a new one (CL1, CL6, CLS,
CL10) separated from others. In analyzing the items in this new group, it can be seen that they are
mainly concerned with human behavior in interacting with people rather than dealing with physical
or monitoring aspects of a bank. While two items of Transparency have been scattered between
clarity (TR6) and discussability, (TR7) another two items (TR4, TR5) have been formed into a
new grouping. Three items of Sanctionabilty (SA1, SA6, and SA7) have been grouped with the
construct of Clarity. In considering the factors mentioned above, it is worthwhile to see the

possibility of having 10 factors instead of 8 factors as given in Kaptein’s model.

Since this study has been made as a pilot study using only 40 participants of a particular
organization in the banking sector there are certain limitations in this study. It may be worthwhile
to study a larger sample of data including data from state banks to obtain a more comprehensive
analysis in the entire banking sector. Further, there is an opportunity for future researchers to use
more data from different type of organizations from different industries and compare them to

generalize the findings
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Abstract

Past corporate collapses such as Enron, WorldCom, Xerox and similar others put a spotlight on the attention of corporate
governance mechanism. The corporate governance mechanism is the system governing and controlling the activities of
the companies. The importance of audit committees in ensuring the quality of corporate financial reporting has come
under considerable scrutiny by both the academia and corporate governance regulatory bodies. The purpose of this paper

is to examine the impact of Audit Committee (AC) attributes on the share price of Banking and finance sector in Sti Lanka.

The population of the study comprises firms listed under banking and finance companies listed in Colombo Stock
Exchange. The number of firms listed under banking and finance sector on Colombo Stock Exchange as at the time of
data collection (315t March 2018) was 72, out of which 26 firms were selected using simple random sampling method for
this study. The data was collected for the period from 2011 to 2017 and obtained from the web site of Colombo Stock

Exchange.

Size of the Audit Committee, Audit committee independence and Audit committee meetings are considered as
independent variables of the study. The dependent variable was share price of the firm which was measureed through
share price. In addition to this, firm size, company age, board size was considered as control variables in this study. To test

the hypothesis of this study, simple least square regression was utilized by using EViews 8 version.

The findings suggest a significant negative relationship between Size of the audit committee members, audit committee
meeting and share price of banking and finance companies, while board size and company age is significant and positively
related with share price. The audit committee independence is non-significant and negatively related with share price.

Further the study revealed that there is negative and non-significant relationship between firm size and share price.
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In this paper, the audit committee attributes that influence the share price most efficiently are identified. Due to lack of
researches covering this area in Sri Lankan Banking and finance sector, this study would provide additional knowledge to

future researchers and academicians.

Key words: corporate governance, audit committee, share price, banking and finance, Colombo Stock Exchange

BACKGROUND OF THE STUDY

Past corporate collapses at Enron, WorldCom, Arthur Andersen, Xerox and similar others put a
spotlight on the attention of corporate governance mechanism. Following the Asian financial crisis,
many emerging economies attempted to improve corporate governance to protect shareholder
wealth, as poor governance was regarded as one of the main reasons for the massive decline in
shareholder value during the crisis (Johnson, Boone, Breach & Friedman 2000; Mitton 2002;
Lemmon and Lins 2003). Therefore many countries developed several mechanisms in order to
govern the companies in an appropriate manner. The audit committee is one of the toolsof such
mechanisms to ensure the firm performance. Chartered Accountants in Sri Lanka (CA) has been

at the forefront of issuing corporate governance principles in Sri Lanka.

The audit committee plays a key role in assisting the board to fulfill its oversight responsibilities
in areas such as entity’s financial reporting, internal control systems, risk management Systems
and the internal and external audit functions on behalf of the shareholders in order to ensure that
the internal control activities are incorporating to the wealth maximization of shareholders.
Therefore institute of chartered accountants of Sri Lanka, in their guidelines stated that the board
of directors should require the audit committee to ensure carrying out the reviews of the process
and effectiveness of risk management and internal controls, and document to the board and board
takes the responsibility for the disclosures on risk management and internal controls. Under
institute of chartered accountants of Sri Lanka, the board should establish an audit committee
exclusively of non-executive directors with the minimum of three non-executive directors of whom
at least two should be independent. If there is more non- executive directors, the majority should
be independent. The committee should be chaired by an independent non-executive director. The
board should satisfy itself that at least one member of the audit committee has recent and relevant

experience in financial reporting and control.

Although it has been investigated by many researchers, contradictory findings are reported. At one

hand, audit has significant relationship with stock prices (Al-Attar 2017), while on the other hand
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it has no relationship with the stock prices of companies (Al-Thuneibat, et al., 2007). Due to such
contradictory findings, it becomes the gap that whether audit exerts share prices, especially in listed
banks of Colombo Stock Exchange. Therefore, there is a need to explore such influence.In this
context, this study aims to find out the relationship between audit committee attributes, and its

impact on the share price banking and finance companies listed on the CSE.

Through exploring such impact, this study will contribute academically in the research about
Colombo stock market as well as practically for investors by highlighting the impact of the
presence of audit committee, so that they would be confident about their investment decisions in
Colombo stock market.

Given the above scenario, the major problem of this study is to determine whether audit committee
attributes can significantly influence share price of listed banking and finance companies in Sri
Lanka.

PROBLEM STATEMENT

The effect of the presence of an audit committee is a salient feature in the best practices of corporate
governance. Most of the studies are concentrated on impact of audit committee attributes on firm
performance (Gabriela 2016; Al-Matari, et al., 2012; Algatamin 2018 and Amer et al., 2014). But
there are a significant amount of researches conducted on impact of audit committee attributes on
share price. Further different authors concluded different findings regarding the relationship
between audit committee attributes and share price. For example, Yermack (1996) found that a
small board size enhances firm value. Also Jensen (1993) asserted that having a small number of
board members improves the efficiency of audit committee monitoring and control. On the other
hand, there are some authors concluded that there is no significant relationship between board size
and share price Anderson et al. (2004). Therefore by considering the different arguments found by
different authors, the researcher has developed the statement, as follows, “To what extent audit

committee attributes impact on share price”.
OBJECTIVES OF THE STUDY
The following can be mentioned as the objective of this study.

e To find out the impact of audit committee attributes on the share price of the banking and

finance companies in Sri Lanka.
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SIGNIFICANCE OF THE STUDY

For companies, in order to comply with governance rule of the companies, well establishment and
appropriate operations of audit committee is important. In such way, the importance of this study

stems from the following points:

e Stakeholders can be able to know whether the selected companies are adopting an effective
internal control mechanisms.
e This study provides an evidence of whether or not the audit committee attributes affects

the share price of the Listed Banking and Finance companies in Sri Lanka.
LITERATURE REVIEW

Empirical Study on Audit Committee Attributes on Share Price.

Using 105 New Zealand listed companies over a three year period, Rani (2011) conducted a
research to find out the effects of audit committee characteristics on the value relevance of
accounting information. In that study researcher found that there is no positive effect of audit
committee expertise on the value relevance of accounting earnings. The study used primary
variables as audit committee financial literacy and audit committee independence to answer the
research question - what is the effect of audit committee expertise on the value relevance of
accounting earnings. Value relevance is measured by regressing stock prices on earning and book

values.

Focusing on a sample of 30 listed firms in Nigeria over a three year period, Uwuigbe
&Olubukunola (2013) carried out a research to find out the association between corporate
governance and share price. They revealed that ownership structure have a negative association
with share price, whereas the audit committee is positively related to share price. And also the
researchers recommended that board members’ shareholding should be regulated to ensure an
optimal share price disposition. Researchers focusing on global financial crisis also examine the
relationship between Audit committee characteristics and firm performance during the global
financial crisis. Example of this is Aldamen, et al. (2012) who, focusing on a total of 150 firms
listed on the S&P300 during the period of the global financial crisis 2008-2009, show that smaller
audit committees with more experience and financial expertise are more likely to be associated
with positive firm performance in the market. They also find that longer serving chairs of audit
committees negatively impacts accounting performance. The researchers used share price as the

proxy for firm performances.
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Ida & Asunka (2016), using a sample of 36 trading stocks on the Ghana Stock Exchange for the
financial year of 2015,conducted a research to examine the effect of audit committees on the
performance of firms listed on the Ghana stock exchange. They revealed that there is a relationship
between the characteristics of the audit committees and the performance of the firms. Meanwhile,
the number of independent members on the audit committee had no influence on the performance
of the firms. However, the number of independent members of the audit committee with finance
or accounting degrees impacted negatively on the firm’s performance. And also they recommended
that the corporate governance discussions should be re-focused from independence to more
experienced and financial literate members on the audit committees and also a relatively longer
tenure should be accorded the chairman of the audit committee of firms to enhance firm

performance. Researchers measured firm performance using share price.

Okolie, & Izedonmi (2014), use a sample of 57 companies quoted on the Nigerian Stock Exchange
over a period of six years carried out a study to find out the Impact of Audit Quality on the Share
Prices of Quoted Companies in Nigeria and revealed that Audit Quality exerts significant influence

on the Market Price per Share (MPS) of quoted companies in Nigeria.

Prior studies (Burgstahler & Dichev, 1997) focus directly on income smoothing, and find that firms
manage earnings to meet analyst expectations and avoid losses and earnings decreases. Benefits
from smoothed earnings include a perception of lower risk and a consequent reduced cost of
capital, and by extension a high market price perception. Evidently, a variety of earnings
management definitions exist but in the context of this study, earnings management defines the
planning and execution of certain activities aimed at manipulating and smoothening income and

achieving high earnings with a view to influencing the company’s stock price (Revsine, 1991).

Based on a sample of 342 companies over a six year period from the Nigerian Stock Exchange,
Okolie (2014) conducted a research to examine the association between Audit Firm Size and
Market Price Per Share of Quoted Companies in Nigeria and stated that audit firm size exerts
significant relationship and significantly influences market price per share of the companies in the
sample. Further the researcher suggested that companies in Nigeria should improve their earnings
quality only through sales growth and cost control strategies and present distinct reports on
earnings quality. Furthermore, company auditors should issue Integrated Audit Quality Assurance

Reports based on earnings quality assessment, statutorily backed by earnings monitoring of
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companies in Nigeria while regulatory agencies should issue authoritative codes of best practice
in Nigeria.

The evidence for audit committee attributes impact on share price is very rare. Researchers focused
more on topics related the audit committee attributes and firm performance, and audit committee
attributes and earnings management. For example Kankanamge (2016) examine the impact of
audit committee characteristics on earnings management in Sri Lanka during the period from 2013-
2015 using sample of 150 listed firms in Sri Lanka from 2012-2015. Audit committee size, audit
committee independence, audit committee meetings and audit committee financial expertise used
in this study as audit committee characteristics. Regression results showed a strong negative
relationship between audit committee characteristics and earnings management in Sri Lankan

listed firms.

Balagobei (2018) examine the impact of audit committee on value relevance of accounting
information of listed hotels and travels in Sri Lanka using the sample consists of 15 hotels and
travels listed in Colombo Stock Exchange. Value relevance of accounting information is measured
by earning per share (EPS) and book value per share (BVPS) while Audit committee consists of
audit committee size, audit committee independence, audit committee experts and audit committee
meetings. The results reveal that audit committee attributes such as audit committee size, audit
committee experts and audit committee meetings have a significant impact on book value per share
of listed hotels and travels in Sri Lanka. Further only audit committee experts influence earnings
per share. Audit committee independence is not found to have a significant impact on the value

relevance of accounting information.

Although the benefits of auditing are uncontroversial in developed markets, there is scant evidence
about its effect in emerging economies. Auditing derives its value by increasing the credibility of
financial statements, which in turn increases investors’ reliance on them in developed markets.
Chen, Srinidhi, & Su(2014) carried out a research to find out the effect of evidence using the
evidence from variability of stock returns and trading volume and he suggested that investors rely
more on audited financial information. The opinions from auditors of financial statements
published by the companies, is significant on the volatility of the company’s share prices. Hoti et
al. (2012) conducted a research using Slovenian and Croatian public interest entities, with the aim
to determine the effects of stock prices following the announcement of audited financial reports.

The results show that the audit quality, the auditor's opinion have an impact on the evolution of
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stock prices. In contrast, overall, this analysis shows that the audit reports investigated have

information content for investment decisions. In particular, the qualifications expressed in the audit

report have a negative effect on stock prices. It is also shown that an unqualified opinion with an

emphasis of matter paragraph regarding going concern uncertainty or financial distress has a

positive effect on stock prices.

CONCEPTUAL FRAME WORK.

After the careful study of review of literature the following conceptual model is developed by the

researcher.

ﬁ\dependent varia

~

bles

Audit committee attributes

Audit committee size
Audit committee
independence

e Audit committee meeting

—

4 N

Dependent variable
Share Price

Market Value per Share

Control variables

\_

!

Source: developed by researcher

\_ /

In the above model variables audit committee attributesare considered as independent variable and

share price is considered as dependent variable.

Definitions of variables
Table 1: Variable Definitions.

Variables Acronyms Measures
Dependent variable
Share price SP Obtained directly from CSE at

www.cse.lk

Independent Variable
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Audit committee size

AUSIZ

This was measured through
number of members of audit
committee elected by board of

directors.

Auditcommittee independence

AIND

Measured by using number of
independent directors in the

audit committee

Audit meetings

AMEE

This variable measured through
the number of annual meetings

the committee holds.

Control variables

Board size

BSIZ

This was measured through
number of members held the
position of board elected by

shareholders.

Company age

CAGE

Measured using company’s

established year.

Firm size

FSI1Z

Natural Logarithm of total
assets was used to measure the

firm size.

HYPOTHESIS OF THE STUDY

Based on theory, previous studies and the research model outlined, this study has formulated the

following hypotheses to examine the relationship between variables.

Hypothesis 1: Audit committee attributes significantly impact on share price.

The above hypothesis is further sub divided as follows:

Hypothesis 1a: Audit committee size significantly impact on share price.

Hypothesis 1b: Audit committee independence significantly impact on share price.

Hypothesis 1c: Audit committee meetings significantly impact on share price.
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RESEARCH DESIGN
Data Collection and Sampling

This study utilizes the listed companies in Sri Lanka as its population. As the sampling methods
differ in the type of study to be conducted, the research technique applied to get the sample of this
study is the simple random sampling. This is where the selected 26 firms are the subset of the total
72 firms in the industry in which each firm of the subset has an equal probability of being chosen.
A simple random sample is meant to be an unbiased representation of a group. Banking & finance
sector was chosen because it is one of the largest sectors of Sri Lanka in term of number of
companies. .The sample size of the study is 26 companies out of 72 randomly selected from
Banking & Finance companies listed in Colombo Stock Exchange. After computing variables as
defined in Table 1 and screening, the paper end up with a panel of 181 firm year observations on
26 companies over the period 2011-2017 for this empirical study. The panel has an unbalanced
structure. The research is based on secondary data. Audit committee attributes and share price were
collected from annual reports, Handbook of Listed Companies and CSE official website. Data
analysis is done with the help of software packages E views.

METHODOLOGY

To examine the extent to which audit committee attributes affects share price, we estimate

following panel data regression model that links audit committee attributes with share price:

SPit = fo + 1 AUSIZ it + f2 AIND it + 3 AMEE it + f4 BSIZit + fs CAGE it + f6 FSIZ it + it
1)

Where SP- Share price
AUSIZ- Audit committee size
AIND- Audit committee independence
AMEE- Audit meetings
BSIZ- Board size
CAGE- Company age
FSIZ- Firm size

€ — Error

i - Firms

t- Years
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EMPIRICAL RESULTS
Descriptive Statistics
Descriptive statistics are useful to make general observations about the data collected. They report

on the trends and patterns of data and provide the basis for comparisons between variables.

Table 2 presents descriptive statistics for the variables used in the analysis for our pooled sample.
The pooled mean (median) Share Price is 170.4543 (63.20000), respectively. The average of
Audit committee is 3.807692 (the median is 3.000000). The average of auditor independence is
2.747253 (the median is 2.000000). The average of audit meeting is 8.558011 (the median
8.000000). With respect to the control variables included in our model, the average board size of
the firms is given by 9.285714 (9.000000). The average (median) company age is 29.34615 years
(29 years). Finally the average size of the sample firms measured by total assets is about 1.25E+11
(3.04E+10) billion LKR.

These summary statistics indicate that the sample used in this study is comparable to those used

in prior research in the context of Sri Lanka.

Table 2. Summary statistics

Variables Obs Mean Median Std.Dev Min Max

SP 182 170.4543 | 63.20000 | 293.0469 | 0.000000 | 1597.000
AUSIZ 182 3.807692 | 3.000000 | 1.391111 | 2.000000 | 8.000000
AIND 182 2.747253 | 2.000000 | 1.137929 | 0.000000 | 6.000000
AMEE 181 8.558011 | 8.000000 | 4.946739 | 1.000000 | 33.00000
BSIZ 182 9.285714 | 9.000000 | 2.758355 | 5.000000 | 16.00000
CAGE 182 29.34615 | 29.00000 | 16.51438 | 2.000000 | 66.00000
FSIZ 182 1.25E+11 | 3.04E+10 | 2.16E+11 | 3.79E+08 | 1.14E+12

Notes: This table reports summary statistics of the variables used in the study.
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Correlation analysis
Table 3 reports the Pearson correlation coefficients between variables. To find out the
relationship among variables correlation analysis was carried out. Audit committee size (AUSIZ)
and audit committee meetings (AMEET) show a negative and statistically significant correlation
with value of the firm measured by share price of the companies. This result is consistent with
our hypothesis 1. Audit committee independence (AIND) shows a negative and insignificant
correlation with value of the firm. This result is inconsistent with our hypothesis 2. However,
confounding factors may be behind such opposite association; as we discussed in the

methodology, we address this issue in the regression analysis that follows in the next section.

Turning to control variables, board size (BSIZ),company age (CAGE) have a significant impact

on share price. But firm size (FSIZ) is insignificantly related to the share price.

Furthermore, Table 3 suggests that given that the observed correlation coefficients between
independent variables are relatively low, multicollinearity should not be a serious problem in our

study.

Table 3: correlation analysis

AUSIZ AIND AMEET BSIZ CAGE FSI1Z SP
AUSIZ 1.000000
AIND 0.431481  1.000000
AMEET 0.120854  0.200481 1.000000
BSIZ 0.436275 0.398128 0.176499 1.000000
CAGE -0.156699 0.075603 0.000229 -0.170388 1.000000
FSI1Z 0.408621  0.420187 0.184959 0.298327 0.260352 1.000000

SP -0.245286 -0.145311 -0.151579 0.203644 0.246423 0.007045 1.000000
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Regression Analysis

Table 4 demonstrates the findings of the regression analysis. The model expresses the effect of
independent variable (audit committee size, audit committee independence and audit meetings) on
share price.

Table 4: relationship between audit committee attributes and share price
Dependent Variable: Share price
Method: Least Squares
Sample: 1 182

Included observations: 181

Variable coefficient ~ Std error t-statistic prob
AUSIZ -67.69197 21.99727 -3.077289 0.0024
AIND -19.16792 26.05431 -0.735691 0.4629
AMEET -10.51004 3.965450 -2.650403 0.0088
BSIZ 48.36143 7.959221 6.076151 0.0000
CAGE 4.999493 1.310680 3.814428 0.0002
FSIZ -8.75E-12 1.06E-10 -0.082670 0.9342
R-squared 0.278071 Mean dependent var  170.4569
Adjusted R-squared 0.253176 S.D. dependentvar  293.8598

253.9506 Akaike info criterion 13.95006
11221414 Schwarz criterion 14.07376
-1255.481 Hannan-Quinn criter. 14.00021

11.17013 Durbin-Watson stat ~ 0.812545
0.000000

S.E. of regression
Sum squared resid
Log likelihood
F-statistic
Prob(F-statistic)

The above Table shows the estimated result of the model. R square shows that the model explained
27.8071 % of total variations of the dependent variable. It means that 27.8071 % of the changes in
dependent variable are described by both independent and control variables. As a point of focus,
the hypotheses of this study states that the audit committee attributes significantly impact on share

price of banking and finance companies listed on CSE.
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As observed, the results show that audit committee size has a coefficient of -67.69197 with t
statistics of -3.077289 and with a p value of 0.0024. Thus, from the results, it can be stated that
there is significant impact of audit committee size on share price. Audit meeting has a coefficient
of -10.51004, with t-statics of -2.650403 and a p value of 0.0088. Audit meeting has significant
impact on share price. Auditor independent has a coefficient of -19.16792 with t statistics of -
0.735691 and with a p value of 0.4629. Auditor independence has not significant impact on share
price. Board size and company age also significantly impact on the share price. The firm size shows
that there is no significant impact on share price, thus has the p value of 0.9342. The results show
that the F-statistics indicates the value of 0.000000. Which indicates that the model perfectly fits
the study. Durbin Watson test is a test used to detect auto correlation. From the Table 4 Durbin
Watson stat value is 0.812545. This value less than 3 indicating that there is no auto correlation

issues.

CONCLUSIONS

The audit committee specially provides the control mechanism for the companies in order to ensure
that the share holders’ funds are appropriately utilized with in the firm. Control in the sense the
published financial statements are free from material errors. Investors therefore value the audit
report as a means of improving financial information reported by companies. This study provides
evidence of the relationship among audit committee size, audit committee independence, audit
committee meetings and the impact on share price for Sri Lankan banking and finance companies
listed in CSE. The relationship between audit committee attributes and share price of Sri Lankan
banking and finance sector companies, using least squares method. The study uses 181 firm year

observations over the period 2011-2017.

The study documents a negative relationship between audit committee size and share price. This
implies that the increase in audit committee members will cause a reduction in the share price. In
some cases, if the members in a committee is large, this also can lead to conflicts within the
committee. The different perspectives of the members can lead to inefficiency of the work carried
out by the auditors. This result has supported previous research carried out by yermack (1996) and
Jensen (1993)

Further auditor independent does not have a significant impact on the share price. This result has
supported previous research carried out byBalagobei (2018), Rani (2011),Uwuighe &
Olubukunola (2013),which is not an expected result. Conversely, when entered into the regression
with interaction of share price, it has negative coefficients, which are contradicting the value

68



15% International Conference on Business Management (ICBM 2018)

relevance concept by implying that independence does not affect value relevance of accounting
information.

Also audit meeting has negative relationship with share price. If the audit meetings get increase
then, it will negatively affect the share price, which means the share price will get reduce.
According to the corporate governance requirements, audit committee should meet four timesin a
year. But increase in the number of meetings can increase the work load of preparation for meeting
and inefficiency of meetings can lead to a negative impact on share price. This result has supported

previous research carried out by Elijahand Ayemere (2015).

In general, one of the important governance mechanisms, namely audit committee attributes, in
particular, our study also provides new insights into the future directions of corporate governance
reforms in Sri Lanka. Finally, in this study, we rely on quantitative and secondary data to test our
hypothesis; but future research, using qualitative research methods such as questionnaire based

survey or interview, could be conducted in order to complement our study.
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Abstract

The financing decision of the organization is one of the most debated arenas of the corporate finance theory. According
to the agency theory, the financing decision will contribute to solving interest conflicts between shareholders and managers.
The financing decision is the way of choosing a firm’s financing resources, namely choosing both the available resources
and their mix in order to achieve the objective of maximization of shareholders’ wealth. The aim of this study is to examine
the impact of corporate governance mechanisms on financing decisions of listed manufacturing companies in Sri Lanka
during the period of 2012 to 2016. The sample consists of 26 listed manufacturing companies in Sri Lanka. In this study,
data was collected from secondary data sources and hypotheses are examined by using multiple regression analysis. The
results reveal that board size has a significant impact on financing decisions of listed manufacturing companies in Sri
Lanka.Other corporate governance variables are not found to have a significant impact on financing decisions. The firms
should increase their board size for accessing more debt capital as large board size puts pressure on managers through
stringent monitoring and regulatory mechanism to increase the value of the firm. However beyond a certain level, further

increase in board size could lead to adverse effects.

Keywords: Corporate governance, financing decisions, Agency theory, Board size
INTRODUCTION

Corporate Governance and financing decision plays a vital role in the maximization of
shareholders’ wealth. Good corporate governance is an important in increasing the market value
of a firm while higher financial leverage decreases a firm value by increasing bankruptcy risk
(Sheifer and Vishny, 1997). Corporate governance (CG) has been mostly applicable in developed
markets and essentially to large and listed firms. In recent times, however, the term is on the
development agenda of many developing countries, the reason being the realization that corporate
governance is important for the promotion of sustained growth as it boosts the bottom line
(Anthony and Nicholas (2006). The corporate governance has two meanings. It refers to the
relationship between a firm and its stakeholders including shareholders, employees, creditors,

competitors, consumers etc. In the second definition, corporate governance is seen as signifying
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the mechanism for checking on and monitoring the behaviour of top management, due to the
separation of ownership and control. Thus, corporate governance refers to the clear establishment
of how an organization ought to be run and controlled and ensure accountability on the part of
management towards owners. Studies have shown that corporate governance enhances

performance (Gompers et al., 2003; Claessens et al., 2003).

An important financing decision facing firms is the choice between debt and equity capital (Glen
and Pinto, 1994). The capital structure of a firm is a mix of debt and equity the firm uses to finance
its operations. Capital structure decisions are crucial for any business organisation. The decision
is important because of the need to maximise returns to various organisational constituencies and
also because of the impact such a decision has on an organisation’s ability to deal with its
competitive environment (Abor and Biekpe, 2005). The key of the firm is to choose a portfolio of
capital structure that will maintain sustainability and generate more wealth. In general, a firm can
choose among many alternative capital structures. It can issue a large amount of debt or very little
debt. It can arrange lease financing, use warrants, issue convertible bonds, sign forward contracts
or trade bond swaps. In an attempt to set a capital structure that maximises overall market value,
firms do differ in the way they deal with the issue of optimising capital structure requirements.
Corporate governance refers to how companies ought to be run, directed and controlled. It is about
supervising and holding to account those who direct and control the management. It is believed
that, good governance generates investor goodwill and confidence. Gompers et al. (2003) assert
that, good corporate governance increases valuations and boosts the bottom line. Claessens et al.
(2002) also maintain that better corporate frameworks benefit firms through greater access to
financing, lower cost of capital, better performance and more favourable treatment of all

stakeholders.

Corporate governance has been identified in previous studies to influence firms’ financing or
capital structure decisions which also affect performance (Berger et al., 1997; Friend and Lang,
1988). These empirical studies tended to focus mainly on developed economies with inconclusive
results. Very little, however, has been done on corporate governance in Sri Lanka, especially with
respect to firms’ financing decisions. It is crucial to determine how current issues in corporate
governance affect the financing decisions of Sri Lankan firms. This paper specifically examines
the impact of various variables of corporate governance on the financing decisions of firms listed

manufacturing companies on the Sri Lanka during the five-year period (2012-2016).
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Research problem

With sound governance structure (CS), it is much easier for organizations to obtain loans from
investors as a functional corporate structure protects the interest of shareholders, increases
transparency and reduces the agency conflicts. Firms with poor governance practices face more
agency problems as managers of those firm’s can easily obtain private benefits due to poor CG

structure.

Weak corporate governance does not only lead to poor firm performance and risky financing
patterns, but is also conducive to macroeconomic crises (Claessens et al., 2002). Becht et al. (2002)
identify a number of reasons for the growing importance of corporate governance; including, the
world-wide wave of privatization of the past two decades, the pension fund reform and the growth
of private savings, the takeover wave of the 1980s, the deregulation and integration of capital
markets, the 1997 East Asia Crisis, and the series of recent corporate scandals in the USA and
elsewhere. Developing countries are now increasingly embracing the concept of good corporate
governance, because of its ability to impact positively on sustainable growth. The dominance of
large shareholders may therefore affect the financing decisions of firms. Businesses are therefore,
being compelled to apply the most scientific methods to enable them compete on the global market.
The will of investors to strive for excellence and the refusal to accept mediocrity have created stiff
competition in the business environment. This drive for excellence and competition has led to the
demand for information by stakeholders. Corporate bodies are continually being compelled to
disclose relevant information to stakeholders and the communities in which they operate. They are
required to be more transparent in their dealings and to justify their investments and financing
decisions. A study of the characteristics of corporate governance and the financing decisions of Sri
Lankan listed firms is therefore very crucial. This present study provides empirical evidence on
corporate governance and firms’ financing decisions from the context of a developing economy.
Therefore this study consists of research question “To what extent corporate governance impacts
on financing decision. The objective is to examine the impact of corporate governance on financing

decisions of Sri Lankan listed manufacturing firms.

This paper is organized as follows: the next section provides an overview of empirical literature
on the subject matter. The following section describes the research methodology. The penultimate
section discusses the results of the analysis. Finally, the last section summarizes the study results

and concludes the discussion.
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LITERATURE REVIEW

Theoretical Literature

Corporate governance has been given various definitions by various authors. Metrick and Ishii
(2002) define corporate governance from the perspective of the investor as “both the promise to
repay a fair return on capital invested and the commitment to operate a firm efficiently given (that)
investment”. This definition simply suggests that the nature of the governance structure of a firm

has an impact on its ability to access capital markets.

The theoretical framework upon which CG and CS is based includes the agency theory free cash
flow theory. Evidence from previous empirical studies has sought to confirm the effect of CG on

firm performance and reviewed the theories.

Agency Theory: CG has traditionally been associated with the “principal-agent” or “agency”
paradox. A “principal-agent” relationship arises when the person who owns a firm is not the same
as the person who managers or controls it. Agency theory has its roots in economic theory and was
developed by Jensen and Meckling (1976) and it states that shareholders who are the owners or
principals of the company delegate the running of business to the managers or agents. The
shareholders expect the agents to act and make decisions in the principal’s interest but the agents
may make contrary decisions. Jensen and Meckling (1976) argued that the separation of ownership
and control has resulted in an agency problem as the managers who act as agents might not always
act in the best interests of the shareholders or owners, who are the principals of the firm. This might
be due to the interests of both parties which are not aligned. Agency problem results in agency
costs, which are the costs of the separation of ownership and control. Agency costs have been
defined as the sum of the monitoring expenditures by the principal, the bonding expenditures by

the agent and the residual costs.

Free Cash Flow Theory: According to free cash flow theory (Jensen, 1986), leverage itself can
also act as a monitoring mechanism and thereby reduces the agency problem hence increasing firm
value by reducing the agency costs of free cash flow. There are some consequences derived if a
firm is employing higher leverage level in that managers of such firm will not be able to invest in
non-profitable new projects, as doing so the new projects might not be able to generate cash flows
to the firm, hence managers might fail in paying the fixed amount of interest on the debt or the
principal when it’s due. It also might cause the inability to generate profit in a certain financial
year that may result in failing to pay dividends to firm shareholders. Leverage might not only be

able to reduce the agency costs of free cash flow, but also can increase the efficiency of the
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managers. This is due to the debt market that might function as a more effective capital market
monitoring. In addition, in order to obtain the debt financing, managers must show their abilities
and efficiencies in managing the firm. Empirically, it has been proven that leverage proxied by
bank lenders, can be substitute monitoring mechanism especially in weak CG firms, but not in the

more active merger environments.
Empirical Literature

There have been some studies that link corporate governance and financing decisions of firms. For
instance Berger et al. (1997), Friend & Lang (1988), Wen et al. (2002), and Abor (2006), show
that the nature of corporate governance in a firm has an influence on its financing decisions. The
main corporate governance characteristics that have been identified to impact on financing
decisions of firms include board size, board composition, CEO duality, tenure of the CEO, and the
CEO’s compensation. The empirical literature on governance and capital structure so far, though

scanty, show varied results and appear largely inconclusive.

The board of any corporate entity is the highest decision making body entrusted with the
responsibility of ensuring that the firm operates efficiently and competitively. The board size
measured by the number of people that constitutes the board has a significant relationship with the
financing decision of a firm according to Pfeffer & Selancick (1978), and Lipton & Lorsch (1992).
Berger et al. (1997) show that firms with larger board sizes tend to have low leverage or concentrate
rather on equity financing. The underlying principle is that a large board size inevitably translates
into coercion from the board on managers to rather depend on less debt to enhance firm
performance. A critical issue raised by Jensen (1986), however, is that firms with high leverage or
a high debt ratio have larger boards. This twist introduces an issue of causality. The question is,
do firms resort to high leverage because they have larger board sizes or do firms increase board
sizes because they are highly leveraged? Studies on this issue are largely non-existent. However,
empirical results in China by Wen et al. (2002) and by Abor in Ghana (2006) point to a positive
relationship between board size and leverage. These findings presuppose that large board sizes,
that exist largely due to monitoring by regulatory bodies, target higher leverage to enhance
corporate value. It could also be due to the difficulty of arriving at consensus in decision-making.
Such a scenario has the tendency of weakening corporate governance leading to dependence on
high leverage primarily as a disciplining mechanism for firm value maximization. Furthermore,
Anderson et al. (2004) point out that the cost of debt is lower for larger boards probably due to the

fact that creditors view these firms as essentially having effective monitoring on their operations.
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Studies have also shown that the nature of board structure typology (CEO duality) also has a
relationship with the financing decisions of a firm. In this case, studies have centered on 1-tier and
2-tier board structure typologies. A firm is said to have a 1-tier board structure if the CEO combines
as the board chairperson. On the other hand, in a situation where the CEO and board chair positions
are occupied by separate personalities, the firm is said to be operating a 2-tier board structure. In
the one-tier board structure typology, it is deemed that the two critical issues of decision making
and control are vested in the same personality, which is however thought to be inappropriate (Fama
& Jensen, 1983). Again, Fama and Jensen (1983) define “decision management” as the right vested
in a CEOQ to initiate and implement new proposals warranting expenditure of the firm’s resources,
while “decision control” is the right to ratify and monitor these proposals. Hence, there exists a
conflict of interest and higher agency cost if these are done by the same personality signaling the
lack of separation of “decision management and decision control”. Fosberg (2004) shows that a 2-
tier board structure typology is characterized by higher leverage or debt: equity ratios as compared
to a 1-tier leadership scenario. Abor (2006) in a Ghanaian study however found a negative

relationship between 2-tier board structure typology and leverage.

The other related characteristic of corporate governance is compensation of the CEO. CEQOs with
attractive fixed compensation might pursue lower leverage to reduce the financial risk and keep
their job for the attractive remuneration (Stulz, 1988; Harris and Raviv, 1988). However, empirical
evidence has shown contradictory findings. Jensen and Meckling (1976), and Berger et al. (1997)
show positive association between CEO’s compensation and capital structure of the firm. Wen et
al. (2002), Friend and Hasbrouck (1988) also find a negative relationship between fixed

compensation and financial leverage.

In Sri Lankan context,Nirosha and Stuart (2012) find that Sri Lankan listed companies pursue a policy of high debt with
high insider ownership and CEO duality. Non-executive directors tend to have less extemal financing than boards withmore
executive directors. In general, this study finds the issue of corporate governance has important implications on the financing
decisions of Sri Lankan listed firms. Nishani and Athula (2015) investigate the influence of capital structure on firm value
measured in Tobin’s Q. The study has both theoretical and practical implications. While it finds evidence to generalize
the notions of the three theories employed in the study, it also reveals empirically that how corporate goverance
variables influence capital structure decisions and firm value in the manufacturing companies in Sri Lanka.

Siromi and Chandrapala (2017) identify that there is no significant effect of corporate governance

attributes except board composition & board committee on capital structure. The variable of board
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composition has a significant positive effect and board committee has a negative effect on capital

structure.

Based on the literature review, the following hypotheses are developed,
H1: Board size has a significant impact on financing decision.

H>: Board independence has a significant impact on financing decision.
Hs: CEO duality has a significant impact on financing decision.

H4: Board meeting has a significant impact on financing decision.

METHODOLOGY
Data and variable description

Data for the study is obtained from twenty six (26) manufacturing companies listed on the
Colombo Stock Exchange (CSE) covering the five (5) year period 2012-2016. For the dependent
variable, the firm’s debt ratio is measured as the ratio of total debt to total assets (i.e. LEV =
Leverage). For a deeper understanding of further relationships, leverage is divided into short-term
leverage (STL) and long-term leverage (LTL) which are measured as the ratio of short-term debts
and long-term debts to total assets respectively. Regarding the independent variables, Board size
(BDS) measured by the number of board members, Board independence (BDI) measured by the
ratio of independent board members to board size, CEO duality (CEQO) indicates whether the
company’s CEO is also chairman of the board, Dummy variable equal to 0 if the two variables

are separate.
Research Model

The study follows the panel model specification for the purpose of estimating the impact of
corporate governance on financing decision of listed manufacturing companies in Sri Lanka. The

panel data model is as follows:

Yit=ai + f1Xuit + f2X2it + f3X3it + faXait + it
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Where Yi: is leverage of firm i at time t, ai is a constant term, B1, B2, B3 and Ps are the beta
coefficients, X1, X2, Xz and Xj are the explanatory variables used in the study, and €it is the error

term. The specific models are as follows:

STLit = ai +p1BS + f2BI+ B3CEO + BaBM+ it coevv e (1)
LTLit= ai +p1BS + 2B+ f3CEO + LaBM+ it cevvevveevvvevv i (2)
LEVit= ai +S1BS + BoBI+ B3CEO + BaBM~+ Eit oo eenenn(3)
Where,

STLit — Short-term leverage of firm i at time t.

LTLi - Long-term leverage of firm i at time t.

LEVie — Total leverage of firm i at time t.

BSit — Board size of firm i at time t.

Blii — Board independence of firm i at time t.

CEOit — CEOQ duality of firm i at time t.

BMit — Board meeting of firm i at time t.

Choosing between random and fixed effects

The most basic estimator of panel data sets is the pooled Ordinary Least Squares (OLS). In the
simplest case in which there are no firms specific and time specific effects the ordinary least square
is the most appropriate. Johnston and Dinardo (1997) recall that the pooled OLS estimators ignore
the panel structure of the data, treating observations as being serially uncorrelated for a given firm
with homoscedastic errors across individuals and time periods. A more appropriate approach is

therefore to estimate the model using other panel data techniques.

Hausman (1978) suggested a test to check whether the individual effects are correlated with the
regressors. Under the null hypothesis no correlation between individual effects and explanatory
variables, both random effects and fixed effects estimators are consistent but the random effect
estimator is efficient while fixed effects are not. Under the alternative hypothesis individual effects
are correlated with the regressors, the random effects estimator is inconsistent while the fixed
effects estimator is consistent and efficient. The following hypotheses were tested while applying

Hausman test.
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Ho: There is no significant difference between co-efficient estimates.

Hi: There is a significant difference between co-efficient estimates.

If the chi.sq value is significant, H1 will be supported. It implies that there is a significant difference

between co-efficient estimates. Hence, this will lead to the rejection of random effects estimator.

DISCUSSION AND FINDINGS

Descriptive Analysis

Table 1: Descriptive Statistics

Short Long

Board Board CEO | Board term term Total

size |independence| Duality |Meetings |Leverage |Leverage [Leverage
Mean 7.692 0.379 0.061 | 3.984 | 0.728 | 0.271 | 0.383
Median 8.000 0.333 0.000 | 4.000 | 0.807 | 0.193 | 0.384
Maximum 12.000 0.667 1.000 | 8.000 1.196 2.920 0.815
Minimum 3.000 0.125 0.000 | 0.000 | -1.920 | -0.196 | -0.224
Std. Dev. 1.928 0.127 0.241 1.317 0.317 0.317 0.174
Skewness -0.320 0.345 3.649 | -0.767 | -5.025 | 5.025 0.004
Kurtosis 2.853 2.423 14.315 | 5.675 | 39.655 | 39.655 | 3.381
Jarque-Bera | 2.343 4.396 982.066| 51.528 |7825.251|7825.251| 0.789
Probability | 0.309 0.111 0.000 | 0.000 | 0.000 | 0.000 | 0.673
Sum 1000 49.395 8.000 | 518.000 | 94.692 | 35.308 | 49.851
Sum Sq. Dev.|479.692 2.090 7.507 | 223.969 | 12.996 | 12.996 | 3.936
Observations | 130 130 130 130 130 130 130

Table 1 shows the summary statistics of both dependent and independent variables. The mean

board size is about eight with the minimum and maximum being three and twelve respectively.
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The standard deviation for board size is 1.928. With board independence, the mean ratio of 37.9%
suggests that more insiders serve on these boards as against outsiders. This also suggests that these
boards are relatively less independent (John and Senbet, 1998). However, the minimum and
maximum of 12.5% and 66.7 % is an indication that some of the boards are largely independent.
On the average, 6.1% of the boards operate a 2-tier board structure. The standard deviation for
CEOQ duality is of 0.241. Most of the firms depend on short-term debt as against long-term debt.

The mean of short-term leverage is 72.8% with the standard deviation of 0.317.
Regression Analysis

Table 2 represents the results of multiple regression analysis to examine the impact of corporate

governance on financing decision of listed manufacturing companies in Sri Lanka.

Table 2: Regression for corporate governance and Financing decision

Variables Short-term leverage Long-term leverage Leverage (Total)
(Random Effect (Random Effect (Random Effect
Estimation) Estimation) Estimation)
Constant 0.641337 0.358663 0.214175
(0.0003) (0.0379) (0.0263)
Board size 0.075018** 0.073444** 0.037437**
(0.0023) (0.019) (0.0061)
Board independence -0.051394 -0.080593 0.018584
(0.8221) (0.1893) (0.884)
CEO Duality 0.03297 -0.045729 0.068645
(0.7802) (0.2383) (0.2983)
Board meetings -0.025267 -0.025584 0.00115
(0.119) (0.8582) (0.8982)
R-squared 0.1349 0.0777 0.1127
No of observation 130 130 130
Hausman test -Chi-Sq 4 (0.1185) 7.34997 (0.1278) 4 (0.8274)
F-statistic 2.360245 1.346875 1.922302
Prob(F-statistic) 0.021431 0.03236 0.042542

Notes: All regressions include a constant. Probability values in brackets. ** indicate significance

at 5 per cent level.
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In Table 2, the results of the Hausman specification test do not allow to reject the null hypothesis
that the difference in coefficients is not systematic. Given such results, the preferred model is the
Random-effects GLS because it is consistent and efficient under the circumstances. The study
shows that short-term leverage, long term leverage and total leverage have a significant positive
correlation with board size, thus contradicting the findings of Berger et al. (1997) who showed that
firms with large board sizes employ less leverage. The positive relationship between the board size
and leverage suggests that larger boards employ a high debt policy to raise corporate value. This
may be due to an apparent lack of consensus building due to board size resulting in weaker
corporate governance. This finding is consistent with other studies ( Jensen, 1986; Wen et al.,
2002; Abor, 2006). Again, this could be due to the fact that large board sizes, which are relatively
more entrenched due to monitoring by regulatory bodies, make it a deliberate policy to target
higher leverage for the purpose of enhancing corporate value. Therefore, as board size has a
significant impact on financing decisions such as short-term leverage (=0.075018**, P <0.05),
long term leverage ($=0.073444**, P <0.05) and liability ($=0.0.037437**, P <0.05), hypothesis

one (H1) is supported.

The results of the study show that board independence is insignificant in explaining short-term
leverage, long-term leverage and total leverage. So, H: is not supported.Further CEO duality and
board meeting have insignificant impact on short-term leverage, long-term leverage and total
leverage (P>0.05). Therefore, Hsz and Hs are not supported. The F-statistics values are 2.360245
(P<0.05) for short-term leverage, 1.346875 (P <0.05) for long-term leverage and
1.922302(P<0.05) for total leverage which show that the corporate governance variables jointly
significantly explain the variations in short-term leverage, long-term leverage and total leverage.
The R-square value of 0.1349, 0.0777 and 0.1127 represent that variation of 13.49%, 7.77%, and
11.27% in short-term leverage, long-term leverage and total leverage are explained by corporate

governance variables respectively.

CONCLUSION

The objective of this research study was to examine the impact of corporate governance on
financing decision of listed manufacturing companies in Sri Lanka. Corporate governance refers
to how corporate entities ought to be run, directed and controlled. It is indeed believed that better
corporate governance enhances a firm’s profile through better access to finance, lower cost of

capital, better performance and preferential treatment on the part of all stakeholders. Of critical
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importance is the fact that the concept of corporate governance is now dominating the policy
agenda of most developing nations.

This study looked at corporate governance and its impact with financing decisions of listed
manufacturing firms by using data from 26 listed firms on the Colombo stock exchange covering
the period 2012 to 2016. A random-effects GLS panel data regression model was employed and
results show that board size influences significantly on financing decisions of firms and other
corporate governance variables don’t have any impact on financing decision such as short-term
leverage, long-term leverage and total leverage. In conclusion therefore, it is recommended that
firms should position themselves by strengthening governance structures in order to promote their

attractiveness and therefore their capacity to access financial markets.
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Abstract

Automated Teller Machines are expensive technological advancements that implemented by bankers. Bankers should
cleatly understand what features should be improved within the context of Automated Teller Machines to get it more
familiar among customers. Those features simply decide the success or failure of Automated Teller Machines. The purpose
of this paper is to investigate those factors that determine the Automated Teller Machine usage of Private Banks in
Puttalam District. The conceptual model focuses factors affecting on Automated Teller Machine usage and it was
developed based on reviewing existing literature. The model was employed by independent variables of ease of use,
usefulness, behavioral control, risk, social influence and dependent variable of Automated Teller Machine usage. Data were
randomly collected from two hundred (200) Automated Teller Machine users from Puttalam District to test this model.
The data were analysed through descriptive and regression analyses with the help of a powerful statistical software SPSS
22.0. The mean and standard deviation result reveals that ease of use, usefulness, behavioral control, social influence and
Automated Teller Machine usage are in high level while risk is in low level. Also, the simple regression analyses results
show that all independent variables have significant impact on Automated Teller Machine usage while multiple regression
results showing that ease of use is the most influencing factor towards the Automated Teller Machine usage. Finally, it is
identified that there is no any variation of variables with personal factors according to ANOVA and independent sample
t-test results. The results of this study provide a good evidence for banks to identify the present status of Automated Teller
Machine usage among Private Bank Automated Teller Machine users of Puttalam District and further enhancements of

work practices regarding Automated Teller Machines within the area of Puttalam District.

Keywords: Ease of use, usefulness, Behavioral control, Risk, Social influence, Automated Teller Machine

Introduction

While delivering banking services to customers, most banking sectors try to reduce pressure within the
banking hall and because of that they have introduced the use of Automated teller machines (ATMs) and
various E-banking applications. Nowadays in business environment, the need for ATM cannot be
overemphasized and ATM is a computerized telecommunications device that provides access to financial
transactions of a financial institution with in a public space without the need for a cashier, human clerk or

bank teller (Wikipedia,2018).

Banks have continued to increase the number of ATMs across Sri Lanka as bank branch and non- bank branch
locations with many of enhanced service delivery characteristics. ATMs have greatly reduced the queues in
the banking halls and it save customer’s valuable time, provides anytime access with 24X7 service, provide
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withdrawing facilities when overseas etc. Therefore, the usage of ATM has been increasing day by day. And
also, in some cases customers face problems while using ATMs as accounts are debited with not receiving
money, insufficient funds in ATMs, not accepting the card by machine, issuing poor quality of money and
balances are declined without money transferring. Beside of above factors there are more factors that
determining the usage of ATM services. Thus, this is very important to have an in-depth analysis for

identifying factors that determining ATM usage amongcustomers.

Puttalam is a district which is situated in North Western Province in Sri Lanka and it is considered as one of
rural area in Sri Lanka. By now, with the improved literacy rate of Puttalam District bank customers, they
engaged with lot of financial activities with their banks. Currently, almost all of the banks operate ATMs in
Puttalam District to provide best services to their customers. Accordingly, Commercial Bank of Ceylon,
Hatton National Bank, Sampath Bank and Seylan Bank are providing ATM services to their customers in

Puttalam District as Private Banks.

The empirical literature provides that there are many of researches regarding the ATM usage [Omari &
Richard , (2012), Wole & Louisa, (2009), Khan (2010) etc.] But most of them go beyond very past and they
have revealed certain amount of ATM service delivery characteristics. Because the concept of ATM is very
old and it is going nearly fifty (50) years back. Therefore, this is the time for recall an empirical study which
is suitable for enhanced ATM services. And also, when considering the availability of sufficient regional
context, it shows none of the relevant literature in Puttalam District. Hence, there is a gap in the
understanding of how Sri Lankan Putalam District banking customers affected by factors that determining
their ATM usage. Therefore, this is the time for recall an empirical investigation on the preceding topic and

make the needful.

To the best of researchers’ knowledge, there is no previous research work concerning above matter in
particular area. Therefore, this is the time to fill this empirical gap comprehensively. All the above reasons
call for the need to assess factors that determining ATM usage. From the above arguments, the problem

statement can be stated as;

“What are the factors determining the usage of ATM of Private Banks in Puttalam District?”

Based on the problem statement, following objectives are set;
I.  To identify the level of ATM usage of Private Banks in PuttalamDistrict.

il.  To identify the level of factors that determining the usage of ATM of Private
Banks in Puttalam District.

iii.  To examine the impact of factors on usage of ATM of Private Banks in Puttalam
District.

Iv.  To identify the most influencing factor that determining the usage of ATM of
Private Banks in Puttalam District.
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V.  To explore whether factors determining ATM usage varies with demographic

factors of Private Bank customers in PuttalamDistrict.

Literature Review

The existing literature shows that perceived usefulness, perceived ease of use, perceived self- efficacy, social
influence, relative advantage, perceived complexity, behavioral control and perceived risk are major factors
influencing the usage of technology-based activities. Ease of use, usefulness, behavioral control, risk and

social influence have selected to assess the determinants of ATM usage in this study.

Ease of use refers to "The degree to which a person believes that using a particular system would be free of
effort”" (Davis, 1989). When customers perceive on ease of use while ATM transactions, then they tend to
use ATM in repeatedly. Wole & Louisa, (2009) says when ATMs be easy to handle, it means their use would
be more widely used in the future. Usefulness refers to "The degree to which a person believes that using a
particular system would enhance his or her job performance" (Davis, 1989). When customers perceive that
ATM is very useful then they tend to use it again and again. It was revealed by Wole & Louisa (2009) and
they have stated that ATM’s use is widespread today because of its usefulness. The behavioral control means
that customers can direct their own activities. Many self-service options could be built around the consumers’
perception of control over transactions (Xin, et al., 2007). Risk refers to "The potential for loss in the pursuit
of a desired outcome of using electronic services" (Featherman & Pavlou, 2002). Risk, has been found out
as an important determinant of overall satisfaction and desire to use ATM (Goode, et al., 1996). Social
Influence refers “The level to which a person perceives that essential others believe he/she should exercise
the technology” (Venkatesh, et al., 2003). Wole & Louisa, (2009) said that “Influence was apparently a factor

for using ATM probably because users are likely to encourage byothers”.

Researchers have identified “Technology Acceptance Model”, “Theory of Planned Behaviour” and “Unified

Theory of Acceptance and Use Theory” for their research construction.

Hypothesis Formulation

Based on previous research arguments [ Sindhu & R. (2018), Salva & Sevgi (2014), James & Matthew (2005)

etc.]
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Researchers have formulated and tested following hypotheses within this research;

Hypothesisla: Ease of use has a positive impact on customer’s use of ATM.
Hypothesis2b: Usefulness has a positive impact on customer’s use of ATM.
Hypothesis3c: Behavioralcontrolhasapositiveimpactoncustomer’suseof

ATM.
Hypothesis4d: Risk has a negative impact on customer’s use of ATM. Hypothesis5Se:

Socialinfluencehasapositiveimpactoncustomer’suseof

ATM.

Researchers have tested whether there are any significant differences between personal factors with
variables (ease of use, usefulness, behavioral control, risk, social influence and ATM usage). Following

hypothesis have formulated based on that;

Hypothesis6f: Ease of use varies with personal factors.
Hypothesis7g: Usefulness varies with personal factors.
Hypothesis8h: Behavioral control varies with personal factors.
Hypothesis9i: Risk varies with personalfactors.
Hypothesis10;: Social influence varies with personal factors.
Hypothesis11k: ATM usage varies with personalfactors.

Methodology

Study population is ATM users of Private Banks in Puttalam District while sample is selected as two hundred
(200) customers who are ATM users of Private Banks in Puttalam District. Although there is lot of techniques
that can be used for data collection, convenient sampling technique has been applied by researchers. They
could not be able to collect the exact population of ATM usage though they got their possible efforts to
complete that task. Because such information is being banks’ internal confidential information and hence

they did not comply to issue such information to theoutside.

Data were collected by primary and secondary methods. The main instrument used to collect necessary data
and information from users for this research is questionnaire. Questionnaires were issued to Private Banks’
ATM users who are from Puttalam District. Questionnaire used in this research were developed with the help
of relevant literature. All variables were measured by the five-point Likert scale. The five-point Likert scales
for the variables have ranged from “Strongly Disagree” to “Strongly Agree” with the points of 1 to 5 and 5

to 1 for
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the positive and negative statements order respectively. As well as, secondary data were collected from the

various books, journal articles web sites and interviews with people.

Univariate Analysis - Mean, Standard Deviation

Univariate analysis has used to measures the mean, standard deviation for each variable for assessing levels

of each and every indicator and variable. The below decision rule (Table 01) is applicable for those variables.

Table 1: Decision Rule

Variable Decision rule
Ease of use, usefulness, 1<Xi<25 Low level
behavioral control, social 2.5<Xi<3.5 Moderate level

influence, and ATM usage 3.5<Xi<5.0 High level
1<Xi<25 High level
Risk 2.5<Xi<3.5 Moderate level
3.5<Xi<5.0 Low level
Where;

Xi= Mean values of variables i =
1,2,3,4,5,6

X1 = Mean value of ease of use X2

= Mean value of usefulness

X3 = Mean value of behavioral control X4 =
Mean value of risk

X5 = Mean value of social influence X6

= Mean value of ATMusage

Bivariate Analysis - Simple RegressionAnalysis

The bivariate analysis is a method of analyzing data on two variables. Here, it was made to determine whether
there is any impact of variables on the ATM usage. According to that, the simple regression analysis was

made to determine the functional relationship between the
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dependent variable (ATM usage) and independent variables (ease of use, usefulness, behavioral control, risk

and social influence).

Multivariate Analysis - Multiple Regression Analysis

Multivariate data analysis is a data analyzing method that arises from more than one variable. Here,
researchers have tested the impact of five determinants on ATM usage at simultaneously. For that, researchers
have used multiple regression analysis and based on results they have identified the most influencing factor

on ATM usage.

ANOVA and Independent Sample T-Test

One-way ANOVA analysis of variance (ANOVA) and the independent sample t-test examines the significant
differences between samples. Here, ANOVA test was used to analyze whether there are any significant
differences between personal information (account holders bank, age, income and education) of ATM users
with variables. The independent sample t-test was used to analyze whether there are any significant

differences between personal information (gender and status) of ATM users withvariables.

Data Analysis and Findings

Cronbach’s alpha test is the most common measure of internal consistency. Results of this test are given in

the Table 2, suggest that the internal reliability of each research instrument is satisfactory.

Table 2: Cronbach’s Alpha Test

Variable Reliability
Ease of use 0.804
Usefulness 0.876
Behavioral control 0.783
Risk 0.718
Social influence 0.782
ATM usage 0.809

Source: Survey Data
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According to the research objective one and two, researchers have tested means and standard deviations of
each and every variable and indicator to formulate their levels respectively. All indicators and variables
except risk present high level while risk presents low level. Usefulness has highest mean value comparatively
to other variables while behavioral control has lower mean value among other variables. Further, behavioral
control and social influence has lowered high level than ease of use and usefulness. Results were formulated

according to the decision rule which was presented in Table 1and it is shown in the below Table 3.

Table 3: Mean / Standard Deviation for VVariables / Indicators

Variable/ Indicator Mean Starfdérd
Deviation

Conduct every transaction activity through ATM 4.04 0.55
Frequently usage 4.07 0.58
Consuming all facilities 4.10 0.58
ATM usage 4.07 0.48
Information availability and content 411 0.59
Lesser steps 4.17 0.69
Flexible use 4.19 0.65
Extent of service offerings 4.21 0.66
Easy to learn 4.06 0.65
Ease of use 4.15 0.49
Extent of fast service 4.16 0.70
Convenient access time 411 0.68
Small quantity of money transactions 4.24 0.61
Reduction in paper/card-based services 4.17 0.64
Quality of service 4.17 0.66
Usefulness 4.17 0.54
Self-confidence 4.07 0.65
Self-controllability 3.94 0.71
Self-manageability 3.98 0.64
Patient 3.90 0.72
Behavioral control 3.97 0.53
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Security risk 4.22 0.68
Legal risk 4.19 0.64
Privacy risk 4.23 0.65
Financial risk 3.98 0.66

Risk 4.15 0.48
Influence of family 3.98 0.70
Bank pressure 3.96 0.69
Influence of society 3.88 0.67
Influence of peer groups 3.78 0.63

Social influence 3.90 0.52

Source: Survey Data

Third objective attempts to find the impact of each variable on the usage of ATM. All “R” values show that

there is strong relationship of variables with ATM usage while “R square” values show that all variables are

significant / good predictors of the ATM usage since “p values” are less than 0.05. And also, all results show

that p values are less than 0.05 (p<0.050) and it indicates that first five alternative hypothesizes (from

Hypothesis 1a to Hypothesis 5e) are not rejected. Results are shown in the below Table4.

Table 4: Statistics of Regression between Variables

2 2 [ "

Method G = 'g I} = %

@ = = ~ 5 3

< el [5) S R S =

(N > m o x o £

R 0.507 0.394 0.191 0.321 0.436
R Square 0.257 0.156 0.037 0.103 0.190
a- Constant 1.976 2.595 3.378 2.735 2.497
b- value 0.505 0.354 0.175 0.321 0.403
Sigt 0.000 0.000 0.007 0.000 0.000

Source: Survey Data
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Fourth objective of this research is identifying the most influencing factor that determining the usage of
ATM. For that, multiple regression analysis has used by researchers. According to results of Table 5, “R”
represents 0.727 correlational value. This value express that there is a strong positive correlation between
determinants and ATM usage. 52.8% of ATM usage explained by determinants of ATM usage and remaining
value represents by other determinants which creating ATM usage. In other words, 52.8% of variation in

ATM usage is explained by ease of use, usefulness, behavioral control, risk and socialinfluence.

Table 5: Model Summary

Adjusted R. Std. Errorof

Square theEstimate

1 0.727 0.528 0.516 0.33688

Model R R Square

Source: Survey Data

According to Table 6, “p” value (000<0.050) states that there is a significant impact of variables on ATM

usage.

Table 6: ANOVA

Sumof Mean )
Model df F Sig.
Squares Square
Regression 24.623 5
) 4.925
Residual 22.017 194 43.393 0.000
0.113
Total 46.639 199

Source: Survey Data

The unstandardized constant statistic 0.750 units show that model would predict if all five- independent
variables were zero. The B coefficient for ease of use is 1.219. This means if the ease of use goes up by 1
point, the customer usage of ATM will improve by 1.219. The B coefficient for usefulness is 0.132. This
means if usefulness goes up by 1 point, customer usage of ATM will improve by 0.132. The B coefficient
for behavioral control is 0.149. This means if behavioral control goes up by 1 point, ATM usage will improve

by 0.149. The B coefficient for risk is -0.914. This means if risk go up by 1 point, ATM usage will reduce by
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0.914. The B coefficient for social influence is 0.235. This means if social influence goes up by 1 point,

usage of ATM will improve by 0.235.

According to Table 7 results, ease of use (B = 1.219) has significantly most influence on the ATM usage of

Private Banks in Puttalam District. Because it has the highest beta value than others.

Table 7: Coefficients

Unstandardized

Standardized

Model Coefficients Coefficients T Sig.
B Std. Error Beta

Constant 0.750 0.318 2.360 0.019
Ease of use 1.219 0.132 1.224 9.248 0.000
Usefulness 0.132 0.048 0.147 2.716 0.007
Behavioral control 0.149 0.045 0.164 3.305 0.001
Risk -0.914 0.129 -0.912 -7.059  0.000
Social influence 0.235 0.050 0.254 4.732 0.000

Source: Survey Data

Last objective of this research is finding whether there is any variation of selected variables with personal

factors. According to the below Table 8, account holders’ bank, age level, monthly income level and

educational qualification level were analyzed by using ANOVA test while gender and status were analyzed

by using independent sample t-test. All results show that p values are greater than 0.05 (p>0.050) and it

indicates that all next five alternative hypotheses (from Hypothesis 6f to Hypothesis 11k) are rejected.
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Table 8: Results of ANOVA and T- Test for Personal Factors of Respondents

Personal 2

Factors § _ é 3 é
% hg Z 3 E g — 1::3 E T
P values
Ease of use 0.422 0.425 0.218 0.707 0.628 0.579
Usefulness 0.094 0.559 0.195 0.933 0.840 0.073
Behavioral control 0.508 0.189 0.723 0.484 0.738 0.805
Risk 0.085 0.651 0.443 0.869 0.553 0.674
Social influence 0.873 0.298 0.533 0.912 0.114 0.927
ATM usage 0.547 0.292 0.174 0.627 0.361 0.227
Source: Survey Data
Discussion

Personal information is any data which identifies relation to an individual such as age, gender, educational
level etc. Here, results show the majority of respondents were males, most of ATM users were married, most
of customers’ age ranged from 41 to 60 years, level of education was high with majority of the respondents

having up to G.C.E.(A/L) and most of respondents’ monthly income ranges from Rs 40,001/= to Rs60,000/=.

“ATMs seemed to be easy to use, it means their use would be more widely adopted in the nearest future”
(Wole & Louisa, 2009). This suggests that easy to use should be at high level for the enhancements of ATM
usage. Here, researchers also have abled to find that the ease of use is in the high level. Customer should be
want to feel that using ATM is easier for them. According to Davis, Bagozzi & Warshaw (1989) and Salva
& Sevgi (2014) ease of use has a significant positive impact on actual usage of technology. Here, results are
consistent with that finding and this implies that if customers perceive ATM is easy to use, then they would
adopt and use it. It can be concluded that ease of use is a good predictor of customer usage. Also, ATM users
more rely on its perceived ease of use of Private Banks in Puttalam District. Therefore, ease of use should

be more considered bybankers.
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According to results of Wole & Louisa, (2009) they have revealed that ATM’s use is widespread today
because of its usefulness. Here, results are consistent with it. Same to those results researchers have abled to
find that there is a high level of usefulness. Actually, ATMs have more benefits on its users. Customers are
more likely to adopt ATM if they believe using ATM will give more benefits as compared to other traditional

banking channels. Researchers have abled to identify that usefulness is a good predictor of ATMusage.

Clearly, the ATM environment does not allow for human interaction and it leads to control customer’s
performances in his own way. Reason for high level could be freedom of conducting transactions in own
way. Also, the nature of the people is to get the work through others. That may be cause for the reduction of
level comparatively other variables. Alinda & David, (2015) has stated that “However, unlike previous
studies, the variable of control was not found to be significant” relating to SSTs usage. But here researchers

have abled to identify significant influence of behavioral control on ATMusage.

Normally customers do not like to get risk when they deal with the bank. They want to minimize the risk.
When they engage with ATMs they have to face some risks such as loses of money, unauthorized usage etc.
Banks are trying to reduce the risk to give better services to their customers. According to the results
researchers have found that there is a low level of risk. ChauShen, (2013) demonstrate that risk is negatively
and significantly affects attitudes towards adopting on technology and usage. Salva & Sevgi, (2014) have
stated that their research has not provided any significant impact on the technology usage. Anyway, based
on findings, risk has a negative relationship with ATM usage and it leads to risk becoming a good predictor

of ATMusage.

“Influence was apparently a factor for using ATM probably because users are likely to encourage by others”
(Wole & Louisa, 2009). According to that, social influence also should be in a high level. Researchers have
abled to find that there is a high level of social influence but it gets a slightly lowered amount comparatively
to other variables. Sindhu & R (2018) shows social influence is not statistically significant within their tested
technology. But here, researchers have abled to find the significant influence of social influence on ATM

usage. It shows that the social influence is a good predictor of ATM usage.
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Conclusions and Recommendations

Descriptive statistics provides that ease of use, usefulness, behavioral control, social influence and ATM
usage having high level while risk having low level. Bivariate analyses suggested that each and every
variable has a significant impact on the ATM usage while ease of use being the most influencing factor on
ATM usage. ANOVA and independent sample t- tests suggested that any variable does not vary according to

customers’ personal information within the area of Puttalam District.

Whereas the study was focused on limited number of Private Banks” ATMs, findings should be applicable
to all banks that offering ATM services. According to findings and discussion, banks must take much
consideration about those variables to maximize the ATM usage among bank accountholders even they are
ATM users or non-users. The following recommendations were given on banks by researchers in order to

enhance their ATM services among account holders.

Install many service outlets within thearea.

[ System developers can minimize the number of steps in the transaction
process.
Employ an immediate problem-solving assistant on the serviceoutlets.
Management should get quick solutions to customer complaints.

| Advertise new ATM facilities.

"I Use the opinion leaders of thesociety.

Findings of this research will be important on the practical level. In order to increase usage rate, banks should
focus on ATM non-users also. Improving ease of use, usefulness, social influence and behavioral control of
ATM transaction may bring value to the service and customers may choose ATM banking rather than one of

other available options. And also, bankers should try to further reductions of the risk of ATM usage.

Researchers have identified some limitations of this study. The study was limited to investigate factors
determining the usage of ATM in four (04) Private Banks which are operating in Puttalam District. Further
investigation of Private Banks’ ATM usage in other Districts may provide additional scope into findings of
the study. Also, this research focuses on Private Banks only. Therefore, this research results are specific into
Private Banks.

But all Sri Lankan Public Banks also provide ATM services to their customers. To increase the value and
accuracy of results, future research can explore Public Banks also. Because of limited time scale researchers
have used only two hundred (200) sample. And, researchers have used convenient sampling method because
they could not obtain exact population in numbers because banks not providing their internal confidential
information to the outside. This provides a further insight for researchers to conduct their research with cross

sectional data with an increased number of sample size.
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Abstract
The introduction of IFRS as a response to the extensive necessity of a common language for financial reporting has

opened up new paths for a major line of research area, as the extent of the achievement of the objectives attached
with the implementation of IFRS is open to debate all over the world despite its widespread adoption. Accordingly,
this study aims to examine the impact on earnings quality and value relevance of earnings on the convergence with
IFRS by Sri Lanka by following the global trend of harmonisation of financial reporting practices. The study assesses
whether the earnings management practices are significantly low resulting in a higher earnings quality with the
adoption of IFRS and whether the value relevance of earnings is significantly higher in the post IFRS period than pre
IFRS period with respect to the companies listed in the Colombo Stock Exchange (CSE). The study covers two time
periods; three years” period before (pre) and three years’ period after (post) the adoption of IFRS. The study employs
Dechow et al. (1995) and Kasznik (1999) models to measure the abnormal accruals in order to evaluate the quality of
the earnings through earnings management practices. The study then follows the theoretical frameworks of price
earnings model and return earnings model as proposed by Ohlson (1995) and Easton and Harris (1991) respectively
to assess the value relevance of earnings. The results of the study indicate that the level of earnings management is
increased in the post IFRS period indicating a lower level of earnings quality with the adoption of high quality
standards of IFRS. Further it finds that the value relevance of earnings is reduced in the post IFRS period than pre
IFRS period. The results of the study contribute to fill the existing gap in the literature with respect to the adoption
of IFRS by developing countries and frontier markets on the earnings quality and value relevance.The results of the
study provide additional evidence to the debate among the researchers on the existence of other significant variables

which help to improve the quality of the financial information at individual country level.

Keywords:IFRS, Value Relevance, Earnings Quality, Frontier Market, Sti Lanka
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INTRODUCTION

The extensive interest among the researchers on the relationship between accounting
information and market data (Holthausen & Watts 2001; Chandrapala 2013; Ball & Brown
1968) has tended to enrich the accounting and finance literature on the earnings quality and
value relevance or explanatory power of earnings (Holthausenand & Watts 2001; Kargin 2013;
Stunda 2013).

The deterioration of the information contents of accounting information in terms of market data
over the past two to three decades (Lev & Zarowin 1999) which was factored with the
globalization (Thompson 2016; Shehu & Masunda 2015), technological changes (Shil et al.
2009), worldwide deregulations (Lev & Zarowin 1999) and international financial markets
(Callao et al. 2007) has necessitated the need for a common language and motivated the
worldwide regulators to formulate a global framework (Macedo et al. 2013; Beuren et al. 2008)
to overcome the information asymmetry prevailing with different accounting standards
(Beuren et al. 2008) to meet the demand of the users on high quality and value relevant financial
information. Accordingly, International Accounting Standards Committee (IASC) and its
successor International Accounting Standard Board (IASB) have introduced International
Financial Reporting Standards (IFRS/IAS) to spell out the boundaries for preparing and
interpreting financial statements (IFRS foundation & IASB 2017) and its use was widespread
among both developed and developing countries as their financial reporting framework

(PricewaterhouseCoopers 2013).

The completed analysis by IFRS Foundation (2017) in April 2018 on 166 jurisdiction profiles
on the use of IFRS around the world, clearly indicates that the IFRS are being used by all parts

of the world as shown in the table I;

Table I Analysis of the IFRS jurisdiction profiles

Region Number of Jurisdictions Requires IFRS for all or most

domestic publicly accountable

entities
Europe 44 43
Africa 38 36
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Middle East 13 13
Asia and Oceania 34 25
Americas 37 27
Total 166 144

Source: IFRS foundation (2017)

According to IFRS foundation (2017) around 144 jurisdictions out of 166 require and 12
jurisdictions permit IFRS for all or most domestic publicly accountable entities in their capital

market.

This widespread adoption of IFRS has resulted in creating another major line of research
(Lourenco &Branco 2015) and importantly, there is a considerable interest among the
researchers in assessing the impact on the earnings quality and value relevance following the
adoption of high quality standards of IFRS and resulted in mixed findings. However, most of
those studies focus on developed countries creating a gap in the literature with respect to the
impact of IFRS adoption on the quality of financial information on developing countries (Ismali
et al. 2013). Many developing countries have less efficient and immature capital markets
(Gibson, 2003 cited in Ismail et al. 2013; Mobarek & Keasay 2000; Black & Nakao 2017),
concentrated ownership (Chebaane & Othman 2014; Black & Nakao 2017) and weak
institutional and regulatory enforcements (Outa 2011; Mobarek & Keasay 2000; Ding et al.
2007) making the countries more vulnerable to high levels of corruption, insecurity, and
conflicts compared to the developed countries (Hartungi 2006). Therefore, existence of
significant difference between developing and developed countries in terms of economical,
legal and political aspects (Hartungi 2006) emphasises the importance of analyzing the impact
of IFRS adoption on the developing countries stating high quality standards would help those

countries to improve the quality of financial statements (Ismail et al. 2013).

Creating a remarkable milestone in the area of corporate financial reporting, the Institute of
Chartered Accountants of Sri Lanka (CA Sri Lanka) has issued Sri Lanka Financial Reporting
Standards (SLFRS) and Sri Lanka Accounting Standards (LKAS) for annual financial periods
beginning on or after 1 January 2012 in line with International Financial Reporting Standards

(IFRS) and International Accounting Standards (1AS) by following the global trend in enabling
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a common language for financial reporting process (The Institute of Chartered Accountants of
Sri Lanka 2017 & The Island 2011).

The movement towards the convergence with IFRS is driven with the objectives of more

relevant timely and more transparent financial information.

Levitt (1997) states °...Good standards, like good cameras produce sharper, more accurate
pictures...” and it is in line with the previous studies which show different levels of earnings
quality with different accounting standards (Shil et al. 2009; Soderstom & Sun 2017; Ewert &
Wagenhofer 2005). Therefore, it is expected that the adoption of this high quality standard of
IFRS would provide a favourable impact on the quality of the earnings reported by the listed

companies in Sri Lanka leading to improve the value relevance of earnings.
Therefore, the research question of the study is;

What is the impact of convergence with IFRS by Sri Lanka on earnings quality and value

relevance of earnings, being a developing country?

Therefore, this study aims to understand the impact of convergence with IFRS by Sri Lanka as
a developing country on the earnings quality and value relevance, by studying three years

before the convergence and three years after the convergence.
Accordingly, the following specific research objectives are formulated;

1. To assess the improvement in earnings quality with the adoption of IFRS
2. To assess the improvement in value relevance of earnings in explaining share prices
in the post IFRS period
3. To assess the improvement in value relevance of earnings in explaining stock returns
in the post IFRS period
The present study examines a different aspect of this important event of global convergence of
financial reporting practices since it addresses the peculiarities attached with adopting this high
quality global standards by a frontier market like Sri Lanka located in South Asia Region with
the characteristics of relatively illiquid and less developed capital market, lower economic
development along with the social and political uncertainty. Therefore, this study clearly
departs from the previous studies which address the earnings quality and value relevance of
earnings in the light of IFRS adoption and complements the literature by filling the existing
gap on developing countries by studying the consequences of more direct effect on mandatory
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adoption. Further this study would be a useful reference to standard setters, regulators and users
of the financial statements to identify the need for further developments with the process and
would help in crafting future strategies to improve the effectiveness in the process. Similarly,
the result would provide some guidance to the rest of the developing countries with similar

institutional characteristics which are interested in switching to IFRS.
LITERATURE REVIEW

The ability of earnings to represent the actual earnings (Bellovary et al. 2005) while having a
minor indication of earnings management practices (Lang et al. 2005) is defined as the quality
of the earnings. The accounting accrual has gained a considerable attention in measuring the
earnings quality recently in the literature (Chan et al. 2006; Nouri & Abaoub 2014) and the
total accruals is the difference between earnings and cash flow from operations (Xie 2001).
The existence of higher level of abnormal/discretionary accrual which is the amount of accrual
above or below the normal accrual, level indicates low earnings quality and lower level of
association between share prices (Chan et al. 2006). The level of earnings management
practices could also vary according to firm size, growth, profitability and leverage (Rudra &
Bhattacharjee 2012; Van Tendeloo & Vanstraelen 2005; Nouri & Abaoub 2014; Collins et al.
2012). The concept of value relevance is one of the interested topics among the researches in
the field of accounting and finance from the beginning (Kargin 2013; Holthausen, Watts 2001
& Stunda 2013) and it is defined in the literature as the power of reported earnings to explain
the stock prices and stock returns (Ball & Brown 1968; Chandrapala 2013). The literature
highlights that a higher earnings quality with lower level of earnings management would lead
to improve the value relevance of the earnings (Ismail et al. 2013; Perotti & Wegenhofer 2014).
On the other hand, the improvement in value relevance indicates higher quality of the earnings
(Chan et al. 2006; Mousa & Desoloy 2014).

In the light of adopting IFRS by the countries all over the world, there is an ongoing debate on
whether the changes in accounting would lead to changes in accounting quality (Tsalavoutas
et al. 2008) and accordingly it has resulted in bringing new insights in to the issues relating to
the quality of accounting numbers and value relevance (Negakis 2013). However, existing
studies with respect to the developed countries/markets indicate conflicting evidences on the
earnings quality and value relevance of accounting information provided under IFRS against

the domestic standards of the particular country.
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Nouri and Abaoub (2014) examine the extent of earnings management using the data of 145
French companies listed on the stock exchange covering a ten year period from 2000 to 2009
which is divided into two periods called pre and post IFRS period using modified Jones 1991
model by Kothari et al (2005). Findings of the study indicate that the French companies display
significantly less earnings management in post IFRS, with low level of discretionary accruals
and has led to higher value relevance. Similarly, the study of Zeghal et al. (2012) confirm an
improvement in earnings quality with the adoption of IFRS, reporting a decrease in absolute
discretionary accrual through the model of Dechow at al. (1995) using 15 European union

countries over the period of 2002 to 2007.

However Ahmed et al. (2013) who study a group of countries in Europe address the accounting
quality with the adoption of IFRS highlight that the quality of earnings will improve if the IFRS
are of higher quality than that of domestic standards. The study finds a higher level of income
smoothing, significant increase in aggressive reporting of accruals leading to inconsistent result

indicating a decrease in the accounting quality with the adoption of IFRS.

Further Tendeloo and Vanstraelen (2005) with the data of German listed companies over the
period of 1999 to 2001 covering 636 firm-year observations finds no evidence to say that the
earnings management is decreased with the adoption of IFRS whereas the discretionary
accruals is increased with the IFRS. Similar findings were reported by Macias and Muino
(2011) on accounting quality with their study on 15 countries representing full and partial
adopters in the Europe including Norway where they have compared financial statements
prepared for 2004 with the restated figures in 2005 under IFRS.

The study by Callao et al. (2007) in Spanish companies found no improvement in value
relevance with the IFRS adoption. The study highlights that the differences between market
values and book values were higher however they predict the value relevance would be
recovered and improved in the medium and long run. Similarly, no improvement in value

relevance is also confirmed by Kargin (2013) using Turkish listed firms.

Further the study of Negakis (2013) examines the effect of the introduction of IFRS in 2005
on the explanatory power of earnings for stock returns in Greece. The data used in the study
consisted from 175 firms listed in Athens Stock Exchange over the period 2000-2007 and used
Easton Harris (1991) model. The study indicates that the mandatory use of IFRS after 2005 has
a substantial negative effect on the explanatory power of earnings for stock returns. Year-wise

regression model also indicates a reduction in the value relevance of earnings and changes in
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earnings in the post IFRS period. The implication of the above results is that both book values
of equity and earnings lost some of their information content in the post IFRS period leading
to decrease the quality of the earnings. Similarly, the study of Paananen and Lin (2009) on
German companies for the period from 2000 to 2006 finds a decrease in the value relevance of
the earnings in the post IFRS period and further suggests that there is a decrease in the earnings

quality in the post IFRS period as well.

The study carried out by Tsalavoutas et al. (2008) examine the relative value relevance of book
value of equity and net income of the Greek listed companies among 2004 Greek GAAP versus
2005 IFRS figures in order to check the change in relationship between market values and
reported figure before and after the adoption. The study employs Ohlson (1995) as the main
model and confirms that there is no change in the relative value relevance of accounting
information in pre and post IFRS period. It contributes to the argument that the switching of
accounting standards itself is not sufficient to make improvement in accounting quality. The
study of the Van der Meulen, Gaeremynck and Willekens (2007) also confirms no significant
difference between US GAAP and IFRS prepared financial statement data in terms of value

relevance using listed German companies.

When most of the researches focus on individual or only limited number of countries, Barth,
Landsman and Lang (2006) in their study address whether the reporting under 1AS is associated
with higher accounting quality and higher value relevance of accounting amounts following
the application of IAS than domestic Generally Accepted Accounting Principles (GAAP) by
using a very large sample of 23 countries covering the period from 1994 to 2003. Their study
covers the developed countries like Australia, Denmark, Finland, Germany, Hong Kong,
Hungary, Singapore, South Africa, Spain, Sweden, Switzerland, Turkey & United Kingdom.
The result suggests that firms that apply I1AS have higher accounting quality and more value
accounting numbers than firms that do not. Further, Kang (2013) through 13 European
countries using the earnings return regression models confirms a significant increase in the
value relevance. Elbakry et al. (2017) also confirms a higher value relevance of earnings in
both Germany and Italy under the Ohlson model using the data of listed companies over a six
year period. Garcia et al. (2017) also report an increase in value relevance with respect to

companies in Latin America.

The existence of contradictory results even at the studies of the developed countries/markets,
doubt the achievement of the objectives of implementing the IFRS by the developing countries.
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However, the impact of the adoption of IFRS in developing countries is of little interest up to

date.
METHODOLOGY

The phase | of the study evaluates whether the level of earnings management is significantly
lower in the post IFRS period leading to higher earnings quality with the adoption of IFRS and
phase 11 of the study examines whether the earnings are more value relevant in the post IFRS
period than pre IFRS period. The entire sample period of the study is divided into two periods
called; pre IFRS period and post IFRS period. The post IFRS period comprises from financial
years beginning in year 2012 to financial years ending in March 2015. Therefore, the pre IFRS

period consists of three financial years commenced before year 2012.
Conceptual Framework

The conceptual framework of the study is given in the figure 1.

Phase | Phase 11

A 1
[ 1 [ )

Abnormal Accruals — Earnings quality [ D Share Prices

t 01 — E 02

- = Stock Returns
Growth = A
........... Risk -
Leverage = s o3
Growth =
Profitability |=
Leverage .

Figure 1:Conceptual Framework (Source: Ismail et al. 2013)
Model Specification
Phase I Assessing the Quality of the Earnings in the Pre and Post IFRS Periods:

Dechow et al. (1995) model and Kasznik (1999) model which are commonly used in the

literature (Matis et al. 2010; Ismail et al. 2013) are employed in the study to compute the value
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of abnormal accrual to assess the earnings management practices. Two alternative models are
employed to establish model robustness. The rest of the analysis on the earnings quality is
conducted by using the absolute values resulted with the regression representing departure of
total accrual from the normal accrual. Low earnings quality is reported with high absolute value

of abnormal accruals and vice versa.
Model 01: Dechow et al. (1995)

TACCR;; = a(1/ASSET;;_1) + b(AREV;; — AREC;;) + cPPE;; + &;; @
WhereTACCRiis the total accruals for firm i in year t, ASSETit1is the total assets for firm i in
year t-1, AREViis the revenue in year t less revenue in year t-1 for firm i, ARECiis the
receivables in year t less receivables in year t-1 for firm i, PPEit is the gross property, plant and

equipment for firm i in year t andeit is the error term for firm i in year t.
Model 02: Kasznik (1999)

TACC;, = a(1/ASSET;,_,) + b(AREV;, — AREC;;) + cPPE;; + dACFO; + ¢ (2)
Where ACFOpis the change in cash flows from operation for firm i in year t relative to year t-

1 and all other variables are as previously defined.

In line with Matis et al. (2010) and Kothari et al. (2005), variables used in the above two models
are each scaled by previous year total assets to mitigate the estimation errors of the residuals

in the regressions.

Following Ismail et al. (2013) the multiple regression equation (3) is estimated on the absolute
value of abnormal accrual computed using the above two models in order to check the first
hypothesis (H1: 01) of existence of significant improvement in earnings quality in terms of

reduction of earnings management practices in post IFRS period than pre IFRS period.

ABAC;; = Bo+P1SIZE;;+B,PROFITABILITY;;+BsLEVERAGE;; +
B.GROWTH;:+ BsIFRS;; + &;;
©)
Where ABACi; is the absolute value of abnormal accrual for firm i in year t generated from
Dechow et al. (1995) model or Kasznik (1999) model, SIZEi: isthe natural logarithm of total

assets for firm i at the end of year t, PROFITABILITYitis the return on asset ratio for firm i in
year t,LEVERAGE: s the total long term debt divided by total asset for firm i at the end of year
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t, GROWTHiis the share price divided by book value per share for firm i at the end of year t
and IFRSiis the dummy variable given a value of 1 if the financial statement prepared under

IFRS, 0 otherwise for firm i in year t.
Phase I1: Assessing the Value Relevance of Earnings in the Pre and Post IFRS Periods:

Two widely used models in the literature in measuring earnings return relationship called price
earnings model (Chebaane & Othman 2014; Kargin 2013; Tsalavoutas et al. 2008; Panaanen
2008; Zeghal et al. 2012) and return earnings model (Alali & Foote 2012;Negakis 2013; Mousa
& Desoky 2014; Black & Nakao 2017; Kouki 2018; Kousenidis et al. 2010; Erin et al. 2017)
are employed in the study to evaluate the value relevance of earnings in pre IFRS and post
IFRS periods.

Price Earnings Model

The Price earnings model which is proposed by Ohlson (1995) is used to test the second
hypothesis (Hi: 02) of the study on whether there is a significant improvement in the

relationship between earnings and share prices in post IFRS period than pre IFRS period.

Pl:t = (X0+(X1EPSlt+CZZBVPSlt + Eit (4)
Where Pitis the price of a share of firm i at the year end t,EPSiis the earnings per share of firm
i during the year t, BVPSitis the book value per share of firm i at the end of year t and

sitrepresents the other value relevant information of firm i for year t.

The coefficient of earnings (01) explains the ability of firm’s earnings to explain stock prices.
Further the value of R? will be also compared to see the difference in explaining power of the

earnings following the IFRS implementation.

In line with Zeghal et al. (2012) and Ismail et al. (2013) the extended regression model (5) is
used to assess the interaction of IFRS adoption with the earnings and book values.

P = ag+a,EPS;;+a,BVPS;;+a3IFRS;; + a,EPS;; * IFRS;; + asBVPS;; * IFRS;; + €;¢
()

The coefficient of the interaction variable (as) of EPSi*IFRS;: indicates whetherthe adoption

of IFRS has made a significant influence on the value relevance of earnings in explaining share

prices.
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Return Earnings Model

The Easton and Harris (1991) return earnings model to test the third research hypothesis (Hi:
03) of existence of significant improvement in the relationship between earnings and stock

returns in post IFRS period.

RETit = Qg + aq EPSit/Pit—l + Eit (6)

Where RETitis the holding return for 12 months period before the year end for firm i at year t,
EPSiyPit.1is the earnings per share of firm i at the year t divided by the closing price 12 months

previously for firm i in year t.

The coefficient of EPSiyPi1 and R? of the model are examined to compare the ability of

earnings to explain the stock returns in pre and post IFRS periods.

In order to account for the effects of the IFRS implementation on the earnings return
relationship equation (6) is augmented by slope and intercepts dummies following Ismail et al.
(2013) and Nagakis (2013) by using dummy value of 1 for year 2012 to 2014 (post IFRS
period) and O otherwise. Along with IFRS variable some other control variables that are
highlighted in the literature including the study of Ismail et al. (2013) as important in explaining
stock return are also included in the model as follows;

RETit = 0(0+0(1 EPSit/Pl't—l +a2]FRSit+a3 EPSit/Pit—l * IFRSlt + a4 EPSit/Pit—l *

RISK;+as EPS;/P,,_, * GROWTH;+ag EPSy/P,,_, * TDT Ay + & (7)
Where RISKit is the B for firm i in year t, GROWTHjt is the share price divided by book value
per share for firm i at the end of year t, TDTA:is the total debt divided by total assets for

firm i at the end of year t and all other variables are as previously defined.

The coefficient of interaction variable (a3) of EPSit /Pi.1*IFRS;i0f the model captures the

impact of IFRS on the value relevance of earnings.

The regressions are run separately for overall period, pre IFRS period and post IFRS period
using the basic models (equation 4 and 6) and the extended models (equation 5 and 7) is run

on the overall period.

The stock returns are computed by following the comprehensive model proposed by Nimal
(2006) with the reinvestment assumption.

111



15" International Conference on Business Management (ICBM 2018)

Data and Sample Selection

The data used in the study comprises from the companies listed in the Colombo Stock
Exchange (CSE) and represents the period from March 2008 to March 2015. However, a
number of firms including financial firms (insurance, banks and other financial institutions) are
excluded from the sample since they have different explanation on the leverage and different
presentation with respect to the financial information to ensure the greater homogeneity in the
firms included in the sample following the previous studies on earnings quality and value
relevance (Ismail et al. 2013; Nagakis 2013). A number of other firms are excluded from the
sample including companies listed in the stock exchange after March 2008 and firms which
were non-compliant with the listing rules and firms that do not possess sufficient details. The
financial data are gathered from the annual reports and disclosures that are published under

each company and other details are obtained from the CSE historical databases.

The exclusion procedure has resulted with 157 firms and accordingly the sample data set for
assessing earnings quality which is termed as ‘Panel A’ represents 538 firm year observations
however with respect to the sample data set on ‘Panel B’ which is used to evaluate the value
relevance consist from 512 firm year observations representing only 137 companies due to

non-availability of required market data from some companies included under the Panel A.
EMPIRICAL RESULTS

The results are based on the two types of analyses; namely descriptive and inferential including

correlations and regressions.
Descriptive Analysis and Correlation

The mean, median, maximum, minimum and standard deviation for the Panel A and Panel B
variables used to assess the earnings quality in terms of earnings management and value

relevance respectively are determined using descriptive statistics.

The results of the descriptive statistics indicate that there is not much difference between the
absolute value of abnormal accrual calculated using Dechow et al. (1995) model leading to
ABACDEC value and those computed using Kasznik (1999) model leading to ABACKAS
value. The mean and median of ABACDEC is 0.18 and 0.07 respectively whereas the same for
ABACKAS is 0.11 and 0.05. A non-parametric test of Wilcogson signed rank test is employed
to compare the median values to test whether there is significant difference between the central
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tendency measures of median under both models. The test resulted with -1.254 Z value with p
value of 0.1049 (one tail test). Therefore, it is not significant at 5 percent level. Similar result
is reported with the studies of Ismail et al. (2013) and Martis et al. (2010). However, this is not
in line with the studies carried out in the developed countries where they have highlighted the
model improvement with the inclusion of variable of changes in cash flow from operations
(Pae 2011; Kasznik 1999; McNicholas 2002) which captures the timing and matching problems
in cash flows with larger changes in working capital, investment financing activities (Dechow
1994). Therefore, relatively less complex and less dynamic environment in developing

countries might have resulted in non-significance of the said variable.

The study measured the degree of association that exists between the variables that are under
the study by using the coefficient of correlation using both Pearson’s and Spereman’s
correlation metrics and the matrices prove that the correlations between the variables used in

the model are relatively small.
Earnings Quality

The multiple liner regression analysis is employed to evaluate the contribution from each
variable that is identified in determining the level of absolute accrual of the firms to evaluate

the earnings quality and the results are presented in the Table II.

As indicated in the table the coefficient of the moderate variable of IFRS (Bs) is stood at positive
0.034 (t value 1.204) and 0.023 (t value 1.277) under Dechow et al. (1995) model and Kasznik
(1999) model respectively. Similar positive association between IFRS adoption and earnings
management under both models suggest that the results are robust to the use of alternative
estimation of the absolute value of abnormal accruals. This result suggests that the adoption of
IFRS is not associated with lower level of earnings management. In simply the difference
between the actual earnings and reported earnings is higher after the adoption of IFRS
suggesting that the earnings quality is not improved instead decreased with the adoption of

high quality standards even though it is not statistically significant.

The results of the study are consistent with the results of Rudra and Bhattachrjee (2012), Van
Tendeloo and Vanstraean (2005) and Santy et al. (2016) which report a positive relationship
between earnings management practices with the adoption of IFRS. However, the results of the

study are not consistent with the results of Nouri and Abourb (2014) and Ismail et al. (2013)
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which have reported significant negative relationship between absolute value of abnormal

accrual and IFRS implementation.

The results of the other control variables used in the regression are consistent with the findings
of Ismail et al. (2013) conducted in Malaysia except the result of the variable of leverage. Study
in Malaysia indicates the significance of leverage (at 5 percent) whereas it is not a significant
variable in the context of Sri Lanka which could be due to the comparatively less developed
debt market in the country. The studies on African countries reports mixed findings on the

earnings quality (Ozili 2016)

It is stated that the accounting standards reflect only one factor which determine the quality of
the financial statements whereas there are several other factors representing social, institutional

and political environment of a country which are linked as a chain in determining
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Table Il Regression model of absolute value of abnormal accruals on IFRS and other variables

VARIABLE CONSTANT SIZE PROFITABILITY LEVERAGE GROWTH IFRS

Panel A: Regression results of absolute value of abnormal accrual estimated using Dechow et al. (1995) model

Coefficient -0.489 el 0.044 el 0.021 0.083 0.029 0.034
t-value -5.809 7.526 0.623 1.059 1.121 1.204
VIF 1.043 1.036 1.061 1.024 1.030
Adjusted R? 0.101

F- statistics 13.089 fada

n 538

Model : ABACDEC;; = Bo+B1SIZE;+B,PROFITABILITY;;+ 3 LEVERAGE;, + ByGROWTH;,+ BsIFRS; + €

Panel A: Regression results of absolute value of abnormal accrual estimated using Kasznik (1999) model

Coefficient -0.216 ol 0.021 fadad 0.011 0.025 0.000 0.023
t-value -4.008 5.746 0.509 0.506 0.196 1.277
VIF 1.043 1.036 1.061 1.024 1.030
Adjusted R? 0.057

F- statistics 7.537 **

n 538

Model: ABACKAS;; = Bo+B1SIZE;;+B,PROFITABILITY;;+B;LEVERAGE;; + B,GROWTH;,+ B<sIFRS;; + €;;

Notes: The full period sample covers from 2009 to 2014 and contains 157 firms with 538 firm year observations. ABACDEC and ABACKAS represents the absolute value
of abnormal accruals estimated using Dechow et al. (1995) model and Kasznik (1999) model respectively; SIZE;; is the natural logarithm of total assets for firm i at the end
of year t; PROFITABILITY  is the return on asset ratio for firm i in year t; LEVERAGE; is total long term debt divided by total assets firm i at the end of year t; GROWTHj;
is the share price divided by book value per share for firm i at the end of year t; IFRS;: is a dummy variable given a value of 1 if the financial statement is prepared under
IFRS, 0 otherwise.

** * significance at 0.05 and 0.10 levels respectively.
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the quality of the information (Athanasios et al. 2013). Therefore, though the quality of the
standards is a necessary condition, focusing entirely on the quality of accounting standards is
not adequate to enhance the quality of the earnings at a particular country level (Ball 2006;
Wulandari & Rahman 2004). The above argument is evident with the existing different results
of the studies on the mandatory versus voluntary adopters (Paananen & Lin 2009), committed
versus label adopters (Daske et al. 2008), the effectiveness of the implementation process (Shil
et al. 2009), role of the auditor (Van Tendeloo & Vanstraelen 2005; Malofeeva 2018), internal
controls structure (Hastuti et al. 2016) prevailing institutional framework (Haw et al. 2004;
Wysocki 2004) and perception about thedomestic GAAP (Hali et al. 2009) and the reporting
incentives (Ball et al. 2000; Ball et al. 2003; Nijam & Jahfer 2016). Further it is stated that the
existence of unrealized gains and losses along with the practice of fair value accounting has
also led to increase the level of abnormal accruals and the impactwould be worse with respect
to the developing countries (Ball 2016) due to weakly developed capital market (Samuel 1981
cited in Mobarek & Keasay 2000). Similarly, Barth et al. (2008) highlights the elimination of
alternative treatment under IFRS has raised a doubt on the ability of applying accounting
measures that are more reliable and realistic with economic performances specific to a
company and further states IFRS, being principle-based standards provide more opportunities

to manage the earnings which leads to decrease the quality of the earnings.
Value Relevance of Earnings

The results of the multiple regression price earnings model and return earnings model are

depicted in the table I11 and Table IV respectively.

The earnings are regressed with stock prices in terms of earnings per share and book values per
share with the price earnings model to evaluate the association between earnings and share

prices. The results of the evaluation are shown in the table III.

The coefficient of EPS from the price earnings model before and after IFRS adoption is 1.81
and 1.23 and both are significant at 5 percent level with a t-value 3.79 for pre IFRS period and
4.67 for post IFRS period. Further the coefficient of EPSi*IFRS;: is negative 0.18 and it is not
statistically significant.

The result indicates that the adoption of IFRS has not resulted in increasing the value relevance
of earnings in explaining the stock returns and the negative relationship indicates a reduction

in the value relevance of earnings in the post IFRS period. The similar result is confirmed with

116



15™ International Conference on Business Management (ICBM 2018)

a negative coefficient of EPSi*IFRS;tiindicating negative association between adoption of IFRS

and value relevance of earnings.

The table Il shows that the adjusted R? for pooled data is around 41 percent for the entire
period whereas the same is around 42 percent for pre IFRS period and 47 for post IFRS period.
Therefore, it indicates even with a reduction in value relevance of earnings, the joint model of
book values and earnings is capable of explaining more variations in share prices in the post
IFRS period.

Though the results of the study are consistent with the findings of Kargin (2013) and Nagakis
(2013) highlighting loss of some informational content in the earnings with the adoption of
IFRS, the results are not consistent with the findings of Barthov et al. (2002), Ismail et al.
(2013) and Chebaane & Othman (2014) who report a positive significant relationship between
earnings and stock prices indicating a higher value relevance in the post IFRS period.

The result of the evaluation of relationship between earnings and stock returns which is

evaluated through the return earnings model is depicted in the table IV.

As indicated in the table IV adjusted R? value for overall period is stood at 1 percent whereas
pre and post period account for 2 percent and 0.38 percent respectively. Further the study
reports that positive value of 0.27 (significant) for EPSit/Pit.1in pre IFRS period whereas same
was a negative value of 0.21 (not significant) in the post IFRS period. Further the coefficient

of interaction variable EPSit/Pit.1*IFRS;t is a negative value of 0.54 and significant at 5 percent.

Consistent with the previous model, a negative association between IFRS adoption and value
relevance of earnings is confirmed through this model as well. Therefore, the results indicate
that the ability of the earnings in explaining stock prices and stock returns has reduced in the
post IFRS period than pre IFRS period. Further, the reduction of value relevance with respect
to stock returns is statistically significant. The result indicates that the earnings reported under
previous standards have a greater value relevance compared to earnings reported in post IFRS

period with respect to the listed companies in Sri Lanka.

The results of the study are consistent with the findings of Negakis (2013), Paananen (2008),
Zeghal et al. (2011) and Doukakis (2010). However, the results are not inconsistent with the
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Table I111: Regression on Value Relevance of Earnings using Price Earnings Model

Pooled Sample Pre IFRS Post IFRS Pooled Sample
(Basic Model) (Basic Model) (Basic Model) (Extended Model)
Variable Coefficient t-value VIF Coefficient t-value VIF Coefficient t-value VIF Coefficient t-value VIF

Constant 26.19 *x 8.58 31.36 *x 6.51 17.91 wx 4.97 31.36 *x 7.24
EPSit 171 *x 6.5 1.34 181 *x 3.79 1.60 1.23 wx 4.67 1.30 181 wx 4.22 3.83
BVPSit 0.63 *x 12.35 1.34 0.79 *x 7.92 1.60 0.62 wx 11.69 1.30 0.79 wx 8.82 4.57
IFRS;t -13.45 -2.27 2.10
EPSit*IFRS;t -0.18 -1.08 3.96
BVPSi*IFRS;t -0.58 * -1.65 6.33
Adjusted R? 0.41 0.42 0.47 0.45
F- statistic 185.61 *x 90.83 ** 126.64 *x 89.27 wx
n 512 249 263 512
BaSiC |\/|0de|: Pit = a’o+a1EPSit+a'ZBVPSit -+ Eit
Extended Model: Pit = (Xo+0¥1EPSL't+azBVPSit+(X31FRSit + a4EPS,-t * IFRSlt + (XSBVPSit * IFRSLt + Eit

Notes: Pi: is the closing price of a share of a firm i at the year end t; EPSj; is the earnings per share of firm i during the year t; BVPS;; is the book value per share of firm i at

the end of the year t, IFRS;; is a dummy variable given a value of 1 if the financial statement is prepared under IFRS, 0 otherwise.

** * significance at 0.05 and 0.10 levels respectively.
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Table IV: Regression on Value Relevance of Earnings using Return Earnings Model

Pooled Sample Pre IFRS Post IFRS Pooled Sample
(Basic Model) (Basic Model) (Basic Model) (Extended Model)
Variable Coefficient t-value  VIF  Coefficient t-value VIF  Coefficient t-value VIF Coefficient t-value VIF

Constant -0.05 * -1.75 0.07 1.22 -0.12 o  -4.60 0.07 1.62
EPSit/Pit-1 0.23 ** 2.65 1 0.27 ** 2.25 1 -0.21 -1.45 1 0.27 x 2.98 1
IFRSit -0.13 -1.40 3
EPSi/Pit.1*IFRSi; -0.54 o -197 1
EPS;i/Pit-1*RISKit -0.01 -0.30 2
EPSit/Pit1*GROWTHit 0.00 -0.61 1
EPSit/Pit1*TDTAi -0.20 -0.87 2
Adjusted R? 0.01 0.02 0.0038 0.04
F- statistic 7.02 o 5.07 i 2.09 4.85 **
n 512 249 263 512
Basic Model: RETy = ag + a; EPSit/P;,_, + &

Extended Model:

RET;; = ag+a;, EPS;/P

it1 F0IFRSy+as EPS /Py, * IFRS + @y EPSy /P _ * RISK+as EPS;,/P

it—-1

* GROWTH+ag EPS;,/P

ites *TDTA + &

Notes:EPS;/Pi1 is earnings per share of firm i at the financial year t end divided by the closing price 12 months previously for firm i in year t ; IFRS;; is a dummy variable

given a value of 1 if the financial statement is prepared under IFRS, 0 otherwise; RISKi: is the B for firm i in year t ; GROWTH;; is the share price divided by book value per

share for firm i at the end of year t; TADA is the total debt to total assets for firm i at the end of year t; RET: is holding return for a 12 months period before the year end for

firm i in year t.

** * significance at 0.05 and 0.10 levels respectively.
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findings of Ismail et al. (2013), Alali and Foote (2012) and Uwuigbe et al. (2017) who report a
positive significant coefficient for earnings in post IFRS period than pre IFRS period.

The achievements of the benefits of the global standards by all the countries which adopted IFRS
were unable to be proven with the available mixed findings in the literature. Furthermore, previous
studies highlight the existence of other variables that determine the success of implementation

process apart from the quality standards itself.

Despite the long standing debate over fair value accounting it plays a vital role in IFRS and Peng
and Bewley (2010) highlight the availability of little evidence and in depth discussionon the ability
of developing countries to adapt fair value accounting. Ball (2006) stated that the fair value
estimations could be noise and worst with respect to some countries with their relatively illiquid
capital markets and Jermakowicz (2004) stated use of fair values brings higher volatility in to the

financial information.

Further, Leuz and Wysocli (2008) highlight the ineffectiveness of IFRS on the absence of
appropriate capital market and the proper institutional structures to facilitate the process. Ball et al.
(2003) emphasise that the availability of preparer incentive towards providing low quality

financials with the countries in the Asian Region.

Outa (2011) emphasises the weak institutional framework and economic and political volatility of

many developing countries could work against the attached benefits of IFRS.

Therefore, it highlights the importance of building the necessary infrastructure for the effective
enforcement mechanism to get the maximum benefit out of these high quality standards to avoid it
being another brand that the country borrows which provides small benefits to the users of financial
statements. Therefore, a careful analysis is required to assess whether the required effort, timing,
and the changes with the convergence process was devoted in the required depth by all the parties

engaged throughout the implementation process by Sri Lanka as a developing country.
SUMMARY AND CONCLUSION

The study is carried out with the aim of assessing the impact of convergence with IFRS on the
earnings quality and value relevance of earnings in a frontier market like Sri Lanka. Accordingly,
this study examines whether the earnings quality after the introduction of IFRS is higher than the

pre IFRS period and whether the reported earnings is more value relevant in the post IFRS period.
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Findings of the study do not indicate any supportive evidence to state that the earnings management
practices by the listed companies are reduced with the adoption of IFRS, instead the study confirms
an increase in earnings management practices in the post IFRS period. Therefore, it indicates that
the quality of the earnings is not improved with the adoption of the IFRS in the context of Sri

Lankan listed companies.

Further results suggest that the adoption of IFRS is unable to improve the value relevance or the
explanatory power of earnings with reference to the stock prices, instead it was reduced in the post
IFRS period. Similarly, IFRS adoption has not tended to improve the value relevance of earnings
on stock returns, instead it tends to decrease the value relevance in the post IFRS period

significantly.

Therefore, the findings of the study confirm the existing argument in the literature as put forward
by Ball et al. (2003) ‘adopting high quality standards might be a necessary condition for high

quality information, but not necessarily a sufficient one’.

Even though the test period is consistent with previous studies, it evaluates a relatively short time
period and therefore, over a longer period the results could be improved with the improvement in
macro environmental setting that builds the necessary infrastructure for effective implementation,
familiarity with the process by the parties and with the improvement in implementation guidance

of IFRS and thus further studies could extend the period considered in the study.

Further analysis of the reasons for cross country differences of the results on earnings quality and
value relevance with the adoption of IFRS would also be a good area for future studies specially
with reference to developing countries. This study only focuses on earnings quality and value
relevance whereas there are several other variables as suggested by other studies in the literature
which are affected with the convergence with IFRS by a country and those would also be areas for

future studies.
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Abstract

This study surveys prior literature on mergers and acquisitions (M&A) with a special focus on factors affecting M&A
outcomes and valuation. In addition, this study analyses one of the largest and most controversial mergers from the
Philippine Banking sector: The merger of the fifth largest bank (BDO) with the third largest bank (Equitable PCI) in
Philippines. This merger provides an ideal setting for a case study, subsequent links to M&A theories and generalizable
lessons for future bank mergers. Furthermore, this study identifies key factors and steps taken by BDO management and
the combined entity BDO Uni bank to obtain success. The acquisition spanned from 2004 to 2006 and was fully completed
on December 27th, 2006 with BDO as the surviving entity renamed as Banco de Oro Uni bank (BDO Uni bank). BDO
Uni bank had an increase in net income of 3.4 million. In addition, a doubling of its assets from PHP (Philippine peso) to
600 Peso Billion (Pbn) in the subsequent years relative to pre-merger BDO levels. Presently, BDO Uni Bank continues to
generate stable revenue and be ranked number one in the Philippine Banking sector. Keywords: Shariah compliant hotels,

purchase intention.
Key words: mergers, acquisitions, synergies, cultural integration

JEL Classification: G34, M00

1. Introduction

M&A’s™ are a key method for an organization to achieve growth, diversity, and profitabilityz.

Empirical research over the past couple of decades has revealed a great deal about M&A motives and
factors affecting their outcomes. A profusion of prior literature identifies several motives behind
M&A’s and factors affecting M&A outcomes. In addition, majority of prior studies demonstrate that
M&A’s result in value creation for the target firm shareholders. Given this setting, this paper will
provide further evidence on these areas by surveying prior literature and developing a case study on an

interesting yet controversial bank merger from Philippines. The study poses the following research
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questions: 1. what are the motivations and synergies associated with this particular merger? 2. What is

the pre and post-merger performance of the banks involved?

3. What are the success factors for this particular merger? 4. What are the generalizable lessons

and managerial implications from this case study? To the author’s knowledge this is the first

thorough case study on this particular bank merger. This deal was selected due to its’ implications on
the Philippine (10th fastest growing economy) banking sector and generalizable lessons to other bank
mergers especially in emerging economies. Moreover, majority of M&A deals involve the acquirer
being considerably larger than the target or equal in size. However, in this particular setting, the deal
was controversial since a smaller bank was attempting to acquire a considerably larger bank®. The

merger of the third largest bank, Equitable PCI with the fifth largest bank BDO in Philippines was
initially perceived as hubris on the part of BDO management.

Several factors come into play especially with bank mergers. Firstly, the acquisition of a larger
target by a smaller acquirer is rarely successful primarily due to the burden of financing. Secondly,
economic growth also becomes a key factor enabling the merged entity to grow and increase
profits. Thirdly, bank mergers are notoriously difficult and expensive due to incompatibility of

systems and integration of different corporate cultures®. Fourthly, regulatory approval is required

for bank mergers in many countries. Moreover, one of the key questions that arise in bank mergers
involve whether branch networks are complementary or overlapping?

IMergers and acquisitions are often used interchangeably. However, on one hand in an acquisition, one firm acquire a part or whole of another firm.
On the other hand, in a merger, two or more firms unite to form a new entity.

2 However, wrong motivations and mis-integration of M&A’s leads to a large number of failures (Krug, Wright, and Kroll, 2014). In addition,
Schweiger, Csiszar, and Napier (1993) show that acceptance and proper integration post merger is important in order to obtain strategic benefits.

3Mergers and acquisitions are a popular way of expansion in the Philippine banking sector primarily among smaller lenders, even in rural areas.

“They usually only succeed if the two parts of the bank continue to operate largely separately and are only integrated after some time. For example, consider the acquisition of the
National Bank by ANZ Bank. Post merger integration took several years.
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If they are complementary, similar to the case of the Wells Fargo's takeover of Wachovia or the
merger of the Nordic banks to create Nordea, then the merger is likely to be easier. If they are
overlapping, there is either going to be an unpleasant loss of jobs which will lower employee
morale resulting in the combined entity being inefficient. Moreover, aggressive upward

acquisitions can turn sour, for example, consider the HBO or RBS case.

The traditional recipe for success is that a strong acquirer buys the weak, when the targets’ price
is low such as Santander with Abbey, Alliance and Leicester. Shleifer & Vishny (2003), Rhodes-
Kropf & Viswanathan (2004) support this view stating that overvalued firm managers acquire
comparatively firms undervalued in scenarios where firm value diverge from the intrinsic value.
Given this setting, the BDO and Equitable PCI bank merger is an interesting case with valuable
lessons that can be generalized to other bank mergers especially in emerging bank-based

economies.

Researchers and practitioners generally select a case study approach for M&A’s especially when
they intend to identify factors that impact an M&A deals® success or failure. Haspeslagh & Jemison

(1991), Shanley & Correa (1992) and Marks & Mirvis (1998) state that case studies are able to explore
numerous aspects of M&A deals occurring in different environments subject to various influences.
These influences are often found too difficult to be captured by alternative analysis techniques. In
addition, the case study approach enables a proper value creation analysis as compared to identifying
events that create value. Haleblian et al, (2009) state that case studies are a powerful method
considerably underutilized in M&A research where survey papers are more the common norm.
Moreover, a case study may provide a rich idiographic understanding of integration processes in

M&A’s, wherein the longitudinal, multi-faceted strengths of case studies excel.

Moving onto the case study, at the time of BDO’s initial offer to merge, Equitable PCI had capital

three times as much as BDO. Analysts and regulators alike were concerned regarding the repercussions

of this transaction on the Philippine banking sector and the economy. Moreover, the deal resulted in

widespread negative media attention nationwide. Subsequently, the BDO merger with Equitable PCI

was completed on December 27th, 2006 with the formation of BDO Uni bank.

SFor example, Appelbaum et al (2000) discuss the role played by cultural compatibility in terms of leadership and M&A success.
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The analysis is conducted both from a qualitative and quantitative perspective and provides evidence
of value creation in M&A’s. The analysis shows that even a deal with overvaluation issues in the short
run would still result in value creation in the long run (refer Shliefer and Vishny 2003). The new entity
BDO Uni Bank increased their net income from 3.1 million to 6.5 million relative to BDO on average.
Moreover, BDO Uni bank doubled its total assets from 300 Pbn to 600 Pbn and became the number
one bank in Philippines. In addition, this study provides interesting policy implications to the emerging

market banking sectors and the M&A literature in general.

Section 2 conducts the literature review and deals with theories involved in M&A outcomes.
Section 3 provides a detailed qualitative and quantitative analysis. Section 4 discusses
generalizable lessons and managerial implications of the study. Section 5 concludes the study.

2. Literature Review

For over three decades, academics and practitioners alike sought to identify factors behind
successful mergers. Prior academic literature documents the failure of M&A’s to generate excess
returns for the acquirer6. Researches have also focused on understanding the main motivations for
M&A’s, value creation, and determinants of M&A returns. However, this study explores the prior
literature with an aim towards differentiating between various views that affect M&A outcomes.
This literature review section is segmented into three related areas: theories on M&A activity,
motivations behind M&A deals and factors affecting M&A outcomes. In addition, refer to Berger,
Demsetz, & Strahan (1999) and DeYoung, Evanoff & Molyneux (2009) for more detailed reviews
of bank mergers.

2.1 Merger and Acquisition Theories

Widespread research on M&A activity has been conducted in the US and European markets.
However, comparatively, there is a dearth in research conducted on fast growing emerging markets,
especially in Asia such as the Philippines. M&A’s are an important tool for businesses and this
section considers the history of M&A’s. This study identifies the following benefits of M&A’s

from prior literature:
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Economies of scale, entry to new markets, expansion of market share, new technology acquisition
and surplus fund utilization. M&A activity generally occur in waves called merger waves and can

be explained by neoclassical and market valuation theories.

According to neoclassical theory, merger waves occur as a result of firms from different industries
reacting to economic shocks, deregulation and new technologies. This explains the industry clustering
of M&A activities. Gort (1969), Mitchell & Mulherin (1996) and Harford (2005) provide empirical
support for this theory. Another theory suggests an association between merger waves and market
valuations. According to Shleifer & Vishny (2003)’s market valuation theory of merger waves:
Deviations from fundamental values result in managers using overvalued firm stock to acquire
undervalued firm assets. Rhodes-Kropf, Robinson & Viswanathan (2005) also support the market
overvaluation theory suggesting that more acquisitions occur during bubbles periods. The next section

discusses motivations behind M&A’s.

2.2. Merger Motivations

Why do companies opt for M&A’s? Pfeffer (1972) states that M&A’s are caused by a need to
make a firm less dependent on its environment. Haunschild (1993) explains motivations for
M&A’s being associated with financial, resource dependence, managerial and agency theories.
Capron & Hulland (1999) identify market power, efficiency and effectiveness as value creating
factors in M&A’s. Ahuja & Katila (2001) identify technological and non-technological factors as
M&A motivations. They state that non-technological M&A motivations focus on getting access to
a wider range of distribution channels while technological motivations focus on entry into new
markets/ market power. Chang & Rosenzweig (2001) and Hayward (2002) associates M&A’s with
market related motivations such as entering, strengthening, expanding to new markets. In addition,
synergy motivations for M&A’s are identified by Golubov & Travlos (2012), Jensen & Ruback
(1983); Bradley, Desai & Kim (1988); Seth (1990); Doukas & Travlos (1988); Wang & Xie (2009);
Bris & Cabolis (2008); Scholes & Wolfson (1990); Hayn (1989); Manzon, Sharp & Travlos (1994);
Houston, James & Ryngaert (2001); Hoberg & Phillips (2010).

Moreover, the following studies identify agency motivations behind M&A’s: Amihud and Lev
(1981); Lewellen, Loderer & Rosenfeld (1985); Jensen (1986); Harford (1999); Datta, Iskandar-
Datta & Raman (2001); Masulis, Wang & Xie (2007); Lin, Officer & Zou (2011);
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Finally, the following studies identify managerial overconfidence or CEO hubris behind M&A
motivations: Roll (1986); Hayward & Hambrick (1997); Doukas & Petmezas (2007); Billett &
Qian (2008); Malmendier & Tate (2008); Kolasinski & Li (2013). In addition, prior literature
conclude that M&A’s improve combined entity performance creating a competitive advantage
(Lubatkin, 1983; Schweiger and Weber, 1989; Krug, Wright, and Kroll, 2014; Galpin and Herndon,
2014; Cunha, 2015; Sinclair and Keller, 2017). The next section discusses factors affecting M&A

outcomes and theories involved.
2.3 Factors Influencing M&A Outcomes & Theories Involved

What factors affect M&A outcomes? Majority of prior literature show that M&A’s are value
destroying leading to productivity issues and inefficiencies. This section identifies five key factors
that affect M&A outcomes: 1. Overvaluation; 2. Agency Problems; 3. Management Factor; 4.

Employee Factor; 5. Cultural Merger;

1. Overvaluation: It is an implicit assumption thatM&A’soccur in highly competitive
marketsresulting in prices being bid up to their intrinsic value. Sirower (1997) urges top
management to identify synergy gain extraction methods and the relevant strategies pre-merger.
Prior literature warns management not to purse overvalued M&A deals, especially if the price
exceeds their own valuations (Haspeslagh & Jemison, 1991; Kusewitt, 1985). Haspeslagh and
Jemison (1991) report that management view inadequate due diligence processes result in sub
optimal M&A outcomes. Martin (2017) finds that purchase prices exceeding that of market value

maybe a cause for M&A failures’.

2. Agency Problems: Agency issues in M&A’s arise fromagents involved in
negotiating thetransaction price of the deal. Kesner, et al, (1994) identify an agency problem
between shareholder interests and that of the CEO during M&A’s. In addition, Lubatkin
(1983), Schmidt & Fowler (1990) state that CEO compensation increase relative to firm
size. Kroll, et al (1997) find that management owned firms generate significant negative
returns following a merger. Another stream of research considers CEO hubris as a key
factor behind M&A failures (Roll, 1986).

! For example, Colvin (2003) state that although the AOL and Time Warner merger was considered to be an extremely
important merger, its announcement resulted in their stock price plummeting considerably.
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Hayward & Hambrick (1997) find that the premiums paid in M&A’s signal the amount of value to
be created post-merger by the acquirer. They find a significant relationship between CEO hubris

and the premium size.

3. Management Factor: The ability of the two management teams to work
together,complimentary management and prior experience in M&A’s are also
important factors that may

affect deal success. Shanley and Correa (1992) find that management teams of both firms agreeing on
strategic objectives improve post deal performance. Datta (1991) find that managerial style differences
in both firms can have a negative effect on post deal profitability. Walsh (1988) observe a significantly
high turnover rate following an M&A within a five-year time window. Krishnan, et al (1997) observe
that post deal performance is positively associated with complementary management teams and
negatively associated with top management turnover at the target firm.

Singh and Zollo (1998) provide evidence of a negative impact on deal performance from high
turnover of target firms’ top management in the US banking industry. Schweiger et al. (1993) show
that intra firm differences are also associated with the deal outcome. Schweiger et al. (1997) state
that successful M&A’s depend on the ability of both management teams to work together and

resolve any differences.

Experience of management on M&A’s is also a key factor that affect M&A outcomes.
Integrating two different entities into one is a key challenge faced by acquiring managers in M&A
deals. Herein lies the importance of prior management experience in M&A’s. Jemison & Sitkin
(1986) state that success in M&A’s is determined by extensive planning and proper post-merger
integration. Singh and Zollo (1998) find that knowledge acquired in previous M&A deals
positively impact performance in the banking industry. Larsson and Finkelstein (1999) identify a
U-shape of the experience associated with M&A’s.

4. Employee Factor: Job losses post-merger creating employee distress is also
considered aSignificant factor affecting M&A outcomes. Subsequently, prior academics
analyze the integration process post-merger and its impact on employees. Haspeslagh and
Jemison (1991) find that M&A success also depends significantly on an encouraging and

co-operative environment between the two merging firms.
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Galpin and Herndon (2000) state the significance of effective communication during M&A’s®.

Waddock & Graves (2006) state that post-merger, the acquirer often impose their policies on the
combined entity jeopardizing cultural integration and employee satisfaction.

5. Distinct Cultural Merger: This particular view focus on the cultural differences
between theAcquirer and target that needs to be reconciled and integrated post-merger.
Post-merger integration of cultures also focus on the manner in which employees are

assimilated into the combined firm?.

Similar to Buono et al. (1985)’s firm cultural conceptualizations, Hofstede, Neuijen, Ohayv &

Sanders (1990) also find difficulties in changing firm culture. Given this setting, difficulty in
cultural adaptability becomes reasonably prominent during the M&A process. In addition,

Ivancevich et al (1987) and Schweiger & DeNisi (1988) emphasize the significance of sound
communication®® during the M&A process. According to them, sound communication reduces

confusion and uncertainty during the M&A process resulting in higher productivity, job
satisfaction, turnover and lower absenteeism. Nahavandi & Malekzadeh (1988) find that agreement
to the M&A deal by both acquirer and target management is a key factor of a successful merger.
Chatterjee et al (1992) identify a significant negative correlation among cultural differences of the
target and acquirer management teams and excess stock returns. However, Cartwright & Cooper
(1992) state that the key factor is the ability of the two firm employees to work together rather than
the cultural differences of the two firms. Forstmann (1998) state that the post -merger integration
process is a key factor in the M&A success. Schweiger & Goulet (2005) identify distinct cultures
result in defensiveness and the maintenance of separate acquirer and target firm identities post-
merger. Therefore, they state that elimination of cultural differences is key to successful integration
and M&A success. Lodorfos & Boateng (2006), Mitleton (2006), Lin et. al. (2006) identify cultural
diversity, employee treatment and communication as key factors in post-merger integration and

SucCcCess.

8According to Goldman (2015) Hewlett-Packard let go 30,000 employees following the Compaq merger in 2002 and identified failures in the human
resource integration process.

°Buono and Bowditch (1989) suggest two methods to introducing cultural changes into a firm post merger. Firstly, by studying employee attitudes
and through that getting them to adopt a new set of values and beliefs, thereby changing their associated behavior. Sound communication should be
utilized to modify the underlying beliefs via memos and announcements. Secondly, by letting go of employees who are not a good fit to the new
culture and recruiting new employees who are a better fit.

10 . . Lo . . N .
For example, Korean automobile manufacturer, Daewoo Motors encountered several integration issues following their acquisition of companies

in Romania and Poland. In another example, Gutknecht and Keys (1993) find that Esmark’s CEO, Donald Kelly communicated with over a 00
Norton Simon headquarters employees on redundancy issues and the compensation plans being offered. Kelly’s open communication of the issues
faced by the company on staff redundancies and a generous severance pay plan reduced resentment from resigned employees and better management
of retained employees.
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Saunders et. al. (2009) state that sound communication and pre-merger audits of cultural differences
are important steps to achieve proper successful cultural integration post-merger. Mohibullah (2009)
state that the acquirer should implement a top down communication network among employees to

decrease confusion during the M&A integration process. Melkonian, Monin,

& Noorderhaven (2011) and Xing & Liu (2016) find that post-merger situations and
integration issues influence employee identity on both sides of the M&A deal. Weber &
Tarba (2012) state that a lack of transparent and congruent activities during various stages
of the M&A process might lead to failures. Doseck (2012) discuss various aspects of firm
culture, human resources and change management during the integration phase of M&As.
Zaheer et. al. (2013) identify that management complementarity between the acquirer and
target instead of similarity would lead to successful autonomy and integration post-merger.
Rottig et. al. (2014) state that poor connections among the acquirer and target limit
contributions in the M&A integration process. Syazliana et. al. (2015) identify early
planning and cultural integration as being critical to M&A success in Malaysia. Martin
(2017) identify purchase price, post-merger strategic motives and implementation as key
factors associated with the success of any M&A deal. Spoor & Mei-Tai (2017) find that
employee morale during an M&A deal is largely affected by social identities and

communities of both firms involved.

3. BDO Acquisition of Equitable PCI Bank (EPCIB): Case Study

Throughout history, Philippine banks’ primary method of expansion has been through
mvestments im M&A's and by establishing new branches!. However, a key requirement for an

M&A deal is shareholder value creation. In addition, according to prior literature the cultural fit
and integration post-merger is an important factor as well, even when the M&A deal makes sense
financially. The following questions are posed in general prior to an M&A deal: What is the
motivation behind the acquisition? Is the purchase price being considered fair (conduct a cost
benefit analysis and financial valuation)?

11Philippine banking sector consists of the following key players: 1) SM Investment Corporation: Henry Sys” Groups’ premier bank, Banco de Oro
or commonly known as BDO was interested in acquiring Equitable PCI (EPCI) since 2003. BDO subsequently announced intentions of acquiring
10% of EPCP’s treasury stock. 2) John Gokongwei Group: The Gokongwei group sold their stake of Far East bank and PCI bank in 1999. The group
has expressed interest in acquiring Equitable PCI Bank shares with the support of the Go Family, Equitable PCI’s controlling shareholder. 3) Ayala
Group: The Ayala Group owns Bank of Philippine Islands (BPI) which is ranked second with respect to asset size. Far East Bank and Citytrust
Banking Corp. were both acquired by BPI in 1999 and 1996 respectively. BPI has also expressed desires to expand through acquisitions in the
future. 4) George Ty Group: The Ty family owns the Metrobank which held the number 1 rank in the banking sector. 5) Lucio Tan Group: Lucio
Tan possessed a 33.5% stake in Philippine National Bank (PNB) and also controlled Allied Bank.
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Financial valuation generally includes industry, firm and economic analysis. What are the potential
benefits and synergies to be considered from the merger? In addition, cultural, economic feasibility
of the M&A deal and risks involved need to be addressed.

This section provides a case study analyzing one of the most important and interesting M&A deals
from the Philippine banking sector. In 2005, BDO considered expanding its market share by

acquiring Equitable PCI bank with a large number of established branches. Subsequently, BDO!?

initiated talks with Equitable PCI Bank management to discuss the possibility of a friendly
takeover. Following the successful merger, newly created entity BDO Uni bank at present holds
the number one position in the Philippine banking industry.

3.1 Stakeholders in BDO & Equitable PCI Merger & Competition
BDO or commonly known as Banco De Oro was SM Groups (one of the largest conglomerates in
Philippines) flagship bank. Historically, BDO has been known to expand aggressively through
M&A’s to build up branch networks and assets. In 2001, BDO acquired 57 branches nationwide
by merging with Dao Heng Philippines. The following year BDO acquired 66 branches with 11
Pbn portfolio of deposits by merging with Banco Santader and Santader Investment Securities
Philippines. Subsequently, in 2003 BDO observed a prime opportunity to acquire Equitable PCI
Bank. Therefore, in 2004, BDO initiated proceedings to acquire the 26% stake of Equitable PCI
bank from Social Security Systems (SSS). The Philippine government was in possession of the
remaining 12% stake via Government Service Insurance System (GSIS). Equitable PCI was a
household brand name with its’ stable balance sheet were all good motivations for a potential
acquirer.
Equitable PCI an attractive target!
“Equitable Banking Corporation” (EBC) was the former name of Equitable PCI bank (EPCI) when

they opened on September 26th, 1950. Equitable PCI was the first commercial bank licensed by

the Philippine Central Bank which was newly created. In 1999, Equitable bank acquired PCI bank

becoming the second largest bank in terms of assets overtaking BRI,

ummmmmwmmre Stock Exchange in 2002. In addition, BDO acquired Dao Heng Bank's Philippine subsidiary on June

15™ 2001. BDO ranked 5, 61 and 8™ with respect to resources and loans, deposits and capital respectively among the 41 commercial banks in
Philippines as of December 2005
13Equitable Card Network dominated the credit card industry in Philippines as a merchant acquirer and a third-party processor providing them ample

motivation to increase their retail lending. PCI Capital Corporation was a popular name in investment banking and PCI leasing and Finance possessed a high
capital base and a large clientele network. This acquisition of PCI bank by Equitable bank resulted in a merger wave in the Philippine banking sector. Not one
to be left behind, BPI acquired Far East Bank targeting the number one position in banking and claiming it for a short time. Then,
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Prior to being acquired by BDO, Equitable PCI was the third largest domestic private bank with
respect to loans, deposits and capital. Equitable PCI offered innovative and also traditional deposit
products, cash management, international, commercial, corporate banking, money market, trust
and treasury services. They catered to a wider base of retail and corporate clientele with an

extensive distribution network.
Refer Figure 1A

Prior to BDO’s merger, Equitable PCI’s key shareholders were as follows: Social Security
System (SSS): 29%, Go Family: 24.76%, Government Service Insurance System (GSIS): 12.7%,
EBC Investments: 10.48%. Given this setting, on January 6, 2006, BDO made an initial offer of
41.3 Pnb through a 1.6 BDO share per Equitable PCI swap to buy Equitable PCI. Equitable PCI

was given till January 31% to consider the deal. However, GSIS initially opposed the deal and

considered a counter proposal of a merger with BDO where Equitable PCI would be the surviving
firm. At the time of the merger announcement, Standard & Poor's stated that a successful merger
would result in an improvement in Equitable PCI's debt rating with no change in BDO's debt rating.
Prior to the merger, Equitable PCI had a grade “B” debt rating while BDO had a “B+” rating. In
addition, UBS claimed that Equitable PCI shareholders would realize the BDO offer attractive as
it would increase Equitable PCI's capital adequacy ratio (CAR) making it a timely offer especially
under new International Accounting Standards. Furthermore, UBS forecasted an increase in
Equitable PCI share price to 73.60 PHP, more than the intrinsic target price of 67 PHP given the
BDO offer. Hence, subsequently BDO ended up paying a hefty premium to acquire an already
overpriced Equitable PCI stock.

However, the interesting fact is that even given the hefty premium, BDO was able to recover their
investment in several years due to proper motivations and various strategies identified in this study
later on.

Refer to Figures 2A and 3A

continued on a merging spree with Asian Bank, Solid Bank, Philippine Banking Corp and Global Bank to finally become the largest bank in
Philippines. Hence, Equitable bank merging with PCI in 1999 resulted in a consolidation of the largely fragmented Philippine Banking Sector to
some extent.

139


https://en.wikipedia.org/wiki/Standard_%26_Poor%27s
https://en.wikipedia.org/wiki/UBS
https://en.wikipedia.org/wiki/Capital_adequacy_ratio
https://en.wikipedia.org/wiki/Fair_value

15" International Conference on Business Management (ICBM 2018)

Competition

Foreign investors™*

were also interested in Equitable PCI and submitted a bid of 90 PHP each for
SSS shares; These Investor's identity was not made public. GSIS stated that offers must be
submitted by March 61" to the bidding process for their shares at a minimum value of 92 PHP per

share or higher.
At the time of the BDO merger announcement, there was widespread speculation brewing in the

market that BDO and Gokongwei (existing shareholder of Equitable PCI) camps may be drawn
into a bidding war for the Equitable PCI treasury shares. Note that previously, BDO only bid for
43.50 PHP per share for SSS’s 26% stake in Equitable PCI. Subsequently, they were offering 43.50
PHP per share or a 10% premium over the weighted average share price over a mutually agreed
time period. In addition, when Gokongwei sold his stake in PCI Bank in 1999, he obtained 290

PHP per share while other shareholders were offered a share swap of three Equitable Bank shares

for every one PCI Bank shares™®,

In 2006, many analysts downgraded their rating of Equitable PCI Bank to a “Sell” recommendation
from “hold” following a 21% run-up pushed up its 2006 price to earnings ratio to 19.4 and its price
to book value to 2.4, making it the most expensive banking stock in the Philippines. Hence, while
Equitable PCI remained an attractive target in many aspects, its stock price was considerably
overvalued. Therefore, we can safely assume that this particular deal contradicts the overvaluation
view to some extent. BDO management did overpay for Equitable PCI bank stock with a high
premium (closer to a 10% premium initially).

Given the above setting, several key players were interested in Equitable PCI. However, finally,
on August Sth, 2005, BDO acquired a 24.76% stake of Equitable PCI. BDO and Equitable PCI

board members agreed to a modified stock swap deal of 1.8 BDO shares instead of 1.6 shares for

every Equitable PCI share on November 6™,

Y4However, the law firm representing the two foreign investors: Siguion Reyna Montecillo & Ongsiako informed on May 8", 2006 to Government

Service Insurance System (GSIS), that their client was no longer interested in acquiring the shares.

5This amounts to a 96.67 PHP price for Equitable Bank at the time of the swap. Therefore, Gokongwei was prudent in not being lured into a bidding
war over Equitable PCI and BDO deal. Especially since Equitable PCI stock was trading at 49.50 PHP which is half his selling price in 1999.
However, Equitable PCI’s asset size from 1998 has tripled from approx. 100 Pbn to approx. 300 Pbn at the time of the BDO offer. Initially, the
TradeUnion Congress of Philippines also proposed to buy the SSS shares with 50% in cash and BDO shares respectively. This would give SSS an
investment in BDO and a partial return of capital. However, Equitable PCI board voted to retire these shares even with stiff opposition from GSIS.
These shares, if auctioned, would have joined the 12-percent GSIS block. This auction would probably have thwarted a merger with BDO as the 92
PHP share price would become more reasonable. GSIS even offered a cash buyout of SM groups’ 34% stake for 79.50 PHP per share on March
23", This cash offer would have given SM group approx. 8 Pbn. However, this deal was followed by allegations of hyping the market, resulting in
an increase of the share price of Equitable PCI bank valued at approx. 80 PHP as of March 24",
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BDO and Equitable PCI shareholders approved the transaction on December 27th, 2006. In

addition, the Philippine central bank and the Securities Exchange Commissions’ approval for the
deal was obtained in early 2007. Post-merger key shareholders were: SM Investments Corporation:
85.6%, Trans Middle East Philippines Equities: 7.13%. The key shareholders following the merger
are as follows: SM Investments Corporation: 40.87%.

Refer Table 1A
Benefits to Equitable PCI Stakeholders from BDO merger

Although initially there was resistance from the Equitable PCI main shareholder GSIS, the rest of
the Equitable PCI shareholders were swayed by the attractive acquisition price and future benefits
from BDOs’ dividend policy. Moreover, the merger would provide a stronger platform to execute
Equitable PCI’s growth plans. From Equitable PCI customers’ point of view, the merger provided
better access to a wider range of products and a better customer experience. From Equitable PCI
employees’ point of view, the strong re-branding of the merged entity provided a strong cultural
fit. Finally, BDO completed the merger with Equitable PCI in 2007 and renamed itself as BDO
Uni bank.

3.2 Motivations of BDO & Synergies Created
Motivations behind M&A proposals are a key factor and often affects M&A outcomes. This study

identifies several reasons behind the BDO deal: 1. Belief of success by BDO top management
(reassurance the merged entity can lead the banking sector; be bolder). 2. Competitors (Defeat of
a key competitor), vulnerability of other competitors such as Metro bank, future obstacles from
other competitors). 3. Expansion (increasing BDO franchise value). 4. Overvalued stock (Excess
cash for acquisitions). 5. Future vision. 6. Wealth creation (Financial). 7. Legislative support (Deal
was eventually supported by the Philippine central bank and the Securities and Exchange

Commission).

Furthermore, this study identify that the merger provided BDO with the following benefits: 1.
Substantial revenue and cost synergies. 2. Dominant pro-forma market position. 3. Enhanced
distribution network. 4. Improved balance sheet management. 5. Broader customer base and
relationships (establishes scale, exposure to regional economic diversity and additional platform

for growth). 6. Market leading position in core business lines.
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7. Accretive to EPS (Accretive merger for BDO with Equitable PCI’s strong predicted cash flows).

8. Increased product diversification. 9. Long term growth projects (Equitable PCI’s profitable credit
card business). 10. Proven management teams (both management teams possessed valuable
experience from past successful mergers, solid shareholder returns and cash flow generation).
Hence, given the above rationale, BDO justified this deal as a key strategic merger. Cost savings
from the merger would arrive from overlaps and duplications from 120 branches. Revenue benefits
would arise with size and scale, as the combined entity would rank No. 1 in all major sectors. The
BDO offer implied a 2.3 times swap ratio. At the time of the initial offer from BDO, Equitable PCI
management viewed the deal would be dilutive in the first two years and finally breaking even in
the third year. In addition, the financing strategy for the deal was structured to maintain BDO’ssolid
investment-grade credit rating. Moreover, market analysts reiterated that BDO is a top
performer with a target price of 47 PHP. Hence, while the deal would be initially dilutive to
BDO, this would outweigh the strategic transformation the deal would bring to the bank.

3.3 Empirical Analysis of the Merger

The merger between Equitable PCI bank (ranked 3rd) and BDO (ranked 5th) resulted in BDO

Unibank (largest bank in Philippines). The tables and graphs provide empirical evidence pre and
post-merger for both banks from financial statements, share prices, public and private information
gathered from various parties involved in the merger.

A correlation analysis was conducted on the total liabilities, total assets, and the revenue of BDO
and Equitable PCI from 2003 to 2006. Total assets and liabilities have a significant positive
correlation of 0.76 and 0.8 respectively. This result can be explained as both banks mirroring each
other’s behavior by expanding their assets and liabilities to obtain more market share as
competitors. In addition, there is a negative significant correlation between revenues of the two
banks identifying them as competitors. Moreover, this gives further support to BDO’s motives of
taking out a strong competitor and at the same time obtaining more market share by acquiring
Equitable PCI.

Refer Table 2A

Table 2A, shows that BDO had 304Pbn while Equitable PCI had 345 Pbn of total assets on
December 2006. Post-merger total assets of BDO Unibank increased to 617 Pbn. Prior to the
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merger, Equitable PCI and BDOs’ net loans were close to approx. 100 Pbn and expanded to 315
Pbn post-merger. Moreover, total liabilities and total deposits of Equitable PCI and BDOs’
increased from 297 Pbn and 280 Pbn in 2006 to 556 Pbn in 2007 and from 229 Pbn and 241 Pbn
to 445 Pbn in 2007 respectively.

Refer Table 3A

Table 3A, shows that Equitable PCI bank and BDO had net interest incomes of 13 Pbn and 8 Pbn,
in 2006 which increased to 21 Pbn in 2007 post-merger. Moreover, Equitable PCI and BDO had a
net income of 3.27 Pbn and 3.13 Pbn in 2006 December which post-merger increased to 6.52 Pbn.
Therefore, Both Tables 2 and 3 show evidence of significant expansions in the income and balance

sheet of BDO Unibank, resulting in value creation post-merger.

Refer Tables 4A and 5A

Table 4A show several key ratios of BDO, Equitable PCI and BDO Uni bank post-merger. In
December 2006, Equitable PCI had a net interest margin of 4.3%, while BDO’s was 3.3% which
settled at 4% post-merger. Implied interest payments are a key component in the Net Interest
Margin (NIM) calculation. In the case of BDO and Equitable PCI bank, implicit interest payment
effects on NIM showed signs of concentration following the consolidation period due to changes
in combined entity operations and revenue structure. Equitable PCI bank and BDOs’ return on
assets of 0.18% and 1.16% in 2006 increased to 1.41% in 2007 for the combined entity BDO Uni
bank. Return on assets (ROA) measure effectiveness of the firm's assets utilization in generating
profits net of expenses. Hence, these results show improved ROA numbers possibly due to new

combined entity better managing its assets to generate profits.

Moreover, BDO Uni bank enjoyed a larger client base and an increase in number of offices and
branches widely dispersed across the Philippines post-merger. Interestingly, Equitable PCI and
BDO had earnings per share(EPS) of 4.89 and 2.89 respectively in 2006 which decreased to a 2.57
post-merger. This can be due to an acquisition being an immediate cost to shareholders bringing in
value creation and revenues only in subsequent years resulting in a lower EPS for the combined
entity immediately. As of 2015, BDO Uni banks EPS remain at a healthy 6.84. Following the
merger in August 2007 BDO Uni bank was given an improved debt rating especially with better
conditions in the Philippine banking sector. At the time of the re-rating BDO Uni bank shares

traded with a 2.8 price to book ratio and a prospective P/E ratio of 18.
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In addition, Equitable PCI and BDO had a book value per share of 63.7 and 22.91 in 2006 which
settled at 23.45 post-merger. Eight years post-merger, book value per share settled at 53.17 in 2015
due to increases in growth, productivity and financial stability. Figure 4A shows Equitable PCI
banks’ revenue figures from 2003 to 2006. A small decline in revenue is observed in 2005 due to
some depositors and borrowers fleeing the bank due to uncertainties arising from a possible merger
with BDO.

Refer Tables 7A, 8A
Refer Figures 4A, 5A, 6A, 7TA

Figure 5A shows that Equitable PCI had a stable reserve of assets and liabilities during the 2003-
2006 sample period. Figure 6A depict revenues of BDO till 2006 and BDO Uni bank for the 2006-
2014 sample period. Figure 6A shows a significant upward trend and increases in revenue leading
up to 2013 In addition, figure 7A shows total assets and liabilities of BDO up till 2006 and BDO
Uni bank thereon for the 2006-2014 window. Figure 7A shows a prominent increase in assets and
liabilities with the continuation of the upward trend observed before post-merger as well.
Moreover, the merger resulted in BDO Uni banks’ minimum capital required increasing to 700
million USD and subsequently settled with a market capitalization of 2 billion USD. Table 8 shows
the present status of BDO Uni bank as the number one bank in Philippines, a decade from the
merger. Table 9A shows the gradual increases in dividends per share (DPS) and diluted earnings
per share (EPS).

3.4 Success Factors

In 2007, BDO merged with Equitable PCI Bank. This study identifies the following factors as key
to the success of this particular merger and lessons that can be generalized to other bank mergers.
1-Suecessfulhy-integratedtwo distinct banking cultures. 2. Both management teams agreed upon
the merger. 2. Both management teams had prior experience in mergers. 3. Revenue synergies were
readily identified and utilized. 4. Cost efficiencies were identified and efficiently utilized. 5.
Improved balance sheet management. 6. Affiliation of a large block-holder (SM group) provided

better monitoring and a positive signal to the markets.

16 The revenue decrease observed in 2014 is because of fourth quarter value exclusions.
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A key risk factor in this particular merger as in any M&A deal is the integration of distinct
cultures. BDO Uni bank required a combined vision and strategic re-branding following the
merger. To this end, BDO engaged Inter-brand their long time branding partner to firstly establish
a strong brand foundation. Then to subsequently aid the bank employees deliver the new brand
experience to its large clientele. Inter-brand along with BDO management and employees
developed the strategic brand proposition named “We find ways”. Moreover, they worked with
BDO on creating and implementing a number of initiatives focused on building a strong brand
through employee engagement. The prime objective of these initiatives was to embody the “We
find Ways” throughout the company culture, among its management and employees. Another
objective was also to scout out existing and new talent to fit into the re-branded company message.
This study identifies the following practices as key to engaging the employees to successfully

integrate the two cultures: 1. BDO’s President and senior leadership endorsed and led the employee
engagement initiative”. 2. Human resources was segmented similar to customer segmentation by
collaborating with key business and department heads to understand various needs and concerns

of a diverse employee group18. 3. Emphasizing on brand implementation through actionable

behavior and linking the same actions to desired customer experienceslg. 4. Piloting and promoting

programs that demonstrated positive business impact of engagement. 5. Creating and quickly
implementing scalable solutions readily delivered through digital channels. For example, BDO,
implemented an internal socialization tool allowing staff at all levels and locations to search and
share exemplary ‘We find ways’ success stories. Subsequently, the management of BDO could
successfully integrate and blend the two cultures and operations seamlessly to create a winning,
stronger more competitive entity.

BDO and Equitable PCI had complementary branch networks. BDO had a strong position in key
urban areas and commercial centers/malls. They also had the highest deposits per branch in the
system. Equitable PCI had a strong presence in provincial areas with a good penetration of

traditional Filipino-Chinese markets.

Successful organizational impact always requires top leadership support even though employee engagement efforts often maybe initiated within
one department or from the bottom up.

BEor example a bank teller in the Philippine rural provinces would have different career aspirations and motivations than that of a senior banker
working in head office at BDO Unibank.

9 Aid internal back office employees better understand their role in providing front office services. Many employees engaged in back office functions
rarely understand or realize their vital role in delivering a satisfied customer experience.
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Hence, the combined entity resulted in a strong nationwide platform for selling traditional and
nontraditional products. With regard to cost efficiencies, BDO identified 50-60 branches with
overlap and combined these branches to free up the licenses and redeployed them. Hence, BDO
was able to free up capital by releasing valuable bank real estate lease-backs. This eradicated lease
costs from redundant real estates and releasing freehold properties for outright sale with a

considerable surplus (E.g.: five properties in Makati, Manilas’ very expensive business area).

Furthermore, substantial cost efficiencies were obtained through information technology (Using a
common system), branches and ATM’s (successful consolidation and integration of the distribution
network), head office and back office support (optimization of head office and other support
functions), marketing and advertising (shared expenditure), product development and rollout

(greater efficiency and improved distribution).

In terms of improved balance sheet management, BDO further benefited from reversals of loan
provisions, particularly in the real estate sector which has been a problem area for most Philippine
banks. In addition, due to very conservative loan loss provisioning by BDO management prior to and
during the merger, several write-backs to the balance sheet was observed long term, post-merger.
Therefore, in the subsequent years post-merger book value increased due to real estate sales and surplus
provision write-backs apart from continued operational profits. Improved balance sheet management
was further achieved through greater diversification of risk, enhanced risk management system/
procedures, better expertise in maximizing recoveries. Improved funding costs were obtained from
increased scale resulting in a reduced risk profile. Moreover, increased low cost deposit gathering

capabilities were implemented through a larger distribution network.

In addition, BDO has been a favorite of international institutional investors due to long standing
stable revenues, shareholder returns, sound management and governance. However, prior to the
merger, BDO reached the permitted 40% foreign ownership threshold. Interestingly, the merger
resulted in a dilution of foreign interests in BDO Uni bank to 23%. Therefore, post-merger BDO

Uni bank shares became far more accessible to foreign investors.

The merger made strategic sense, due to synergies of complementary markets and clientele,

diverse products and services, complementary technologies & assets, diverse employee skill sets.
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The two top management teams agreed on the strategic objectives of the merger resulting in a post-
deal performance improvement through healthy cooperation.

Moreover, BDO considerably benefited from Equitable PCI bank’s franchise or charter value
among corporates, depositors and borrowers.

Significant revenue synergies were obtained from the integration of the two banks. BDO gained a
soundly established operation in prime fee generating departments such as trust banking, credit
cards and remittances. Substantial profit enhancement was achieved through improved product and
enhanced distribution network, greater investment in new products. The combined entity took
opportunities to increase revenues by cross selling the expanded product offerings and customer
base as well as its affiliation with the SM Group network. The M&A deal was fully completed in
mid-2008. Finally, the newly formed entity BDO Uni bank, possessed 680 branches and 1200
automated teller machines (ATM’s). In addition, BDO further increased their capital adequacy

ratio from 2% to 3% by raising 10 Pbn of tier 2 capital; Following the merger, BDO Unibank?°

emerged as the top most bank with regard to assets, toppling Metropolitan Bank as of the end of
2008. Subsequently, the assets of BDO Unibank amounted to 808.04 Pbn, edging out Metrobank,
with 758.48 Pbn of total assets.

4. Present Case and Stable outlook

On September 17, 2008, Philippine central bank announced that due to Lehman Brothers

associated investments, BDO Unibank is setting aside 3.8 Pbn (80.9 million dollars) loss provisions

to cover exposure. However, the exact amount of BDO Uni banks’ exposure was not disclosed.
Fitch Ratings announced a stable outlook for BDO Unibank on February 1% 2008. At present,

BDO Unibank maintains the top position in terms of market share in almost every major banking
product category. Moreover, they have become the image leader in terms of brand attributes and
critical awareness overtaking its rivals and competitors within three years of the merger. BDO Uni
bank customer experience in branch networks has been identified as a major driver of BDO’s
image, along with advertising from annual usage and image studies since 2010. BDO Uni bank
customer tracking scores from the past 5 years further reflect this commitment where the bank’s
main index score exceeds both regional and global standards. Additionally, BDO Uni banks’
significant advantage over its competitors, among local corporate and retail customers is also
reflected in the index scores.

21y 2012, BDO Uni bank acquired Rural Bank of San Juan Inc. In 2014, BDO Uni bank acquired Citibank Savings and the Real Bank (A Thrift
Bank).
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5. Generalizable Lessons & Managerial Implications

This section discusses the generalizable lessons for the banking industry from this particular merger
and managerial implications. What can the banking industry especially in emerging markets learn from
this particular banking merger? What are the key factors and strategies managers should focus on ex-
ante and ex-post merger for value creation? Bank mergers are extremely difficult. The proper
motivations for a merger is important. Generally, the market can distinguish between agency motivated
managers and discipline them by decreasing the firms’ share price. However, even in well-motivated
mergers, acquirers often overpay for their targets resulting in most of the synergy gains created been
given away to the target firm shareholders. Moeller, Schlingemann & Stulz (2005) find that large losses
in M&A deals are one’s conducted by overvalued targets and the subsequent post-merger wealth

destruction may be due to revaluation of acquirers’ intrinsic value.

From the above analysis, it is evident that the prime motivation for the BDO acquisition of
Equitable PCI bank was to gain more market share and eliminate a strong competitor. Evidence of
value creation from the deal is observed through the increments in net interest income, net income
and the balance sheet for the new entity BDO Uni bank. The fact that ROA and ROE considerably
increased following the acquisition provides evidence of a good management team and positive
business synergies. Both banks are experienced in M&A activity and the management had

complimentary styles and agreed to a friendly takeover.

The BDO and Equitable PCI merger is exemplary for the banking sector as a whole, but teaches us a
series of universal lessons. The first year of an integration following a merger especially in the financial
sector creates uncertainties. Even if forced unemployment can be restricted or avoided via social
dialogue and adequate social plans: 1. Career perspectives are shifting. 2. Rewards may stagnate. 3.

Recognition of employees and their individual competencies and qualities can get lost.

Culture in the company can be less safe than before. 5. Stress is growing as business has to proceed,
not seldom in a leaner work organization. 6. Retained employees are often perceived to

be the lucky ones?®. 7. Differences in salary levels between the elder (higher, often as a result of
earlier restructurings) and the younger generation (lower) are experienced as a lack of rewards.

21'They should not complain’; however, their workload, job content, individual perspectives, are rapidly changing - how can they find support for
this transition?
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Therefore, a strong merging of the two different cultures with a common branding message is key,
as was done in the case of BDO and Equitable PCI. Prior track record of successful mergers by

both sides” management was also an added advantage in this merger.

This analysis implies that M&A activities can provide a stable outlook for even a largely
fragmented banking sector through consolidation and expansionzz. Moreover, Fitch ratings

identified Philippines as the only Asian Pacific country possessing a positive ratings outlook for
2016. Finally, Table 9A shows selected key set of mergers in the Philippine banking industry from
2004 to early 2014.

Refer Table 9

6. Conclusion

BDO Uni bank moved to the number one position in the Philippine Banking Industry following

the merger of Equitable PCI bank (third largest bank) with BDO (the fifth largest bank). The
acquisition was hailed as a bold precarious move driven by Hubris from the BDO management.
This study provides a survey of literature on motives behind M&A’s and key factors that affect
M&A outcomes. In addition, this study identifies the following factors as key to the success of this
particular merger and lessons that can be generalized to other bank mergers. 1. Successfully
integrated two distinct banking cultures. 2. Both management teams agreed upon the merger. 2.
Both management teams had prior experience in mergers. 3. Revenue synergies were readily
identified and utilized. 4. Cost efficiencies were identified and efficiently utilized. 5. Improved
balance sheet management. 6. Affiliation of a large block-holder (SM group) provided better
monitoring and a positive signal to the markets. Hence, due to efficient integration strategies and
governance practices pursued by BDO management pre and post-merger the deal was a success.
This particular merger provides evidence supporting value creation in M&A’s. Both banks were

experienced in M&A activity and the management agreed on the acquisition.

2Gaining access to new market segments, new clients, efficient renegotiation of high impact contracts (high net worth clients and suppliers).
Following actions should be implemented to secure the profitability of the newly formed entity post-merger: Retaining and utilizing the best of both
firms’ culture, governance and strategies, creating a sound firm identity, removing unfunded and over funded pensions, securing and renewing large
contracts, securing existing important clientele, removal of bad assets, and bad contracts.
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Despite initial skepticism, frictions and adverse reactions by various market participants, it has
proven to greatly transform the Philippine’s banking landscape. Finally, going forward a decade
into the future, this particular merger still remains the most ambitious and controversial yet clearly

a successful merger in the Philippine banking history.
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Appendix
Figure 1A: Shareholders of Equitable PCI Bank (In 2003)
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Figure 2A: Historical BDO and Equitable PCI stock price. The blue line depicts BDO close
priceand the red line depicts Equitable PCI stock price.
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Figure 3A: Pre and post merger announcement effect on BDO and Equitable PCI stock price.

The blue line depicts BDO close price and the red line depicts Equitable PCI stock price.
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Table 1A

Philippine bank rankings with regard to asset size given in peso billion excluding Foreign and

development banks, pre-merger in 2004.

Rank Assets Rank Loans Rank  Deposits Rank  Capital
Metro bank 1 470.6 1 243.7 1 345.7 2 534
BPI 2 394.8 2 162.2 2 314.7 1 55.0
Equitable PCI 3 293.5 3 134.2 3 189.6 3 44 4
PNB 4 220.2 5 78.4 4 163.5 4 24.0
BDO 5) 169.8 6 69.9 5 121.4 6 19.6
RCBC 6 152.2 4 83.2 6 108.2 8 16.2
Allied Bank 7 118.5 8 47.2 7 92.7 9 154
China Bank 8 116.4 7 50.8 8 85.5 5 20.2
UCPB 9 104.9 9 46.5 9 79.4 17 4.1
Union Bank 10 100.3 10 39.1 10 56.6 7 16.6
Security 11 82.7 11 38.2 11 51.7 10 10.8

Source: Philippine Central Bank as of December 2004.
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Table 2A

Year on year growth of the target (Equitable PCI), acquirer (BDO) and new entity (BDO Uni
bank) balance sheet analysis, pre and post-merger in peso billion end of the year.

2007 2006 2006
Balance Sheet BDO Uni bank BDO Equitable PCI
Assets
Net Loans 315.1 127.93 111.83
Total Assets 617.42 304.47 345.14
Liabilities & Shareholder's Equity
Total Deposits 445.4 229.37 241.8
Total Liabilities 556.88 280.04 297.66

Source: BDO, Equitable PCI and BDO Uni bank financial statements.

Table 3A

Year on year growth of the target (Equitable PCI), acquirer (BDO) and new entity (BDO Uni
bank) income statement analysis, pre and post-merger in peso billion end of the year.

2007 2006 2006
Income Statement BDO Uni bank BDO Equitable PCI
Net Interest Income 21.49 8.33 13.12
Net Income 6.52 3.13 3.27

Source: BDO, Equitable PCIl and BDO Uni bank financial statements.
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Table 4A

Key ratios of the target (Equitable PCI), acquirer (BDO) and new entity (BDO Uni bank) pre and

post-merger end of the year.

2007 2006 2006
Profitability % BDO Uni bank BDO Equitable PCI
NIM 4.0 3.3 4.3
ROA 1.41 1.16 0.17
Diluted EPS 2.56 2.89 4.88
BV per share 23.45 22.91 63.7

Source: BDO, Equitable PCI and BDO Uni bank financial statements.
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Table 5A
Provisions Total
Net Total Interest  Credit Total Share
Goodwil
Bank Name Year | income Losses Revenue  Capital
BDO 2004 0 6767 187 3420 9145
BDO 2005 600 8901 292 4583 9481
BDO 2006 662 11502 245 6086 9620
BDO Uni bank 2007 12826 1429 9696 16163
BDO Uni bank 2008 14256 774 9506 23020
BDO Uni bank 2009 18344 1288 12373 28020
BDO Uni bank 2010 18495 1629 12994 29736
BDO Uni bank 2011 24849 1642 13755 31074
BDO Uni bank 2012 30020 1475 16956 34679
BDO Uni bank 2013 1482 34569 1600 18228 40958
BDO Uni bank 2014 30773 1293 17008 40958
Equitable PCI 2004 15240 9781 1035 5954 7270
Equitable PCI 2005 15680 11891 715 6985 7270
Equitable PCI 2006 9742 407 7285 7270
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Table 6A
Total
Customer Total Deposits By  Deposits by
Long Term
Bank Name Year Acceptance Debt Banks Customers
BDO 2004 0 27334 0 112445
BDO 2005 10047 19939 5412 147146
BDO Uni bank 2006 0 45291 0 199858
BDO Uni bank 2007 44325 339769
BDO Uni bank 2008 74656 481318
BDO Uni bank 2009 67366 631749
BDO Uni bank 2010 60062 686561
BDO Uni bank 2011 88745 774384
BDO Uni bank 2012 105849 858556
BDO Uni bank 2013 37259 73926 8067 1118930
BDO Uni bank 2014 84167 1375057
Equitable PCI 2004 25849 17224 108 187259
Equitable PCI 2005 18521 32448 76 206130
Equitable PCI 2006 31543 122 223119
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Figure 4A Revenues of Equitable PCI bank from 2003 to 2006
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Figure 5A

Equitable PCI banks’ assets and liabilities from 2003 to 2006. The blue for total assets and red
for total liabilities
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Figure 6A Revenues of BDO bank from till 2006 and BDO Uni bank 2006 onwards.
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Figure 7A Balance sheet data for BDO bank till 2006 and BDO Uni thereon. Blue for total
assetsand red for total liabilities.
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Table 7A Philippine Bank Asset details in millions of PHP as of March 2017.

Ranking Commercial Banks Assets in millions of PHP
1 BDO Uni bank 2,262,034.65

2 Metrobank 1,589,447.27

3 BPI 1,451,377.01

4 Land Bank 1,375,686.17

5 PNB 740,419.12

6 Security Bank 729,174.82

7 China Bank 539,268.82

8 DBP 512,662.51

9 Union Bank 449,289.26

10 RCBC 425,287.94

l |

1
Source: Philippine Central Bank as of 2017.
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Table 8A Key accounting variables for BDO Uni bank from 2012 to 2016.

2012 2013 2014 2015 2016
Revenue 1,842.53M 2,058.03M 2,082.02M 2,267.12M 2,593.86M
Operating income 370.50M 568.50M 605.49M 698.90M 707.53M
Income before tax 370.50M 568.50M 595.10M 657.08M 682.66M
Net income 343.03M 532.33M 513.75M 549.40M 549.40M
Diluted EPS 0.1 0.13 0.13 0.14 0.14
Dividends per share 0 0.04 0.02 0.02 0.02
Total assets 30,256.09M  37,715.99M 41,698.54M 43,202.72M  46,796.85M
Total liabilities 26,496.68M  34,012.86M 37,682.02M 38,960.50M  42,420.99M
Total equity 3,743.41M 3,688.63M 4,002.36M 4,228.88M 4,360.91M
Operating cash flow  683.45M 869.91M 774.68M 180.22M 891.45M

Table 9A: Selected Mergers, Acquisitions and Consolidation of Philippine Banks from 2004 to Q1 2014.

Date Activity
BDO Bank acquired 66 of the 67 Philippine branches of Singapore's United Overseas Bank
2005 for 600
PHP million.
2005 BDO Bank purchased the Go family's 24.76% stake in Equitable PCI Bank for 10.2 Pbn.
BDO Uni bank merged with Equitable PCI Bank, resulting in combined assets of 613 Pbn
2007 and
combined deposits of 435 Pbn.
2009 BDO Uni bank. Inc. acquired GE Money Bank for 1.3 Phn.
2012 BDO Unibank, Inc. acquired Rural Bank of San Juan, Inc., adding 30 branches to the former
BDO Uni bank, Inc. signed an agreement to acquire 99.99% of Citibank Savings, Inc., Citi's
2013 thrift
banking arm in the Philippines
BDO Uni bank, Inc. expressed interest in acquiring the trust business of Deutsche Bank AG,
2014 Manila

Branch, which adds 70 Pbn.
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Abstract

Organizations depend on different generic strategies to gain competitive advantage (Porter, 1980). Usage of a particular
generic strategy is always associated with a set of rules, practices, and procedures within an organization. Amongst them,
Strategic Management Accounting (SMA) practices play a vital role in supporting and monitoring the performance of
generic strategies pursued by an organization. However, organizations may change the generic strategies they use over time
due to various changes taking place in the environment which include the changes in business environment, technology,
competitors, regulation and global economy (Wickramasinghe & Alawattage, 2007). A change in the strategy is expected
to lead to changes in existing policies and practices to match the new strategy (Langfield — Smith, 2007). Thus, SMA
practices used by the organization should be no exception. Such changes in practices are important for effective
implementation of the new strategy. Otherwise, the new strategy is expected to fail. However, studies, which examine the
changes in generic strategy and associated changes in SMA practices are scarce in the Sri Lankan context. Hence, the
purpose of this paper is to examine whether the change in generic strategy leads to changes in SMA practices used in
Alpha Telecom PLC, which is a leading telecommunication company in Sri Lanka. Also, the study expects to find out
other factors contributing to the changes in SMA practices in this company.

This study adapted qualitative research methodology and used single case study method to conduct an in depth analysis
of SMA practices of Alpha Telecom. The data were collected through semi- structured interviews with senior managers
and a survey questionnaire distributed among middle level executives. Management Accounting (MA) reports and annual
reports of the company were used as secondary sources.

The study found that when generic strategy moved from cost leadership to differentiation, the traditional MA practices
based on costing shifted to SMA practices such as Balanced scorecard (BSC), Competitor analysis, Quality costing etc.
Further it was found that changes in ownership, culture of parent company, and nature of competition also had an impact

towards the usage of new SMA practices within the company.

Key words: Strategic Management Accounting Practices, Generic Strategy, Differentiation, Cost Leadership
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INTRODUCTION

Considering the rise in competition within the corporate world, as an effect of globalization and
development of technology the success or failure of any business depends on developing and
maintaining a Sustainable Competitive Advantage. This crucial factor is now considered the heart
of a company’s performance and survival in the ever-changing market. After several decades of
vigorous expansion and growth many firms lose the sight of this key component, during their
scramble and pursuit for growth, expansion, and even diversification. Today, a company’s
continuous focus on gaining a competitive advantage could hardly be greater than any other
concerns it faces. The firms are using generic strategies (Porter, 1985) to gain competitive
advantage. The main generic strategies are cost leadership, differentiation, and focus. The generic
strategy of the business may be changed due to the changes in business environment, technology,
competitors, regulations and global economy (Wickramasinghe & Alawattage, 2007). Further
there is significant relationship between Management Accounting (MA) and business strategies
(Simmonds, 1981). MA practices are developed from traditional aspects to strategic aspects due
to the changes in external environment and internal environment (Burns & Scapens, 2000). Hence
a new MA discipline is coined by Simmonds (1981). He defined it as “The provision and analysis
of management accounting data about a business and its competitors, for use in developing and
monitoring business strategy” (Simmonds, 1981, p. 26).Roslender and Hart (2003, p. 272) defined
that SMA is about making MA more strategic. But, Langfield — Smith (2008) stated that there is
no agreed definition of SMA in the literature and recognized SMA as accounting information about
competitors, suppliers, and customers. Further, Nixon and Burns (2012) pointed out that
Simmonds (1981) has developed the concept SMA by considering the generic strategies of Porter
(1980). Hence the firms practice SMA techniques than traditional MA to provide more strategic
information for strategy formulation. By considering above findings of prior studies, the study
aims to examine whether the change in generic strategy leads to changes in Strategic Management
Accounting (SMA) practices in a selected telecommunication company in Sri Lankan context. The
eleven SMA practices (under cost perspective, customer perspective, competitor perspective and
performance perspective) used by Cinquini and Tenucci (2010)are applied for the current study to
identify SMA practices.

The findings of the study generate a valuable insight in the SMA literature as little is known in the

discipline of SMA. Further, Nixon and Burns (2012) suggested conducting more studies in this
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discipline as there is a lacuna in SMA literature. The findingsgenerate sound contribution in SMA
research studies in Sri Lankan context as Langfield-Smith (2007) suggested conducting studies on
practice of SMA techniques in specific organizational contexts. Except to above mentioned
contribution to the literature, there is a considerable relevance of the findings towards to practical
usage as managers can learn how to use SMA techniques as a strategic information tool for crafting
strategies and deciding their generic strategy to gain competitive.

The paper is organized as follows: the first section gives a brief review of SMA practices, generic
strategy and prior studies on business strategy and SMA.Then,next sectionexplains the case unit
(Alpha Telecom PLC) and research methodology. Subsequently,research findings and discussion
on the findings will be explained. The final section is dedicated to explain the conclusion of the

study.

LITERATURE REVIEW

Strategic Management Accounting (SMA) Practices

Simmonds (1981) first coined the term Strategic Management Accounting. He defined it as “The
provision and analysis of management accounting data about a business and its competitors, for
use in developing and monitoring business strategy”. Bromwish (1990) defined SMA in financial
perspective as “the provision and analysis of financial information on the firm’s product markets
and competitors’ costs and cost structures and the monitoring of the enterprise’s strategies and
those of'its competitors in these markets over a number of periods”. Bromwich and Bhimani (1994)
stated that SMA requires that accountants embrace new skills extending beyond theirusual areas
and co-operate much more with general management, corporate strategies, marketing andproduct
development. Coad (1996) stated thatSMA is “an emerging field, whose boundaries are loose and
yet, there is no unified view of what it is or how it might develop. Brouther and Roozen (1999)
argued that SMA provides information on environmental analysis, strategic alternative generation,
strategic alternative selection, planning the strategic implementation, implementing the strategic
plan and controlling the strategic management process. According to them,strategic management
information is mostly non-financial and future focused. The Chartered Institute of Management
Accountants in UK (2005) stated SMA as “A form of management accounting in which emphasis
is placed on information which relates to factors external to the firm, as well as non-financial

information and internally generated information”. Roslender and Hart (2002) stated that SMA’s
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defining characteristic is the MA interface with marketing management rather than strategy.But,
in the accounting literature, there is no agreed definition of SMA (Langfield-Smith,2008).
This study has used the same SMA techniques, which are used by Cinquini and Tenucci (2010).

Category of SMA Technique | SMA Techniques

Costing Activity Based Costing (ABC)

Life cycle costing

Quiality costing

Target costing

Value chain costing

Customer Customer Analysis (CA)

Competitor Competitive position monitoring

Competitor Cost Assessment

Competitor Performance Appraisal based on

Public Financial

Statements

Performance Benchmarking

Balanced Scorecard (BSC)

Source: Cinquini, L. and Tenucci, A. (2010),"Strategic management accounting and business strategy: a loose
coupling?"

Table 1: SMA techniques from theliterature

Generic Strategy

According to Porter (1985), Competitive Advantage is the attribute that allows an organization to
outperform its competitors.This concept aims to build a strong relationship between strategy
formulation and implementation. Further, it supports to establish a profitable and sustainable
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position against the forces that determine industry competition.Porter (1985) defined two ways in
which an organization can achieve competitive advantage over its rivals: cost advantage and
differentiation advantage. The two basic types of competitive advantage combined with the scope
of activities and form four strategies called “Generic Strategies”. They are Cost Leadership,
Differentiation, Cost Focus and Differentiation focus. The cost leadership and differentiation
strategies seek competitive advantage in a broad range of industry segments while focus strategies
aim at cost advantage (cost focus) or differentiation (differentiation focus) in a narrow segment.
This study is focusing only on cost leadership and differentiation. Cost leadership is a business'
ability to produce a product or service that will be at a lower cost than other competitors. A
differential advantage is the ability to differentiate its products or services from competitors
(Porter, 1985).

Competitive Advantage

Lower Cost Differentiation
Broad 1. Cost Leadership 2 Differentiation
Target
Competitive
Scope
Narrow
Target 3. A. Cost Focus 3.B.Differenciation
Focus

Source; Porter, M. (1985), “Competitive Advantage”

Figure 1: Generic Strategies for Competitive Advantage by Michael E. Porter (1985)
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Business Strategy and SMA

Simmonds (1981) stated that Management accountants could assess the strategic impact of internal
information and collect information about the position of competitors. Shank (1989) stressed the
need for MA to support a firm’s competitive strategies and illustrated how these different MA
techniques support to different competitive strategies such as cost leadership and product
differentiation.Using Porter’s taxonomy, Shank (1989) and Shank and Govindarajan (1989)
analyzed the relative importance of several MA methods depending on whether the firm was
pursuing cost leadership or differentiation. They conveyed that companies choosing cost
leadership would put the most emphasis on the traditional cost accounting applications. Simons
(1990) investigated the role of management control systems (MCS) in creating competitive
advantage and he has used strategic models of Miles & Snow (Defender, Prospector, Analyzer,
Reactor), Mintzberg (Entrepreneurial, Adaptive, Planning mode), Porter (Cost leadership,
Differentiation, Focus). The analysis showed that interactive management control processes can
be used to manage emergent strategy, rather than focusing on what the organization already
understands and does well, these systems direct organizational attention to emerging threats and
opportunities. Rickwood et al. (1990) carried a case study to investigate SMA to gain competitive
advantage and they pointed out that it is desirable to release MA from the factory floor to allow it
to also aid directly new market challenges. Lord (1996) identified a specific characteristic of SMA.
He stated that firm can gain competitive advantage by using SMA techniques which are analyzing
a way to decrease costs and enhance the differentiation of a firm’s product, through exploiting
linkages in the value chain and optimizing cost drivers. Chenhall and Smith (1998) examined the
relationship between strategic priorities, management techniques, and MA. Their results showed
that high performing product differentiators are associated with MA techniques of qualitysystems,
integrated systems, team-based human resource structures and MA practices incorporating
employee-basedmeasures, benchmarking, strategic planning techniques and activity-based
techniques. On the other hand, highperforming low-cost strategy firms are associated with MA
techniques of improving existingprocesses, integrating systems, innovating manufacturing
systems and activity-based MA techniques. Guilding et al. (2000) carried out an international
comparison of SMA practices to identify the usage of SMA in New Zealand (NZ), United
Kingdom(UK), and the United States of America (USA).They used 12 SMA techniques. These

are attribute costing; brand value budgeting and monitoring, competitor cost assessment,
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competitive position monitoring, competitor appraisal based on published financial statements, life
cycle costing, quality costing, strategic costing, strategic pricing, target costing and value chain
costing. Competitor accounting and strategic pricing appear to be the most popular SMA practices
in three countries. Target costing is highly used in NZ and U.S. Further, Companies in NZ and UK
make greater use of value chain costing, competitive position monitoring, and competitor
performance appraisal based on published financial statements while the U.S. uses them to a
relatively low degree. N.Z. companies showed a great tendency for SMA. Finally, they found that
there is negligible use of the term ‘SMA” in organizations.Cravens and Guilding (2001) pointed
out that there are significant relationships between SMA usage and competitive strategy by
considering research and development and market coverage aspects. Roslender and Hart (2002)
stated SMA as the interface between marketing and MA to pursue competitive advantage through
market positioning strategies. Wickramasinghe and Alawattage (2007) stated that MA is
influenced by environment factors such as technology, competition, global effects, economic
uncertainty, socialand cultural influences and political influences. Further they have mentioned
SMA can be used to gain sustainable competitive advantage via strategic market position. Cadez
and Guilding(2008) carried out an investigation of an integrated contingency model of SMA.16
SMA techniques have been identified for analysis in this study based on sub categories (costing,
planning, control and performance measurement, decision-making, competitor accounting and
customer accounting). They found that accountants’ participation in strategic decision making is
positively associated with prospector strategy. Cinquini and Tenucci (2010) carried out a study
toidentify whether business strategy influences SMA usage. They stated that competitor analysis,
competitive position monitoring, competitor performanceappraisal based on published financial
statement and quality costing are widely used in Italian companies. Further, they have stressed that
differentiatorsare more interested in SMA techniques to address customer, competitor, and
performance information. Cost leaders are interested in SMA techniques based on cost
information.Lachmann et al. (2013) conducted a study to examine the dissemination of SMA
techniques in hospitals under competitive market environments. They stated that firm’s structure
and ownership is affecting the usage of SMA techniques as publicly owned hospitals are more
interested in cost and risk based SMA techniques. Abdullah and Said (2015) have stated that SMA
techniques provide information about competitive strategy, firm development, market changes,

and corporate strategic program, strategic implementation and strategic control.

177



15" International Conference on Business Management (ICBM 2018)

CASE STUDY COMPANY

Evolution of the company

Alpha Telecom PLC (hereafter referred as Alpha) is a key player in telecommunication industry
in Sri Lanka.The ownership of Alpha is started as a government ownership organization and
presently owned by a Netherlandscompany. Alpha is more strategic oriented as there is avigorous
competition in the telecommunication industry.Alpha was started as a government organization in
1980’s and it was operated with lots of red tapes. Considering the emerging competition in the
industry, the government decided to privatize the firm. Then, Alpha wasacquired by a Japanese
company for five years.In 2003, Alpha became a public limited company.In 2008, the ownership
of Japanese company sold to a Netherlands company. Currently, The Chairman of the company is
appointed by Government and the Chief Executive Officer (CEO) is appointed by the Netherlands
ownership. Alpha is operating as a group of companies, which includes ten subsidiaries in
telecommunication infrastructure, mobile communication, broadband, human resource
management, etc. Currently Alpha provides services in voice, data, broadband, wholesale,

enterprise, cloud, international and TV.

In 1993, a French consultation company developed a strategic planfor Alpha. But it did not succeed
due to the political influences. Then, in 1997, Japanese management developed a strategic plan
with a new vision and a mission, which were more cost and technical oriented. There was a highly
hierarchicalorganization structure until privatization. The structure was highly static.After the
privatization, the Japanese management introduced an expanded structure. Further, the Japanese
management identified the need of customer care. They opened flag ships for customer care and
organized many training programmes islandwide on customer care.After that the
Netherlandsmanagement has changed existing vision and mission which is alignedwith customer
and competition aspects.The Netherlands management has also implemented some changes in the
structure based on their transformation program by adding new positions to suit market orientation
and customer focus. Further, they have established a committee called “Customer Complaint

Committee” to solve customer complaints.

Before privatization there were few accountants and financial activities. The accounting process
was carried out manually. After Japanese Management took over the management, they introduced

a computer based accounting system in 2000 which generated financial statements. After Alpha
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became a public quoted company, it was mandatory for them to provide quarter and annual reports
to Colombo Stock Exchange. Further, Japanese management introduced new MCSsuchas 5S,

Kaizen, and cross functional teams into the system.
RESEARH DESIGN

This study adapted qualitative research methodology and used single case study method (Yin,
2003) to conduct in depth analysis of SMA practices of Alpha. As Denzin and Lincoln (2000)
mentioned the qualitative studies are conducted to find the answer for how social experience is
created and given meaning.Yin (2009) further elaborated that case study method addresses the
"how" or "why" questions in any context. Hence,Alpha was selected as the case unit because it has
been managed by different companies with different strategic intentions and the main objective of
the study is to conduct an in depth analysis of SMA practices of Alpha.

During the data gathering process, primary and secondary data were collected through several
sources. Primary data mainly collected from interviews with top and middle level managers.
Interviews were carried out with Deputy chiefcorporate officer, Deputy generalmanagers in
Marketing, Customer services, Procurement divisions, Head of finance, Quality engineers, Project
engineers and Senior executives. There were nine interviews carried out with covering related
departments with SMA practices.All the interviews were semi-structured interviews and based on
a pre-set interview protocol. The interview protocol was updated as the interviews progressed from
one person to the other person. Interviews were limited to a maximum of one-and-half hours and
certain executives could be followed up for more details.In addition to face to face interviews,data
were gathered through several follow-up telephone interviews. All the interviews were voice
recorded with the permission of the respectiveinterviewees. These voice records were
subsequently transcribed.Further a survey questionnaire was distributed among fifty middle level
executives to verify the findings of interviews. As secondary sources the company web site, MA
reports, annual reports of the company, published articles of Alpha were studied in detail.

The analysis of data was carried out based on thematic analysis of Braun and Clarke
(2013).Accordingly, the conducted interviews were transcribed into the notes. Then the transcribed
notes of interviews and documents were analyzed to identify the answers for the research
questions. The researchersused both interviews and questionnaire survey method to enhance

validity and reliability through methodological triangulation.
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FINDINGS AND DISCUSSION
Evolution of MA practice in Alpha
The origin of accounting practice of Alpha was a legacy of colonial relationships. They followed
financial accounting practices in the early stages in keeping with the state regulations and the
accounting environment was highly bureaucratic. The management did not pay attention to
customer satisfaction, quality of service, and market conditions. A senior manager stated the
reason for the above narrow practice of accounting,
“The strategic direction and focus were different. Because there was nocompetition. We
enjoyed a monopoly situation”
When Alpha Telecom was acquired by a Japanese company, the accounting practices were
expanded to MA.A senior manager stated:
“Gradually Japanese management developed the infrastructure of the company and
changed the attitudes of employees. They eliminated the red tapes. Theywere interested
much onMA and control systems”
A comment of a senior executive in accounting division implied that MA practice was started in
Japanese management period.
“Around 2000, we developed MA practice in relation to Japanese management. During

this period, MA practice was in initial stage. Now it is advanced and its quality is high”

The interest for MA was increased after Netherlands management took the control as they see more
on marketing perspective. A senior manager supported:
“Netherlands management is interesting in management accounting a lot. They demand
reports like cost analysis, revenue analysis, segment analysis and monthly performance

reviews etc.”

The Netherlands management has changed the organizational structure. Preparation of MA is
assigned to new department called “Finance Planning” and Budgeting is under Assets Management
division. Further some MA related reports are produced by other departments such as Marketing,
Quality Assurance, and Project etc.

The hierarchy of finance division under Netherlands management familiars as below,
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Chief Financial Officer

— Revenue

; Asset Management & Budget

| Accounts

Revenue Assurance

| Treasury

Financial Planning &

Investor Relations

According to the survey conducted, there has been a high pace of development of MA during the

period of Netherlands management as questionnaire respondents also supported the finding with

72%.

SMApractices in Alpha

Authors identified the extent of SMA techniques in Alpha by referring the same identification used

by Cinquini and Tenucci (2010).

Around 2008, Activity Based Costing (ABC) has been introduced to the firm. They tried to use it

for new product cost calculation. But it did not succeed.A senior corporate officer commented that:
“The management tried to introduce ABC. But they were unable to implement it properly”

Hence ABC method is still in initial stage. But they want to enhance the usage of it. They
used ABC to identify cost for new products and in the planning stage of products.Life cycle costing
is not being used by finance department. But marketing department uses it for identification of
costs of new product in different stages. Corporate department alsouses this technique to decide
strategies on products based on life cycle. Hence life cycle costing is being used by Alpha but it is
not widely adapted.The quality costing practice is under quality assurance department. The quality
costing is based on continuous improvement, which was introduced by the Japanese management.
This technique was heavily used in the time of Japanese management than Netherlands

management. Alpha pays considerable attention on quality costing as they are awarded with
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quality management awards such as ISO certificate.But they didn’t disclose the process of
preparing the quality costing. In Alpha, theyuse similar cost allocation methods to target costing
in project division to a certain extent. But they are not familiar with target costing.Alpha is not
practicing value chain costing. But their pricing strategies are based on value adding concept.

Multinational corporations, Small medium entrepreneurs, and domestic users are the main
customers of Alpha. Marketing division identified revenue generation and cost incurred for each
customer. Even quality department mentioned that they are identifying the customer satisfaction
and recording it. A corporate officer stated that corporate division prepares and uses customer
analysis based on situations. It conveyed that Alpha is preparing customer analysis in three
departments separately based on their special requirements. Marketing department of Alpha is
preparing competitor position monitoring report monthly. This is directly sent to the CEO and
called it as “market situation report”. Further they prepare a weekly report on market position
which is called “Market Intelligent report”. Competitor performance report based on financial
reports is prepared by financial department. This report is prepared to compare revenue and cost

items with competitor. A senior manager in marketing division stated that:

“Our finance division is doing a comparison of finance statements of our main competitor
with us. But monthly statement is compulsory. In our monthly report, there is a section
called “market situation report” under it there are two sections as customer analysis and
competitor analysis”
Balanced scorecard (BSC) is introduced to Alpha by Netherlands management. Hence it is at initial
stage. The senior management tries to apply BSC in every department. Currently it is used by
Corporate, Finance Human Resource, and Marketing Departments.

SMA Perspective SMA Technique Participants Respond
Practicing Not practicing

Cost Activity Based Costing 58% 42%

Life cycle costing 34% 66%

Quiality Costing 50% 50%
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Target costing 46% 54%

Value chain costing 20% 80%
Customer Customer Analysis (CA) 66% 34%
Competitor Competitiveposition 89% 11%

monitoring

Competitor Cost 24% 76%

Assessment

Competitor Performance 94% 06%

Appraisal based on Public

Financial
Statements

Performance Benchmarking 17% 83%
Balanced Scorecard 65% 35%

Source: Survey data

Table 02: Findings of questionnaire survey among executive staff

According to the questionnaire survey among executive staff, It also proved that Alpha highly
practices customer analysis, competitor position monitoring, competitor performance appraisal
based on public financial statements and BSC. Further they practice ABC and quality costing to a
certain extent. Survey findings are also confirmed the interview findings that life cycle costing,
target costing, value chain costing, competitor cost assessment and benchmarking are not familiar
with Alpha.
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The Relationship between Competitive Advantage and SMA Practices
Under Government Ownership (before 1997):

During the period under government control the main objective of Alpha wassocial welfare.Alpha
was the only telecommunication provider and they hadthe monopolistic power. Hence Alpha was
not aware of competitive advantage. Few investors came to the market in early 90’s. But Alpha
was ableto maintain their monopoly due to the ownership structure. They kept accounts to identify
revenue of government. Further, Alpha was not concerned about competitive advantage. Hence
the management was not interested in MA techniques and MCS at that time.

Under Japanese Management (1998-2007):

After the privatization, the objective was changed.The profit maximization came in to the stage.
The effectiveness and efficiency became important. The Japanese management was futuristic and
strategically focused. From time to time new telecommunication firms enteredthe
telecommunication industry and created competition. The customers were becoming powerful as
they got alternative companies other than Alpha. So,Alphaidentified “customer satisfaction” as an
important concept. They positioned their service in the competitive market as a “reliable service”
because of remaining government ownership with reasonable price. They used both low cost
strategy and differentiation strategy in different services to gain competitive advantage.
International direct dialing (IDD) was based on low price strategy. The wireless phone service was
based on differentiation through technology and reliability of the service. When demand for fixed
phone service went down due to mobile service, Alpha went for low price strategy for fixed phone
offering different payment plans and services. They differentiated their services from “quality and
advanced technology”. The Japanese management was interested in MA in higher degree level
and they established new division for MA under CFO. They used MA techniques to achieve their
objectives of cost reductions, quality improvement, and customer satisfaction. Most of MA
techniques used during that time were based on cost. But theywere concerned about customers and
competitors. It is evident that during this period Alpha wasusing mainly MA practices introduced

by Japanese management.
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Under Netherlands Management (2008-Present):

In 2008, Alpha introduced a new service package in mobile service through its subsidiary.The new
package targeted government employees with low price plan. In 2010 the situation was changed
as TRC implemented regulations on price strategies. Hence low-price strategy became unusable.
In 2009, there was a transformation program in Alpha and they changed their vision and mission
based on new strategic focus. The strategic focus was “customer centric and market oriented”. The
generic strategies for gaining competitive advantage also depend on their strategic focus. Alpha
has4 main products. There are Wire line fixed service, IDD, wireless fixed line phone, mobile
service, and broad brand. Alpha uses lower price for IDD as their technology is highly advanced
and enjoys economical scale. Alpha offered “bunch of services” through combination of wire line
with broad band service and has differentiated their service from others. A senior executive

commented that:

“The way of presenting our broadband facility is now unique. We provide our fixed line

connection with broadband service. It is a bundle of different requirements of public. Our

strategy is differentiation.”
Alphahas been moving towards from conventional MA to SMA practices. They have been
measuring quality of services through MA practices. The customer satisfaction is also measured
fromthe time of Japanese management. These practices are being improved. Around 2008, Alpha
has started to practice competitor performance analysis using annual reports, when main
competitor entered into the Colombo stock exchange.Alphauses competitor position analysis,
Competitor performance analysis in significant stage, the life cycle accounting is also practiced to
a littleextent in marketing and project divisions. Alpha is trying to implement ABC and
BSCbecause of strategic focus changed. As the competition is increased, the environment of
telecommunication industry becomes more dynamic. Alphahas changed their strategic focus to
survive in this dynamic environment. Based on that, they are interested in SMA practices. A senior

executive said that:

“In 2000 it was not so much important, becauseat that time as we were the market leader.
But now there is a huge competition. We have to consider cost, quality. We can’t just go

for low cost end or high quality. We have to craft strategies by scanning the dynamic
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environment. So, we need more information. That is why there is a big demand for MA

and control systems”

In summary, the findings of the study convey that traditional MA techniques are expanded to SMA
due to change of generic strategy from cost leadership to differentiation as dynamic business
environment is changed. The business environment has converted to more challengeable due to
vigorous competition, high bargaining customers, and government regulations comparing to the
early days of Alpha. These changes force them to move from cost leadership to differentiation.
The need for external oriented information is gradually increased with strategic change. Therefore
traditional MA practices have been shifted to SMA based not only cost perspective but also

customer, competitor, and performance perspective.

The study examined the usage of SMA techniques with the changes of generic strategy in a
telecommunication company in Sri Lanka. The findings elaborated that the ownership of the
company was compelled for the usage and development of MA techniques. First it was owned by
government and they did not practice MA. Then it was acquired by Japanese management and for
the first time they introduced the MA function to the organization. Subsequently, when
Netherlands management took over the management, they further developed MA techniques
towards SMA. The study showed that Japanese and Netherlands managements are moreconcerned
about the SMA techniques than government ownership. Similar findingshave been made by
Lachmann et al. (2013) regarding the usage of SMA techniques in hospitals under competitive
market environments.This study further elaborated that the nature and characteristics of
managementaffectfor the usage of MA and SMA techniques. Because the Japanese management
more used traditional MA techniques and SMA techniquesbased on cost and customer such as
quality costing and customer analysis. The Netherlands management took initiative steps to
introduce SMA techniques not only in cost perspective but also competitor perspective and
performance perspective. The findings explain that Alpha widely uses quality costing, customer
analysis, competitor position monitoring and competitor performance analysis on financial
statements. The use of ABC and life cycle costing are at initial stage. But they are not familiar
with target costing, value chain costing, and competitor cost analysis. Guilding et al. (2000) also
mentioned competitor costing is the most popular practice in NZ, UK and USA. It is revealed that

Alpha was not entitled with any generic strategy in early stages due to monopolistic power they
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enjoyed. When competition was gradually increasing, they first moved to cost leadership strategy
and then shifted to differentiation strategy due to the vigorous competition and government
controlling regulations. Wickramasinghe and Alawattage (2007) also mentioned that generic
strategy is changing to align with changes inbusiness environment, technology, competitors,
regulations and global economy.The study suggested that there is a significant relationship
between generic strategy and usage of SMA techniques (Shank, 1989; Shank & Govindarajan,
1989; Lord, 1996; Cravens & Guiding, 2001; Roslender & Hart, 2002; Abdullah & Said, 2015).
Alpha practices traditional MA techniques on costing and SMA techniques in cost and customer
perspective in the time period of following cost leadership. Further, they have started to use SMA
techniques in competitor perspective and performance perspective while they are practicing SMA
techniques in cost perspective and customer perspective in the time period of differentiation
strategy. Hence the study pointed out that when generic strategy is moved from cost leadership to
differentiation, the adaptation rate of SMA practices also increases. (Chenhall & Smith, 1998;
Cinquini & Tenucci, 2010).

Time Before 1997 1997 - 2007 2008 to present

Ownership Fully Government Government  65% | Government 52%

Japanese Com. 35% | Netherlands Com.
45%

Public 03 %

Management Government Japanese Netherlands

Competitive NO high cost leadership | high differentiation

Advantage & moderate & low cost
differentiation leadership

SMA practices NO Traditional MA ABC (Initial stage)
Quality costing Life cycle costing

) (Initial Stage)
Customer Analysis
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Quality Costing
(High usage)

Customer  Analysis
(High Usage)

Competitor position
monitoring (High

usage)

Competitor
performance analysis
on financial
statements (high

usage)

BSC (Initial Stage)

Source: Interviews and survey data
Table 03: Generic Strategy and SMA practices in Alpha
CONCLUSION

The study was carried out to explore whether the change in generic strategy leads to changes in
SMA practices. The findings revealed that there is a significant relationship between cost leadership
strategy and SMA techniques from cost perspective. Further it elaborated that SMA techniques in
competitor and customer perspective are more practiced with differentiation strategy. The findings
of the study contribute to development of literature in SMA as there is a lacuna in SMA literature
(Nixon & Burns, 2012). Further it generates valuable insight in SMA research studies in Sri Lankan
context as Langfield-Smith (2007) suggested to conduct studies on practice of SMA techniques in
specific organizational contexts. In practice, organizations can use SMA techniques to align with
their generic strategy to gain competitive advantage. Further, the finding of the study will support
to the managers to use SMA techniques as a strategic management tool in the process of crafting

strategies. The main limitation of current study is that the findings cannot be generalized as it is a
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case study. The study creates opportunities for future studies to conduct a similar study in different

industries and the same study by devising the quantitative methodology.
REFERENCES

Abdullah, N. and Said, J. (2015). “Enhancing the Governance of Government Linked Companies via Strategic

Management Accounting Practices and Value Creation”, Procedia Economics and Finance, Vol 28, pp.222 — 229.
Alpha PLC Web.(2018). Alpha PLC Website. Retrieved 05, May, 2018,from https://www.Alpha.lk/dlg/about.

Bromwich, M. (1990), “The case for strategic management accounting: the role of accounting information for

strategy in competitive markets”, Accounting, Organizations and Society, Vol. 15 Nos 1/2, pp. 27-46.

Bromwich, M. and Bhimani, A. (1994), Management Accounting Pathways to Progress, Chartered Institute of

Management Accountants, London.

Brouthers, K.D. and Roozen, F.A. (1999), “Is it time to start thinking about strategic accounting?”, Long Range
Planning, Vol. 32, pp. 311-22.

Braun, V. & Clarke, V. (2013). Successful qualitative research: A practical guide for beginners. London: SAGE
Publications.

Burns, J. and Scapens, R. W. (2000), “Conceptualizing management accounting change: an institutional

framework”. Management accounting Research, Vol. 11, pp.3-25.

Cadez, S. and Guilding, C. (2008), “An exploratory investigation of an integrated contingency model of strategic

management accounting”, Accounting, Organizations and Society, Vol. 33 Nos 7/8, pp. 836-63.
Chenhall, R.H. and Langfield-Smith, K. (1998), “The relationship between strategic priorities management
techniques and management accounting: an empirical investigation using a system approach”, Accounting,

Organizations and Society, Vol. 23 No. 3, pp. 243-64.

Cinquini, L. and Tenucci, A. (2010),"Strategic management accounting and business strategy: a loose
coupling?",Accounting & Organizational Change, Vol. 6 Iss 2 pp. 228 — 259.

Cravens, K.S. and Guilding, C. (2001), “An empirical study of the application of strategic management accounting
techniques”, Advances in Management Accounting, Vol. 10, pp. 95-124.

CIMA (2005) Official Terminology, London: CIMA publishing

189



15" International Conference on Business Management (ICBM 2018)

Coad, A. (1996), “Smart work and hard work: explicating a learning orientation in strategic management

accounting”, Management Accounting Research, Vol. 7 No. 4, pp. 387-408.

Cravens, K.S. and Guilding, C. (2001), “An empirical study of the application of strategic management accounting
techniques”, Advances in Management Accounting, Vol.10, pp. 95-124.

Denzin, N. K.. and Lincoln, Y. S. (2000). The Sage Handbook Of Qualitative Research (2nd ed.). Thousand Oaks,
USA: SAGE Publications.

Guilding, C., Cravens, K.S. and Tayles, M. (2000), “An international comparison of strategic management

accounting practices”, Management Accounting Research, Vol. 11 No. 1, pp. 113-35.

Lachmann, M., Knauer, T., and Trapp, R. (2013),"Strategic management accounting practices in hospitals",
Accounting & Organizational Change, Vol. 9 Iss 3 pp. 336 — 369.

Langfield-Smith, K. (2008), “Strategic management accounting: how far have we come in 25 years?”, Accounting,
Auditing & Accountability Journal, Vol. 21 No. 2, pp. 204-28.

Lord, B. (1996), “Strategic management accounting: the emperor’s new clothes?”,Management Accounting
Research, Vol. 7 No. 3, pp. 347-66.

McKinnon, J. (1988). Reliability and validity in field research: Some strategies and tactics. Accounting, Auditing

and Accountability Journal, Vol.1 No 1, pp.34-54.

Nixon, B. and Burns, J. (2012). “Editorial Strategic management accounting”. Management Accounting Research,
Vol.23,pp.225- 228.

Porter, M. (1980), “Competitive Strategy”’, The Free Press, New York. NY
Porter, M. (1985), “Competitive Advantage”, The Free Press, New York, NY.

Rick wood, C. P., Coatest, J. B., and Staceyt, R. J. (1990), “Stapylton: strategic management accounting to gain

competitive advantage”, Management Accounting Research, Vol. 1, pp. 37-49.

Roslender, R. and Hart, S.J. (2002), “Integrating management accounting and marketing in the pursuit of
competitive advantage: the case for strategic management accounting”, Critical Perspectives on Accounting, Vol.
13, pp. 255-77.

Shank, J.K. (1989), “Strategic cost management: new wine, or just new bottles?”.Journal of Management

Accounting Research, Vol. 1, pp. 47-65.

190



15" International Conference on Business Management (ICBM 2018)

Shank, J.K. and Govindarajan, V. (1989), Strategic Cost Analysis — The Evolution from Managerial to Strategic

Accounting, Irwin, Homewood, IL.

Simons, R. (1990), “The role of management control systems in creating competitive advantage: new perspectives”,

Accounting, Organizations and Society, Vol. 15 Nos 1/2, pp. 127-43.

Simmonds, K. (1981), “Strategic management accounting”, Management Accounting, April, pp. 26-9.

Telecommunications Regulatory Commission of Sri Lanka. (2017). Telecommunications Regulatory Commission of
Sri Lanka Website. Retrieved 05, May, 2018 from http://www.trc.gov.lk/2014-05-13-03-56-46/statistics.html.

Wickramasinghe, D. and Alawattage. C. (2007), Management Accounting Change Approaches and perspectives,
Routledge, New York.

Yin, R. K. (2009). Case Study research: Design and methods (4thed.). Thousand Oaks, USA: SAGE Publications.

191



15" International Conference on Business Management (ICBM 2018)

Impact of Corporate Governance on Performance of Listed Land and Property

companies in Sri Lanka

Thavarasasingam, H.,

University of Jaffna, Sri Lanka

Hemaluxjini3@ontlook.com
Ravindran, M.,

University of Jaffna, Sri Lanka.

mithuravi95@gmail.com
Anandasayanan, S
Department of Financial Management, University of Jaffna, Sri Lanka

sayananakshi@yaboo.com

Abstract

The Corporate governance practices has become a more crucial issue in recent years, because of its greater significance of
practicing accuracy, maintaining accountability, establishing effective internal control and regulating organizations for
achieving organizational goals. The purpose of the study is to find out the impact of corporate governance on performance
of listed Land and Property companies in Colombo Stock Exchange. Chosen independent variables are auditors, board
size, board composition and independent directors of Remuneration Committee. Firm size was considered as a control
variable in this study. The dependent variable was identified as Firm performance which was measured using Return On

Asset (ROA).

The Population incorporated in this study was Land and Property sector in the Colombo Stock Exchange. From which
17 firms were used as the sample out of 19 listed firms. The data were gathered from firms’ annual financial reports and

Data Stream over the period of 2011 to 2016, from the CSE website.

Descriptive statistics, correlation analysis, multiple linear regression analysis were used to analyse the data and examine the

hypotheses by using the E-views 8 version, in this study.

The findings revealed that there is a positive and significant relationship between ROA with auditors, board composition.
Independent directors of Remuneration Committee and board size are insignificantly correlated with ROA. Furthermore,
it was found that the control variable (firm size) was insignificant in influencing firm performance (ROA). The R? 0.236
for the model implies that 23.6 % of the changes in dependent variable are described by both independent and control
variables. It is observed that the model is good fit because the prob (F -statistic) is less than 0.05.This study provides useful
information for policy makers, regulators in improving the corporate governance policies in the future and also helps in
increasing and understanding the relationship between corporate governance and firm’s performance.

Key words: Corporate Governance, Board Size, Firm Performance, Return on Assets, Listed Land and Property

Companies.
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INTRODUCTION

“Corporate governance” first came into vogue in the 1970s in the United States. Within 25 years
corporate governance had become the subject of debate worldwide by academics, regulators,
executives and investors (Cheffins, 2012). Corporate governance is the means by which a company
is operated and controlled. The aim of corporate governance initiatives is to ensure that companies
are run well in the interest of their shareholders and the wider community (ACCA, 2016).
Corporate governance generally refers to the set of mechanisms that influence the decisions made
by managers when there is a separation of ownership and control. The governance mechanisms of
modern corporations are of interest to investors, business practitioners, regulators, and scholars.
These mechanisms can be broadly classified as internal and external. Internal governance
mechanisms in developed market economies focus on the role and functions of ownership
structure, boards of directors, Chief Executive officer (CEO) duality, individualand institutional
shareholders, activist stock ownership and directors and executive compensation. External
governance mechanisms concern the effectiveness of the managerial labour market, the market for

corporate control, and government regulations. (Wu et al,2002;Sahaet al, 2018; David, 2005 ;).

The issue of corporate governance has become essential in the present situation because of
increasing fraudulent activities, agency conflicts and insider trading which weaken the corporate
performance (Enobakhare, 2010). Good corporate governance practices are important in reducing
risk for investors; attracting investment capital and improving the performance of companies
(Velnampy&Pratheepkanth, 2012). Brownand Caylor(2004) found that better-governed firms are
relatively more profitable, more valuable, and pay out more cash to their shareholders. Organized
corporate governance helps to economic stability by upgrading the performance of organizations
and expanding their right to gain entrance to outside capital Shahzad et al (2015).Shleifer and
Vishnvy (1997) defined corporate governance as a way in which suppliers of finance to
corporations assure themselves of getting a return on their investment. Irrespective of the particular
definition, the importance of corporate governance arises in a firm because of the separation
between those who control and these who own the residual claims (Epps and Cereola, 2008).

Brown andCaylor(2004) point out that, regulators and governance advocates argue on the stock

price collapse of such former corporate stalwarts as Adelphia, Enron, Parmalat, Tyco, and
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WorldCom was due in large part to poor governance. If their contentions are valid, a market
premium should exist for relatively well-governed firms.
The study attempts to ascertain and establish whether there are significant impacts of corporate

governance on firm performanceof Listed Land and Property companies in Sri Lanka.
PROBLEM STATEMENT

The impact of corporate governance on firm performance has been a subject of greatempirical
investigations in finance. Most empirical research has focused on the impact of corporate
governance on performance. Furthermore, finance decisions are associated with the agency
costs and corporate governance mechanisms. In the present study, the corporate governance
and corporate profitability of the land and property companies in Colombo stock exchange (CSE)
has been investigated. Several research were undertaken to ascertain how corporate governance
has an impact on dividend decision, Capital structure and performance. Several researches have
expressed their findings as to how corporate governance had an impact on corporate
performance, corporate profitability and firm’s value. However such research are rarely carried
out in Sri Lanka. No such study has been conducted to investigate the relationship between
corporate governance and corporate profitability. Therefore the research problem could be
stated as follows. “To what extent the corporate governance have significant impact on firm

performance”.

OBJECTIVE

The objective of this study is to find out the impact of corporate governance on performance of

Listed Land and Property Companies in Colombo Stock Exchange.
SIGNIFICANCE OF THE STUDY

This study is important for the investors to obtain knowledge about mechanism of the corporate
governance adopted by their portfolio companies. Furthermore, it provides the opportunities for
academics and researchers to study the evidence of whether or not the corporate governance affects
the performance of Listed Land and Property Companies in Sri Lanka.
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DATA COLLECTION AND SAMPLING

There are 19 companies that are listed on Land and Property sector on Colombo Stock Exchange.
This was incorporated as the Population for this study. Among them 17 firms were used as the
sample. The research is based on secondary data which gathered from firms’ annual financial
reports and data stream over the period 2011to 2016, from the Colombo Stock Exchange(CSE)

website .The analysis is based on panel data, by using software package of E-views.

LITERATURE REVIEW

Theoretical evidence on CorporateGovernance.

Agency Theory

Agency theory was developed by Jenson and it has its ground in economic theory. Agency occurs
when one party, the principal, employs another party, the agent, to perform a task on their
behalf. The agents are expected to act and make decisions in the interest of the shareholders rather
than in their own selfish personal interests.

Jensen&Meckling (1976) define an agency relationship as a contract under which one or more
persons (the principal(s)) engage another person (the agent) to perform some service on their behalf
which involves delegating some decision making authority to the agent. If both parties to the
relationship are utility maximizers there is good reason to believe that the agent will not always
act in the best interests of the principal. Theprincipalcan limit divergences from his interest by
establishing appropriate incentives for the agent and by incurring monitoring costs designed to
limit the aberrant activities, of the agent.

According to Vijayakumaran, 2015, Agency theory suggests that the separation of ownership and
control in corporations and information asymmetries lead to conflicts of interest between managers
and outside shareholders as well as those between controlling and minority shareholders. The
agency theory suggests that debt financing is one of the mechanisms to mitigate agency problems

and thus to improve firm performance.
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Empirical evidence on Corporate Governance.

The concept of corporate governance has been viewed by number of authors and scholars. For
instance,David et al (2012) investigated the influence of corporate governance on financial firms'
performance during the 2007-2008 financial crisis. In his study, they were using a unique dataset
of 296 financial firms from 30 countries that were at the center of the crisis, they found that firms
with more independent boards and higher institutional ownership experienced worse stock returns

during the crisis period by using regression model.

Sahaet al (2018) carried out study to explore the relationship between corporate governance and
firm performance with considering the role of board and audit committee using secondary data for
the period of 5 years ranging from 2013 to 2017. 81 listed companies in Dhaka Stock
Exchange(DSE)were used as sample and the multiple liner regression analysis was used as
underlying statistical test. The results of the study signify that board independence ratio and audit
committee is statistically significant and has positive impact on Return on Asset (ROA) and
Tobin’s Q (TQ). But it is not statisticallysignificant in the case of firm performance indicator
Return on Equity (ROE) in this study. In addition to this, board size is not statistically significant
and has negative correlation with firm performance due togroup dynamics, communication gaps

and indecisiveness of larger groups.

According to Velnampy and Pratheepkanth(2013), there is an impact of corporate governance on
ROE and ROA. For their study, they used board structure and corporate report to measure the
corporate governance whereas returns on assets, return on equity and net profit were used to
measure the firm’s performance.The data of ten manufacturing companies in Sri Lanka
representing the period of 2006 to 2010 were used for the study. The multiple regression analysis
was applied to test the impact of corporate governance on firm performance. Further their study
found a positive relationship between the variables of corporate governance and firm’s

performance.

In one study, Tomar&Bino(2012)expressed the relation between corporate governance and bank
performance by using a sample of 14 banks listed on Amman Stock Exchange market over the
period 1997 to 2006, and their findings revealed that ownership structure and board composition

have a strong impact on the bank performance and board size has no effect on bank’s performance.
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Wu et al (2002) disclose that ownership concentration and percentage of employees’
shareholding have positive impacts on firm performance but the percentage of major officers’
shareholding does not. The ratio of insider directors is not related to firm performance either.
CEO duality has an impact on chairmen’s salaries. However, managerial compensation is, in

general, not related to firm performance.

Ibrahim et al (2010) stress that the impact of corporate governance on firm performance. The ROA
and ROE are selected as firm’s performance variables for this study. The data of corporate
governance and the profitability variables were collected from two manufacturing sectors
(Chemical and Pharmaceutical) of Pakistan from 2005 to 2009. The findings of this context is that
there is a significant impact of corporate governance on ROE while insignificant on ROA. In sector
wise analysis, there is an insignificant impact on pharmaceutical sector’s profitability and chemical
sector ROA. Whereas there is a significant impact of corporate governance on chemical sector
ROE.

Shahzad et al (2015), identify the relation among three corporate governance instruments (Board
Size, Board Composition and CEO-Status) and one firm performance is measured using ROA
Karachi Stock Exchange listed cement firms is observed for the period 2007-2013. Findings of
the study was that there is a positive and significant relationship between ROA with board size
and negative significant relationship between ROA with CEO-Status. Furthermore insignificant
relationship between ROA with board composition by applying the ADFtest multiple regression
and T-test exploration.

Bhagat&Bolton(2008) make three additional contribution to the literature, first one is that, stock
ownership of board members, and CEO-Chair separation is significantly positively correlated with
better contemporaneous and subsequent operating performance. Second, none of the governance
measures are correlated with future stock market performance. Third, given poor firm
performance, the probability of disciplinary management turnover is positively correlated with
stock ownership of board members, and board independence.

Velnampy and Nimalathasan (2013) undertook a study to find out the relationshipbetween
corporate governance practices, capital structure and firm performance in listed manufacturing
firms in Sri Lanka with a sample of 25 manufacturing companies using the data representing the

periods of 2008 —2012. Leadership structure, board committee, board meeting, board size, board
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composition, were used as the determinants of corporate governance practices whereas debt equity
ratio (DER) was used as the measure of capital structure and return on equity (ROE) and return on
assets (ROA) were used as the measures of firm performance.

Johl et al (2015) undertook a study to examine the impact of board characteristics and firm
performance. They tested the effects of board meeting, board independence, board size and
directors accounting expertise on firm accounting performance. This research used data from
annual reports of the 700 public listed firms in Malaysia for the year 2009. Based on their findings
the result shows that board independence does not affect firm performance, whilst board size and
board accounting/financial expertise are positively associated with firm performance. Board
diligence in terms of board meetings is found to have an adverse effect on firm performance.
Zabri et al (2016) focus on corporate governance practices among Top 100 public listed companies
in Bursa Malaysia and the relationship between corporate governance practices with firm
performance, showed that board size has significantly weak negative relationship with ROA but it
was found to be insignificant to ROE. The other finding indicated that there was no relationship
between board independence and firm performance.

Faizul and Thankom (2016) investigate the influence of firm-level corporate governance on
financial performance of the listed firms in Bangladesh. Agency theory suggests that better
corporate governance reduces expropriation costs, which, in turn, enhances investors’ confidence
in the firm’s future cash flow and growth prospects, leading to higher firm valuation. Likewise, a
decrease in private benefits is likely to cause an improved operating performance. This research
uses a questionnaire survey-based corporate governance index (CGI), comprising of the three
dimensions — shareholder rights, independence and responsibilities of the board and management,
and financial reporting and disclosures. The study results partly confirm the prediction of the
agency theory, with a statistically significant positive relationship between a firm’s corporate
governance quality and its valuation, even though the relationship between firm level corporate
governance and operating performance seems inconclusive.

Simon&Enoghayinagbon(2014) examine the relationship between corporate governance and
financial performance of randomly selected quoted firms in Nigeria. It investigates corporate
governance variables and analyses whether they have an impact on firm performance as measured
by return on asset (ROA) and profit margin (PM). Four corporate governance variables were

selected namely: composition of board member, board size, CEO status and ownership
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concentration which served as the independent variables. The ordinary least square regressionwas
used to estimate the relationship between corporate governance and firm performance. Findings
of the study show that there is a positive and significant relationship between composition of board
member and board size as independent variables and firm performance. CEO status also has
positive relationship with firm performance but insignificant at P<0.05. However, ownership
concentration has negative relationships with return on asset (ROA) but positive relationship with
profit margin (PM). The relationships are not significant at 5%. The study recommends among
other things that companies’ board should be majorly dominated by independent directors and
board size should be in line with corporate size and activities.

Puwanenthiren et al., (2016) analyze the correlation between Board attributes and company
performance in a sample of 100 Australian and 100 Sri Lankan firms. The analyzed board attributes
include size; gender ratio; fraction of non-independent members; and experience. The level of
economic development considered to have a potential confounding effect on the outcomes. The
analysis of the data suggest that: boards in Australia are much larger than boards in Sri Lanka;
Boards are male dominated in both nations; and while board structure provides predictive insight
into firm performance, only a few individual attributes are significant. Important finding of this
research is that the larger boards of Australia have significantly stronger influence on firm
performance than relatively smaller boards of Sri Lanka. Future research should extend the review
of the effects of board size on corporate performance.

Zhaoyang&Udaya (2012) examine the relationship between corporate governance structures and
firm performance of listed firms on Colombo Stock Exchange (CSE) in Sri Lanka. Data were
collected from 174 firms in the financial year 2010 and multiple regression analysis were used to
examine whether the existing corporate governance mechanisms influence the firm performance
of listed firms in Sri Lanka. The study found that, (i) board size and proportion of non- executive
directors in the board shows a marginal negative relationship with firm value, (ii) proportion of
non-executive directors in a board and financial performance of firm shows negative relation
contrary to the findings of previous studies. The firm size and director shareholdings have a
significant impact on firm performance of listed firms in Sri Lanka.

Mwangi (2012)investigates the effects of corporate governance on the financial performance of
listed companies at (NSE). Specifically, this study examined board size, board composition, CEO

duality and leverage and how they affect the financial performance of listed Companies at National
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Stock Exchange of India Limited (NSE). Firm performance was measured using Return on Assets
(ROA) and Return on Equity (ROE). This study adopted a descriptive research design. The study
population was all those Companies which were quoted on the Nairobi Securities Exchange as at
December 2012. Secondary data were collected using documentary information from company
annual accounts for the period 2008 to 2012. Both descriptive and inferential statistics were used.
Data was analyzed using a multiple linear regression model. The study found that a strong
relationship exist between the corporate governance practices under study and the firms’ financial
performance. There was a positive relationship between board composition and firm financial
performance. However, the most critical aspect of board composition was the experience, skills
and expertise of the board members as opposed to whether they were executive or non-executive
directors. Similarly, leverage was found to positively affect financial performance of insurance
firms listed at the NSE. On CEO duality, the study found that separation of the role of CEO and

chair positively influenced the financial performance of listed firms

THE CONCEPTUAL FRAME WORK

The following conceptual model has been developed to show the relationship between corporate

governance and firm performance.

ﬁorporate governance \ / \
Firm

Auditors

* . performance
e Board size
e Board composition
P . e ROA
e Remuneration committee
independent

Control variable

e Firm size

\_ - . /

Source: Developed by Researcher
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Conceptual model shows that corporate governance is independent variable corporate

performance is dependent variable.

Definition of variables

The following table shows the corporate governance variables and their description in this

context.

Table 1: Variable definitions

Variables

Description

Measures

Dependent variable

Firm performance

Return on Asset

Net profit after tax and provision

divided by the total asset at the end of

Firm size

ROA
each year
Independent variables
) Numbers of members in audit
AUD Auditors )
committee.
BSIZ ) Total number of directors on the board
Board size
as at the end of each year
Board independence (including
BCOM Board composition independence of board committees) of
board members
INDR Independent directors of Number of independent directors in
remuneration committee remuneration committee
Control Variables
FSIZ

The natural log of the total assets.

Source: Developed by Researcher
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HYPOTHESIS OF THE STUDY

For the study, following hypothesis were formulated in order to examine the relationship

between the variables, based on the theory, and previous studies outlined.

Hypothesisl: The corporate governance significantly impact on Firm performance and which
measured by using ROA.

REGRESSION MODELS USED IN THIS STUDY

To investigate the impact of corporate governance on firm performance, the following regression

model can be developed based on the variables used in the study.

ROA= f(,AUD, BSIZ, BCOM, INDR,FSIZ)  Equation 1

ROA - Bo+P1 AUD + B2 BSIZ+ p3 BCOM+ B4INDR +ps FSIZ + Eix  model 1
ROA = Return on Assets.
AUD= Auditors
BS1Z= Board size
BCOM= Board composition
INDR= Independent directors of remuneration committee
FSI1Z= Firm size
B0= Constant.

¢= Error term.
EMPIRICAL RESULTSOF THIS STUDY

Descriptive Statistics

Table 2 presents descriptive statistics for the variables used in the analysis for this pooled sample.
The pooled mean (median) return on assets (ROA) is 5.050843 (5.55948) respectively. The
average auditor size is 3.07 (the median is 3). The average board size is 8.42 (the median is 8.5)
also board composition have an average of 2.52 (median 3) and the independent directors of

remuneration committee has an average value of 2.51 and the median is 3. With respect to the
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control variables included in this model, average size of the sample firms measured by real sales
is about 3.09E+09 (1.22E+09)LKR.

These summary statistics indicate that the sample used in this study is comparable to those used

in prior research in the Context of Sri Lanka.

Table 2: Summary statistics

AUD BSIZ BCOM INDR FSIZ ROA
Mean 3.070000  8.420000  2.790000  2.510000  3.09E+09  5.050843
Median 3.000000  8.500000  3.000000  3.000000 1.22E+09  5.559480
Maximum 5.000000  11.00000  5.000000  5.000000 3.23E+10  44.87343
Minimum 0.000000  0.000000  0.000000  0.000000  0.000000 -24.58000
Std. Dev. 0.945537 1.364633 1.148517 1.251222  6.14E+09  9.222536
Observations 100 100 100 100 99 100
Multicolinearity test

Multicolinearity can be measured using Variance Inflation Factor (VIF) or Tolerance test. In this
study, VIF was used.

Table 3: VIF Analysis

Coefficient Centered

Variable Variance VIF

C 35.49627 NA
AUD 1.165599 1.667598
BSIZ 0.377288 1.123297
BCOM 0.970518 1.925390
INDR 0.928520 2.230802
FSIZ 2.55E-20 1.518853

According to the Table 2 VIF values are below 10 and where VIF values are less than 10 then

there is no any issue on multi- co linearity.
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Correlation Analysis
To find out the relationship among variables, correlation analysis was carried out. The summary

of the results are presented in the Table 4.

Table 4: Correlation analysis

AUD BSIZ BCOM INDR FSIZ ROA
AUD 1.000000
BSIZ 0.02326(5 1.000000
BCOM 0.472772 0.250330 1.00000
INDR 0.560220 0.093775 0.648882 1.000000
FSI1Z 0.482738 0.145132  0.370390 0.523851 1.000000
ROA 0.392940 0.114334  0.428548 0.352838 0.194669 1.000000

Table 4 reports the Pearson correlation coefficients between variables. Auditors size (AUD),
board composition (BCOM) shows a positive and statistically significant correlation with firms’
performance measured by both ROA. This result is consistent with the hypothesis. Turning to
control variables, firm size (FS1Z) has an insignificant positive correlation with measures of
performance. Furthermore, table 4 suggests that the observed correlation coefficients between
independent variables are relatively low, multicollinearity is not a serious issue in this study.
Regression Analysis

Table 5: relationship between corporate governance and firm performance.

Variable Coefficient Std. Error t-Statistic Prob.

C -12.09560 5.957875 -2.030188  0.0452

AUDITORS 2.463179 1.079629 2.281504  0.0248

BOARD_SIZE 0.359153 0.614238 0.584712  0.5602

COMPOSITION 2.193423 0.985148 2.226490  0.0284

REMU_COM_INDEPNT 0.397122 0.963598 0.412125  0.6812

FIRM_SIZE -1.08E-10 1.60E-10 -0.674041  0.5020
R-squared 0.236330 Mean dependent var  5.350145
Adjusted R-squared 0.195272 S.D. dependentvar  8.767755
S.E. of regression 7.865257 Akaike info criterion  7.021479
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Sum squared resid 5753.191 Schwarz criterion 7.178759
Log likelihood -341.5632 Hannan-Quinn criter. 7.085115
F-statistic 5.756062 Durbin-Watson stat ~ 1.723731
Prob(F-statistic) 0.000113

The table 5 shows the estimated result of model 01. R square shows that the model explained
23.6330% of total variations of the dependent variable. It means that 23.6330% of the changes in
dependent variable are described by both independent and control variables. As a point of focus,
the hypotheses of this study states that the Audit committee sizesignificantly affects the Firm

performance of listed Land and Property Companies.

As observed, the results show that Auditors has a coefficient of 2.463179 with t statistics
0f2.281504 with a p value 0f0.0248. Thus, from the results, it can be stated that there is a
significant impact of Auditors on firm performance. Board size has a coefficient of 0.359153with
t statistics 0f0.584712with a p value of 0.5602. Board composition has a significant impact on firm
performance while the coefficient is 2.193423, with t statistics of 2.226490 and the p value of
0.0284.

Remuneration Independent and firm size does not significantly impact on firm performance.
Durbin Watson test is a test used to defect auto correlation. From the Table 5 Durbin Watson stat

value is1.723731. This value which is less than 3 indicates that there are no auto correlation issues.

CONCLUSION

This study examined the impact of corporate governance on firm performance of Listed Land and
Property Companies in Sri Lanka.This study shows that the Auditors and Board composition
significantly impact on Firm Performance. Remuneration independent and firm size does not
significantly impact on firm performance. R square shows that the model explained 23.6330% of
total variations of the dependent variable. It means that 23.6330% of the changes in dependent
variable are described by both independent and control variables. The research was carried out by
using the data over the period 2011to 2016, and only the firms in Colombo Stock Exchange (CSE)
operating in the Land and Property sector were included. In future study different sectors may be
analysed. There is a scope of further research to examine the impact of corporate governance

mechanisms subject to diverse social and environmental agency issues and their market valuations.
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Abstract

Intellectual capital is the knowledge that can be exploited for money-making or other useful purposes. The term combines
the idea of intellect or brain-power with the economic concept of capital. Even though there is an impact of intellectual
capital disclosure practices on business performances; only the financial capital is recorded in the financial statements. It
means that the credibility of the financial statements is understated. Therefore, this study aims to investigate the impact of
intellectual capital disclosure practices on the credibility of the financial statements. Further, the relationship between the
managerial perception of intellectual capital disclosure practices and the credibility of financial statements has been
investigated. As the method, the primary data was collected through a questionnaire. The targeted sample was the financial
managers who are directly involved in the preparation of financial statements in public limited companies. 150
questionnaires were distributed covering financial managers of all the sectors using the stratified random sampling method.
There were three hypotheses developed covering the major components of intellectual capital as human, customer and
social. Correlation analysis was done to test the hypothesis using the SPSS software. It was found that there is a relationship
between the managerial perception of intellectual capital disclosure practices and the credibility of the financial statements.
Through a regression analysis, it showed that there is an impact of intellectual capital disclosure practices on the credibility
of financial statements. The managers believe that the existing reporting practices do not represent the reality of the
organizational performance until the intellectual capital is incorporated to the financial statements. Further, they have
suggested that there should be a proper mechanism to report the intellectual capital in the financial statements or in the

annual reports to avoid such kind of misrepresentation.

Keywords: Intellectual Capital, Disclosure Practices, Credibility, Financial Statements
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INTRODUCTION

Intellectual capital disclosure practices are one of the modern accounting practices in the field of
accounting and that is a voluntary disclosure practice which is used by companies to show their
strengths of intellectual capital to the stakeholders (Guthrie & Petty, 2004). The companies mostly
use the annual reports to report their intellectual capital. Dzinkowski (2000) says that presently,
there is no any universally acceptable definition for intellectual capital, although practitioners,
business journalists and academicians have the same board set of practices in mind. At the present
time, there is still room for experimentation in quantifying and reporting on the intellectual capital

of an organization.

There are three capital components that can be identified in the Intellectual Capital (IC) as Human
Capital (HC), Organizational Capital (OC) and Social Capital (SC). Those capitals give a
considerable contribution to the wealth of the organization (Sevlby, 1997; Stewart &Ruckdeschel,
1998; Leon, 2002; Caddy, 2000) and the main problem is the subjectivity and complexity of
reporting them (Svelby, 2000; Sullivan, 2000; Seetharamnan, Lock and Saravanan, 2004).
Therefore, it is hard to compare and get a clear idea about the intellectual capital of the
organizations. Without proper reporting of intellectual capital, the financial statements of the
companies do not represent the real value of their organization. (Edvinsson, 1997; Johanson, 1999;
Roslendr and Fincham, 2001). Therefore, the decisions taken by referring the figures of financial
statements will be problematic without considering the strength of intellectual capital of the
company (Bredker, Guthrie and Cuganensum, 2005). According to the Sri Lankan context, finding
the importance of reporting the intellectual capital in the financial statements is also needed
(Abeysekara and Guthrie, 2005).

Since, there is no any proper mechanism to disclose the intellectual capital in the financial
statements, the credibility of the financial statements will be problematic (Han and Han,
2004;Homer, 2009; Leslie, Eyesan and Semiu, 2009). According to American Heritage Dictionary
(2010) of the English Language, financial credibility is the capacity for belief the financial
statements. Collins English Dictionary (2003) stipulates that the financial credibility is the quality
of being believed or trusted about the financial statements. If the credibility is not available, then
the comparison of financial statements will not be worthwhile and create a gray space which is

questionable. But, to represent the exact resource base of the organizations and to enhance the
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credibility, it is needed to develop a proper mechanism to disclose the intellectual capital in the
financial statements (Zambon, 2005). Therefore, due to the improper practices of intellectual
capital disclosures, the financial credibility of the financial statements is understated. This study
was aimed to find the relationship between the managerial perception of intellectual capital
disclosure practices and the financial credibility of the financial statements.

LITERATURE REVIEW

Intellectual capital is the knowledge that can be exploited for money-making or other useful
purposes. The term combines the idea of intellect or brain-power with the economic concept of
capital. The saving of entitled benefits can be invested in producing more goods and services
(Guthrie, Petty and Johanson, 2001). There are three components in intellectual capital as human,
organizational and social capital.

Human capital also encompasses how effectively an organization uses its people’s resources as
measured by creativity and innovation (Petrash, 1996; Guthrie, Petty and Johanson, 2001; Gegan
and Draghici, 2013). Therefore, in this study, leadership styles, employee motivation and
satisfaction, work related knowledge and competency, entrepreneurial spirit and innovativeness of
the employee of the listed companies have been investigated under the human capital as a major
section of intellectual capital.

Organizational capital means the knowledge flow of the structure of the organizations. It includes
corporate strategies, processes, corporate culture, systems, and management credibility of the
organizations (Petrash, 1996; Guthrie, Petty and Johanson, 2001; Gegan and Draghici, 2013). It is
named as Structural Capital which is internal. All the internal knowledge flow raised from the
organizational structure has been discussed under the organizational capital as a main section of

intellectual capital.

Social capital is directly related to the external environment of the organization. It includes the
customer based whole society. Quality of the product, customer satisfaction, growth of the
business in the market, customer complaints and favorable contracts with the peer groups (Petrash,
1996; Guthrie, Petty and Johanson, 2001; Gegan and Draghici, 2013) have been discussed under
the social capital as a major part of the intellectual capital. This social capital is also called as

customer capital.

210


http://searchcio.techtarget.com/sDefinition/0,,sid182_gci212448,00.html

15" International Conference on Business Management (ICBM 2018)

The main dependent variable of this study is the credibility of financial statements. The credibility
of financial statements has very salient implications for the quality of decisions that investors can
make (Leslie, Eyesan and Semiu, 2009). Therefore, financial credibility can be defined as the
capacity of believing the financial statements which basically cover the reliability, relevance,
comparability, quality of representation and the risk of the financial statements (Han and Han,
2004; Homer, 2009).

Resource Dependence Theory (RDT) was the main theory which is used in the study. RDT is the
study of how the external resources of organizations affect the behavior of the organization.
Therefore, this covers all the variables of IC disclosures and RDT fits to this study. The
procurement of external resources is an important tenet of both the strategic and tactical
management of any company. The core of this theory was linked to the operationalization of

variables.

Current Knowledge

It has been mentioned the evolution of intellectual capital reporting practices in the organizations
and early research projects have tried to develop guidelines and accounting standards for
intellectual capital. (Nerdrum and Erikson, 2001; Lim and Dallimore, 2004; Dumay, 2014).
Considering the direct impact of organizational resources on the performance of the company is
the key concept of being successes in the business field. The resources-based theory has
contributed a lot in this field specially how to allocate the intangibles in measuring organizational
performances. (Barney, 1996; Barney, Ketchen and Wright, 2011). But, the suggested findings
were not much string enough to report them. Still there is no any method applied by the
organizations. This study is aimed to analyze the implementation issues of reporting the suggested

IC measurements by the said researchers.

As evident by number of researchers, Campbell and Rahman (2010) have suggested that the
common categories and dimensions for reporting the intellectual capital covering the major three
areas as human capital, customer capital and organizational capital. Striukova, Unerman and
Guthrie, J (2008) have done a research on the topic “Corporate reporting of intellectual capital:

Evidence from UK companies”. It stated that the disclosures of the IC using a content analysis.
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That was also not covered the valuation and measurement of them. These common variables have
been introduced by the said scholars to represents the IC. Therefore, these variables have been
taken in to account to do this study. Kannan (2008) has done a broad literature survey. The
literature survey included financial and accounting measurement techniques, perceptual measures,
process and systems measures, social networks analysis techniques, and econometric techniques
for intangibles measurement. It is discussed in detail about the seminal studies and popular
frameworks for intellectual capital measurement. But, that was also not finalized to introduce a
proper mechanism to measure the intellectual capital. The argument of this study is totally lined
to the findings of the said research study. Therefore, it has been shown that there should be further

studies to address the common issue with regard to finding a common procedure to report IC.

Brennan and Connell (2007) have done a prior research analysis on intellectual capital. As evident,
both theoretical and empirical studies have been undertaken on intellectual capital in recent years.
Early research focused on defining intellectual capital and on methods of classification (Brooking,
1996; Edvinsson and Malone, 1997; Sveiby, 1997; Roos et al., 1997; Nash, 1998). Proposed
different frameworks for classifying intellectual capital are there in the recent history of IC. These
frameworks are broadly similar, But, show different interrelationships among the elements of
intellectual capital (Kaplan and Norton 1996; Sveiby 1997; and Edvinsson and Malone, 1997,
Petty and Guthrie, 2008).

By reviewing the literature, the gap can be identified clearly. The gap here is that the fulfillment
of representing the total wealth of the companies in the financial statements by enhancing the
financial credibility through intellectual capital disclosure practices. Otherwise the financial
credibility of the companies will be understated, and the financial statements do not show the real

picture of the company.

METHODOLOGY

The conceptual framework has been designed by addressing the independent and dependent
variables which were mentioned in the problem and the objective of the study.

There was a controllable variable which can be affected the relationship of the independent and
dependent variables. According to the conceptual framework, there are three relationships can be

identified. The developed conceptual framework and hypotheses can be mentioned as follows.
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Figure 3.1 — Conceptual Framework
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H1:: There is a relationship between Managerial perception of Human Capital Disclosure

Practices and the Financial Credibility of Financial Statements of Listed Companies

H2i1: There is a relationship between Managerial perception of Organizational Capital Disclosure

Practices and the Financial Credibility of Financial Statements of Listed Companies
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H31: There is a relationship between Managerial perception of Customer Capital Disclosure

Practices and the Financial Credibility ofFinancial Statements of Listed Companies

To test the hypotheses, the data collection method and the selection of sample have beenmentioned

as follows.

Table 1 - Population and Sample

Method and Source | Population Sample

Questionnaires were distributed to the

Data collection chief accountant / finance managers of
There are around 298 ] )
_ _ | following selected companies. At least
Primary data through | public quoted companies _ _
) 50% of the companies from each industry
a under 20 industry sectors.
_ sector were selected as the sample. For that
_ _ All the chief managers of o _
Questionnaire ) o stratified random sampling method was
finance division of the ) i
_ used. The rational for selecting the sample
above companies can be ) )
_ was to give an equal opportunity to each
taken as the population. _ )
(Leon, 2002) and every sector since all the companies of

each sector have attended to report the IC.

Data analysis was done though the SPSS software. A correlation analysis was done to test the
hypotheses and a regression was run to find the impact of intellectual capital disclosures on

financial credibility in financial statements.
FINDINGS AND DISCUSSION

Relationship between Intellectual Capital Disclosures and Financial Credibility

Hypothesis 1

H1i:There is a relationship between human capital disclosure practices and credibility of financial

statements of listed companies in Sri Lanka.
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Table 2- Human Capital Disclosure Practices and Credibility of Financial Statements

Control Variables FCM

CVM [HCM |Correlation 527

Significance (2-tailed) [.001

Df 147

CVM: Control Variable (Mean)
HCM: Human Capital (Mean)
FCM: Financial Credibility (Mean)

According to this, the significance is 0.001. The tested confidence level is 95%. The significance
is 0.001 < 0.050. Therefore hypothesis H1; is supported and H1o is not supported. It can be
concluded that there is a relationship between human capital disclosure practices and credibility
of financial statements of listed companies in Sri Lanka. That means there the variables are highly
correlated since the correlation is grater then 0.5. The strength of the relationship between
independent and dependent variables is expressed by squaring the correlation coefficient and
multiplying by 100. The resulting statistic is known as variance explained (or R?). The correlation
of 0.527 means 0.5272x100 = 28% of the variance in dependent is "explained" or predicted by the
independent variable. The reason why squaring a correlation results in a proportion of variance is
a consequence of the way correlation is defined. The final answer is that the alternative hypothesis

is supported with a higher correlated value which shows the strong relationship.

Hypothesis 2

H2i1: There is a relationship between organizational capital disclosure practices and credibility of

financial statements of listed companies in Sri Lanka.
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Table 3 - Organizational Capital Disclosure Practices and Credibility of Financial

Statements
Control Variables FCM
CVM |OCM |Correlation .633

Significance (2-tailed) [.000

Df 147

CVM: Control Variable (Mean)
OCM: Organizational Capital (Mean)

FCM: Financial Credibility (Mean)

According to this, the significance is 0.000. The tested confidence level is 95%. The significance
is 0.000 < 0.050. Therefore hypothesis H2; is supported and H2o is not supported. It can be
concluded that there is a relationship between organizational capital disclosure practices and
credibility of financial statements of listed companies in Sri Lanka. That means there the variables
are highly correlated since the correlation is grater then 0.5. The strength of the relationship
between independent and dependent variables is expressed by squaring the correlation coefficient
and multiplying by 100. The resulting statistic is known as variance explained (or R?). The
correlation of 0.633 means 0.6332x100 = 40% of the variance in dependent is "explained" or
predicted by the independent variable. The reason why squaring a correlation results in a
proportion of variance is a consequence of the way correlation is defined. The final answer is that
the alternative hypothesis is supported with a higher correlated value which shows the strong

relationship.

Hypothesis 3

H31: There is a relationship between customer capital disclosure practices and credibility of

financial statements of listed companies in Sri Lanka.
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Table 4 - Customer Capital Disclosure Practices and Credibility of Financial Statements

Control Variables FCM

CVM |CCM [Correlation 527
Significance (2-tailed) .001
Df 147

CVM: Control Variable (Mean)
CCM: Customer Capital (Mean)

FCM: Financial Credibility (Mean)

According to this the significance is 0.002. The tested confidence level is 95%. The significance
is 0.002 < 0.050. Therefore hypothesis H3: is supported and H3o is not supported. It can be
concluded that there is a relationship between customer capital disclosure practices and credibility
of financial statements of listed companies in Sri Lanka. That means there the variables are highly
correlated since the correlation is grater then 0.5. The strength of the relationship between
independent and dependent variables is expressed by squaring the correlation coefficient and
multiplying by 100. The resulting statistic is known as variance explained (or R?). The correlation
of 0.653 means 0.653x100 = 43% of the variance in dependent is "explained" or predicted by the
independent variable. The reason why squaring a correlation results in a proportion of variance is
a consequence of the way correlation is defined. The final answer is that the alternative hypothesis

is supported with a higher correlated value which shows the strong relationship.
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mpact of Intellectual Capital on Financial Credibility

According to the given answers of the respondents for the questionnaire, a multiple regression
model was developed using SPSS to find the impact of the independent variables on the dependent

variable.

Table 5 - Model Summary

Std. Error of the
Model R R Square |Adjusted R Square |Estimate

1 7607 578 557 43497

a. Predictors: (Constant), CVOF4, HCM, CVOF1, OCM, CVOF2, CCM,
CVOF3

The "R" column represents the value of R, the multiple correlation coefficient. R can be
considered to be one measure of the quality of the prediction of the dependent variable; in this
case, financial credibility of financial statements. A value of 0.760, in this, indicates a good level
of prediction. The "R Square™ column represents the R2 value (also called the coefficient of
determination), which is the proportion of variance in the dependent variable that can be explained
by the independent variables (technically, it is the proportion of variation accounted for by the
regression model above and beyond the mean model). The value is 0.578 that the independent
variables explain 57.8% of the variability of our dependent variable, financial credibility of

financial statements.

The F-ratio in the ANOVA tests whether the overall regression model is a good fit for the data.
The table shows that the independent variables statistically significantly predict the dependent

variable, F (7, 142) = 27.788, p < .05. Therefore, the regression model is a good fit of the data.
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Table 6 - ANOVA

Model Sum of Squares |Df Mean Square F Sig.
1 Regression |36.802 7 5.257 27.788 .000?
Residual  |26.866 142 189
Total 63.668 149

a. Predictors: (Constant), CVOF4, HCM, CVOF1, OCM, CVOF2,
CCM, CVOF3b. Dependent Variable: FCM

According to the estimated model coefficients, the following model equation can be developed.

Predicted FCM = 1.020 + (0.102 x HCM) + (0.254 x OCM) - (0.322 x CCM)
+ (0.206 x CVOF1) — (0.034 x CVOF1) — (0.124 x CVOF1)
+ (0.023 x CVOF1) + SE

FCM: Financial Credibility — Dependent Variable

HCM: Human Capital — An Independent Variable

OCM: Organizational Capital — An Independent Variable
CCM: Customer Capital — An Independent Variable
CVOF1,2,3,4: Control Variable

SE: Standard Error

Unstandardized coefficients indicate how much the dependent variable varies with an independent
variable when all other independent variables are held constant. Consider the effect of HCM in
this example. The unstandardized coefficient Bl, forHCMis equal to 0.025
(see coefficients table). This means that for each one unit increase in HCM, there is an increase in
FCM of .025.
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According to the model summary, it can be stated that there is an impact of the intellectual capital
disclosure practices and the credibility of financial statements. According to the given opinion of
the financial managers their responses proved that there is a significance impact. All the statistical
test is shown that there is an impact of the independent variables on the dependent variable
significantly. Controllable variable is also adjusted to the independent variables and to the model
equation according to the statistical concept and the theory. In nutshell, a multiple regression was
run to predict FCM from HCM, OCM and CCM. These variables statistically significantly
predicted FCM, F (4, 145) = 40.750, p < .05, R? = .516. All four variables added statistically
significantly to the prediction, p < .05.

RECOMMENDATIONS AND CONCLUSION

It was found that there is a relationship between the managerial perception of IC disclosure
practices and financial credibility of financial statements. Therefore, all the organizations should
identify the relationship of that. The organizations should be able to report the IC information by
using a common method. A request should be done from the ICASL or any authorized body to

interfere this matter to streamline the 1C reporting process.

Developing of a method will be possible if there is a space for reporting the IC in the annual
reports. There will be a possibility to find the relationships or link the variables with available data.
Before, identifying a common method, the companies should attend and should have an interest
on reporting the IC in their annual reports. Therefore, before formulating a framework, it is better
to report the 1C even using a descriptive method to identify the link between the IC and credibility
of financial statements. Then a common method for descriptive data should be developed. If there

are details and information, it is possible to for streamlining the reporting process.

Financial credibility of financial statements is a part of the financial statements, not a part of the
disclosures in the annual reports. Therefore, finding a proper method is needed. There should be a
method of measuring those using numerical figures at the initial stage. For example, employee
satisfaction index, customer satisfaction index, number of customer complaints, number of
qualified staffs, etc can be quantified. Then those things should be reported by linking the vales of

the financial statements like the customer satisfaction with sales volume, etc. There should be a
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method of reporting them even in the notes of financial statements before recognizing them on the

face of the financial statements. Since there is a relationship between intellectual capital

disclosures and financial credibility and as well as an impact of intellectual capital disclosures on

financial credibility on the financial statements, companies should attend on reporting the

intellectual capital in a proper manner to enhance the credibility of financial statements.
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Abstract

Today almost all business firms confront with an important issue that is conflict of interest between shareholders and
management of the company. Corporate governance is a key mechanism that articulated to protect the interests of
shareholders and all other stakeholders. As a part of corporate governance, the ownership structure performs a significant
role in minimizing the cost related with the separation of ownership and control of the company. Different ownership
structures take different dimensions and it affects to determine the directions of an entity. According to the ownership
structure entities have to face various risks as well as challenges. Many researchers found that the way of accepting and
managing risk is different according to the various structure of ownership. Country’s social, economic, political and
regulatory environment affects to determine the shape of ownership structure of an entity. So it should necessarily be
investigated whether the ownership structure affects towards the risk management of the listed companies in Sti Lanka.
This research focuses to investigate the effect of ownership structure on risk management while filling the contextual
research gap. For this study, all companies listed in Colombo Stock Exchange (CSE) are considered as the population.
Stratified sampling method was employed and 30 companies were selected. The analyzing time period was 2012 to 2017.
Data was collected from annual reports of selected companies. Institutional Ownership, Family Ownership and Ownership
Concentration are considered as independent variables. As the control variables Firm Size and Financial Leverage are taken
into account in this study. Risk management is considered as the dependent variable.Risk management was measured by
using beta value. Regression analysis was employed to analyze the data. The findings of this study revealed that ownership
structure significantly affects on risk management. The results of this study will help entities to articulate and form their

ownership structure so as to mitigate and manage the risk of that entity.

Keywords: Agency Theory, Colombo Stock Exchange, Ownership Structure, Risk Management

INTRODUCTION

In the late 19" century, ownership and management of business firms were belonging to same
person, the capital provider. The owner of the firm managed whole entity as his or her own wish.

Later, thesetype of business entities gradually widen and it was difficult to manage whole business
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by owner sporadically. This emphasised the necessity of managers on behalf of the owners.
Owners appoint managers to manage their business entities. This is the point where the separation
of ownership has been occurred and it implemented the base for the agency theory (Jensen &
Meckling, 1976). An agency relationship exists between the agent and the principal of the business
entity. The conflict may arise when both parties concern about their wealth maximization.
Managers may make decisions in order to maximize their own wealth and this may not necessarily
be in the best interest of the principal. Then, the agency problem will arise.Jensen’s and Meckling’s
(1976) original model illustrates how agency cost is occurred due to the agency theory. An
important argument in their theory is that external stakeholders are unable to observe managers’
tasks in the entity without bearing any cost. Agency costs are the costs of disagreement between
shareholders and business managers, who may not agree on which actions are best for the business
(Peavler,2018). Agency cost can be categorized as an internal cost type relating to the agent and
principal due to the misalignment of interest between agent an principal. In a business entity,
Principals are the shareholders while managers play the agent role. Shareholders expect to
maximize their wealth and they assign managers to do so on behalf of them. But managers try to
make their own betterment while reinforcing personal power and wealth. This divergent
phenomenon instigates to arise agency cost. Agency cost is an aggregation of monitoring cost,

bonding cost and residual cost (Jensen & Meckling, 1976).

Agency theory plays a vital role in corporate governance since all most all business entities suffer
from this issue in various dimensions. Corporate governance mechanisms have been articulated to
protect the shareholders’ interest. This mechanism assures the protection of shareholder’s interest
and adequate return for their investment (Shleifer and Vishny, 1997). Corporate governance
concept emphasizes the managers’ responsibility and accountability towards the protection of
shareholders’ interest. Good corporate governance result in to improve the country’s economic
development. Weak forms of corporate governance structures conduce higher problems of agency
costs (Core et al.,1999). Ownership structure is a main aspect of corporate governance mechanism.
Ownership Structure plays a vital role in reducing agency cost (Panda and Leepsa,2017). Jensen’s
and Meckling’s views illustrates the ownership structure of an entity which demonstrates how
much the company insiders and out siders own. Simply, the ownership structure means the way
of distribution of equity among various owners or shareholders. This concept is very much

important in corporate governance since it determines managers’ incentives and ultimately
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economic efficiency of such entities (Jensen & Meckling, 1976). If business entity does not have
a well-organized ownership structure, investors may not lend their money to buy shares in that
company. So it will be a risk for the entity. Ownership structure can influence to the firms’
performance whenever a conflict of interest occurs between management and shareholders and/or
between controlling and minority shareholders. When managers allure to gain perquisites, it may
result in to breach the protection of shareholders’ interest. In the controlling and minority
shareholder conflict, controlling shareholders enjoy private benefits by using their controlling
power. Shareholders with higher level of shares may use their power to acquire private benefits,
which are not enjoyed by other shareholders (Barclay and Holderness, 1989). This may result to
leave minor shareholders from the entity. Then it may be a risk for the company because of the
decrease of its” share capital. Solutions for this problem is establishing good corporate governance
practices within entity and ensuring well established ownership structure. Theoretically, Block
holders (large owners) interfere to reduce the conflict of interest between shareholders and
managers. But some researchers found that block holders may arise conflict of interest with
minority shareholders (Shleifer and Vishny, 1997).

In this study four ownership structure dimensions have been considered. They are institutional
ownership, family ownership and ownership concentration. Many researchers found that, the
ownership structure affects the performance of the business entity and the way of forming
ownership structure result in to various risk conditions (Hoang et al.,2017; Mollah et al.,2012;
Laiho, 2011;Chun et al.,2011; Yammeesri,2003; Core et al.,1999; Berkman and Bradbury,1998).
According to the agency theory entities have to face various risks due to the agency problem.
Hence the necessity of risk management may be varied as per the form of ownership structure. The
purpose of this study is to examine, how various ownership structure dimensions demand the need
of risk management in the context of Sri Lanka. Objective of this study is to examine whether there
is an impact of institutional ownership, family ownership and ownership concentration on risk
management in companies listed on CSE. Similar studies can be found in international context,
but it is rear to find similar and up to date studies in Sri Lankan context, so this study tries to fill
that contextual gap. The Findings of this study may contribute companies to articulate their
ownership structure so as to mitigate the risk. This empirical results will help to conduct future

researches, especially in Sri Lankan context.
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LITERATURE REVIEW
Ownership Structure

There are various forms of ownership structures can be seen in the today’s business environment.
Institutional ownership, family ownership, managerial ownership, private and public ownership
and diverse and concentrated ownership are some of them. Different firms have various types of
ownership mix. So firms face various risk levels as per ownership structure that they have.
Business entities with the form of limited liability are more efficient in risk managing than sole
proprietorships and partnerships. Limited liability is an attractive aspect of the corporate form of
an entity (Manne, 1967). Ownership is more concentrated when small number of shareholders own
the majority of shares of an entity while ownership is dispersed when small number of shares are
distributed among large number of shareholders. Demsetz, (1983) found that ownership structure
is affected by decisions made by the shareholders. According to the theory, there is a negative
relationship between agency cost and ownership share of the primary owner. Primary owners’
incentives to consume perquisites decrease when increase of his ownership share as a result of
increment of share of profit. When primary owner appoints an external manger, primary owner
has to monitor that external manger so as to reduce the agency cost. Thus, primary owner plays

the monitoring role similar to the block holders in larger public corporations.
Institutional Ownership:

In practice most institutional shareholders are profit oriented and they concern more about their
investments. So institutional shareholders properly supervise and monitor firm. So firms with
higher level of institutional shareholders generally have lower level of agency cost that firms with
lower level of institutional shareholders. But literature relating to this relationship appears for both
dimensions. Wu and Cui, (2002) found a positive relationship between institutional ownership and
performance of the firm. Opposite to that findings, Bhattacharya and Graham, (2007) found that
inverse relationship between institutional ownership and performance of the firm. Tsai and Gu,
(2007) found that there is no relationship between institutional ownership and risk in the context
of United States. Cash Flow measure is positively affected by the institutional ownership
(Rashid,2015).
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Management Ownership:

Agency problem emphasizes the conflict of interest between owners and managers due to the
separation of ownership and control. Jensen and Meckling,(1976) viewed that an increase in
management shareholding result in to reduce the agency problem. Gao and Song, (2008) found
that there is a positive relationship between managerial ownership and firm performance in
Chinese firms. Tsai et al.,(2009) found that managers always try to protect their wealth and increase
their profit portion while monitoring firm’s performance so as to decrease the default risk.

Ahmed,(2009) found that higher level of managerial ownership reduces the agency conflict.
Family Ownership:

Single family controls, especially more than fifty percent of firm’s equity necessarily reduce the
agency cost (Ghoul et al,.2007). Controlling family fulfils the monitoring role similar to the block
holders in corporate entity. But monitoring of family ownerships with high diffusion of ownership

shares are less effective comparing to the sole owner monitoring.
Ownership Concentration:

Ownership concentration monitor and supervise managers’ behaviour and performance in order to
reduce the agency cost (Florackis,2008;Zeckhauser and Pound,1990; Shleifer and Vishny,1997).
Opposite to this findings Hastori et al.,(2015) found that ownership concentration does not affect

to agency cost of the firm.
Empirical Findings on Ownership Structure and Risk Management

When examining the literature, most researchers investigated the relationship between ownership
structure and agency cost. If agency cost arises in business entity, obviously it will be a risk for

the company. So the need of risk management arises when agency cost exists.

Ang et al.,(2002) investigated the measures of agency cost for corporations under different
ownership structures by using a sample of 1708 small corporations. Findings revealed that agency
cost is significantly higher when an outsider rather than an insider manages the firm and there is a

negative relationship between mangers’ ownership and agency cost,
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Mustapha and Ahmad,(2011) found that managerial ownership has a negative relationship with
total monitoring cost as mentioned in agency cost. This study used both primary and secondary
data. The sample was 235 companies listed on Bursa Malaysia for the financial year 2006. Multiple
regression was used as data analysis technique. This study provides a unique contribution to
corporate governance by analysing the effect of ownership structure in relation to agency theory
in Malaysian companies. Most previous empirical studies were conducted in the context of western
countries and it was unknown that those findings have equal impact in Asian organizations. So the

findings of this study can be generalized for Asian entities.

Berkman and Bradbury,(1998) investigated the influence of ownership structure on risk
management by using a sample of all firms listed on the New Zealand Stock Exchange in 1994
and all State Owned Enterprises in New Zealand. This sample excludes firms in the financial
services sector and foreign firms. The sample consists of 116 listed firms and 33 State Owned
Enterprises. The findings of this study proved that government owned organizations have a lower
need for risk management, compared to publicly listed firms. The reason was stakeholders are
likely to rely on implicit guarantees arising from government ownership. In this study they have
mentioned that government owned organizations make less use of financial derivatives to reduce

the costs of financial distress and agency conflicts.

Chen et al.,(1998) examined the relationship between risk and ownership structure among
depository institutions. The initial sample of this study was formed based on the Standard
Industrial Classification (SIC) manual. For data analysis they used daily returns of commercial
banks, savings institutions and bank holding companies from the Center for Research in Security
Prices (CRSP) return files for the New York Stock Exchange (NYSE), American Stock Exchange
(AMEX), and the overthe-counter (OTC) market for 1988 to 1993. This process results in a final
sample of 1,812 observations, or 302 firms per year. The sample includes 1,566 observations for
banks and 246 observations for savings institutions. The findings of this study revealed that there
is a negative and significant relationship between managerial ownership and depository institution

risk.

Chiang et al., (2015) studied the relationship between ownership structure, board characteristics
and default risk in the context of Taiwan. Sample of this study was 438 companies listed in Taiwan

Stock Exchange. Data was collected from year 1998 to 2009. Firms in the financial services
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industries are omitted when selecting the sample. Researchers have adopted KMV model to
estimate the default risk of firms. This model calculates the expected default frequency (EDF)
based on a firm’s capital structure, the volatility of its asset returns and the firm’s current asset
value. The findings of this study revealed that default risk has a negative relationship with
institutional ownership and management share ownership. Furthermore it was found that a high

level of shares held by internal shareholders is positively related to default risk.

Ownership structure and risk taking behaviour was examined by Chun et al.,(2011). This study
examined the effects of managerial ownership on the risk-taking behavior of Korean and Japanese
banks from 1990 to 2000. The results showed that managerial ownership does not affect either the
risk or the profit levels of Korean banks. But it was found that there is positive relationship between
managerial ownership and total risk of Japanese banks. The coefficients of the interaction term
between franchise value and managerial ownership are negative and statistically significant for
both the Korean and the Japanese banking industries. This means that an increase in managerial
ownership in banks with high franchise values discourages risk-taking behavior. The results

confirm the disciplinary role of franchise value on the risk-taking behavior of banks.

Cole et al.,(2011) investigated the implications for risk taking behaviour due to the separation of
ownership and management. Data was collected from year 1996 to 2004. As the findings, it was

clear that the ownership structures have a significant impact on firms’ risk-taking behavior.

Thomsen and Pedersen,(2000) examined the association between ownership structure and
economic performance by using 435 of the largest European companies. Basically researchers
have used a data base containing information on ownership structures of the 100 largest
nonfinancial companies in 1990 in each of 12 European nations: Austria, Belgium, Denmark,
Finland, France, Germany, the United Kingdom, Italy, the Netherlands, Norway, Spain and
Sweden. They linked this data base to performance measures for a subsample of 435 companies.
Controlling for industry, capital structure and nation effects they found a positive effect of
ownership concentration on shareholder value (market-tobook value of equity) and profitability
(asset returns), but the effect levels off for high ownership shares. Furthermore it described that
the identity of large owners family, bank, institutional investor, government, and other companies

has important implications for corporate strategy and performance.
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METHODOLOGY

All companies which are listed in Colombo Stock Exchange were the population for this research
study. This study eliminates Banks, Finance and Insurance companies since the risk management
of these companies are different from non-financial firms. For this study, 30 companies based on
the highest market capitalization were selected as the sample. Stratified sampling method was
employed in this study.Data was collected from the year 2012 to year 2017 using annual reports

of selected companies.

Conceptual Framework

Independent Dependent

Variahles \/ariahla

» Institutional
Ownership

» Family Ownership

» Ownership Risk Management
Concentration (Beta)

ControllingVariable

Q

> Firm Size
> Debt Structure

Figure 1 : Conceptual Framework Source : Author Constructed
Variables

Three types of variables such as dependent, independent and control have been used for this study.

Dependent variables was risk management. As independent variables, institutional ownership,
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family ownership and ownership concentration were used. Control variables were firm size and

financial leverage.
Risk Management:

In this study risk management in the sense the need of risk management for the company. This
variable was measured by using beta. Beta is a measure of volatility of security or a portfolio in
comparison to the market as a whole. In this study an increase of beta means the need of risk
management for the entity. Beta was measured by using daily share price changes of each company

listed in CSEin relation to a benchmark equity index; All Share Price Index.
Institutional Ownership:

The percentage of institutional ownership was considered. Institutional shareholders always

concern about the performance of the company. So they monitor and supervise firm.
Family Ownership:

Percentage of ownership of family members was considered. Single family controls, especially
more than fifty percent of firm’s equity necessarily reduce the agency cost (Ghoul et al,.2007).

Controlling family fulfils the monitoring role similar to the block holders in corporate entity.
Ownership Concentration:

Ownership concentration is the diffusion of shares between investors of different companies.
Ownership will be more concentrated when the number of shareholders is less. (Mcknight and
Weir, 2009).

Firm Size:
This was measured by using the logarithm of total assets of company.
Financial Leverage:

The ratio of total debt to total equity is measured.
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Research Hypotheses

Hypothesis 1:There is a significant impact of institutional ownership on risk management.
Hypothesis 2:There is a significant impact of family ownership on risk management.
Hypothesis 3:There is a significant impact of ownership concentration on risk management.
Research Models

RMit= o + BLINSOWN +BiFMOWN-+ BIOWNCON + B2FSZE + BsLEV

Where,

RMit = Need of Risk Management in Year t for Firm i
INSOWN = Institutional ownership

FMOWN = Family Ownership

OWNCON = Ownership Concentration

FSZE = Firm Size

LEV = Leverage

DATA ANALYSIS
Regression analysis

The Pooled OLS regression model neglects the cross sections and time series nature of data.
Therefore, this study rejects the pooled OLS regression model and pay attention toward other two
models. The fixed effect model allows for heterogeneity or individuality among thirty companies
by allowing to have its own intercept value. The term fixed effect is due to the fact that although
the intercept may differ across companies, but intercept does not vary over time, that is it is time
invariant. Random effect model suggest all thirty companies have a common mean value for the

intercept. So hypotheses can be built as follows.

Ho: Random effect model is more appropriate

Hi: Fixed effect model is more appropriate
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Hausman test was employed to test the hypotheses. The table 1 provides the details of Hausman

test.

Table 1 :Hausman Test of Cross Section Random Effect

Test Summary

Chi-Sq statistic

Chi-Sq d.f.

Prob.

Cross-section random 2.524668

5

0.7728

Since P value is 0.7728 and it is more than 0.05, null hypotheses should be accepted while rejecting

alternative hypothesis. So RandomEffect model is more appropriate for testing data.

Table2:Regression Analysis; Random Effect Model

Variable Coefficient Std.Error Prob.
C 0.0182 0.0276 0.5265
Institutional ownership -0.0654 0.0354 0.0498
Family Ownership -0.0107 0.0082 0.0122
Ownership Concentration -0.1419 0.0162 0.0029
Firm Size 0.0099 0.0043 0.0242
Leverage 0.0004 0.0004 0.3145
R- squared 0.4864 F-statistic 6.5523
Adj. R-squared 0.3396 Prob.(F-statistic) 0.0001

Durbin- Watson Stat 2.4417

This model shows the interaction between beta and ownership structure. The R Squared in the

regression model indicatesthat 48.64% of the variation in beta is explained by the variables in the

model. So the fitness of the model is only 48.64%.The F-statistics (prob > chi 2) prove the

235



15" International Conference on Business Management (ICBM 2018)

efficiency of the estimated models at 1% level of significance and the value was 0.0001.Durbin-

Watson statistic of 2.44 ensure the unavailability of auto-correlation problem of this model.

According to the table 2, Institutional ownership, Family Ownership and Ownership Concentration
have significant impact on beta since these three variables have p values less than 0.05.
Institutional ownership variable has a negative coefficient of 0.0654, which means increase of one
unit of institutional ownership result in to decrease thebeta in 0.0654 units. That means, the
increase of institutional ownership affects to decrease the need of risk management of the entity.
Family ownership has a negative coefficient of 0.0107, which means increase of one unit of family
ownership result in to decrease the beta in 0.0107 units. That means, the increase of family
ownership affects to decrease the need of risk management of the entity.Ownership Concentration
has a negative coefficient of 0.1419, which means increase of one unit of Ownership Concentration
result in to decrease the beta in 0.1419 units. That means, the increase of Ownership concentration

affects to decrease the need of risk management of the entity.
Summary of Hypotheses Testing

Table 3 : Hypotheses Tests Results

Hypothesis

No Hypothesis Accept/Reject

There is a significant impact of institutional ownership
Hypothesisl | on risk management. Accepted

There is a significant impact of family ownership on risk

Hypothesis2 | management. Accepted

There is a significant impact of ownership concentration

Hypothesis3 | on risk management. Accepted

CONCLUSION

As per the findings of this study it was revealed that ownership structure significantly affects to
determine the risk of an entity. Results depict that beta value is significantly affected by ownership
structure variables. The necessity of risk management is occurred due to the form of ownership
structure. Negative coefficient of institutional ownership implies that there is an inverse

relationship between institutional ownership and beta of an entity. That means higher the
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institutional ownership lower the necessity of risk management (Wu and Cui,2002; Rashid,2015).
Generally institutional shareholders more likely to supervise and monitor the investing firm and
this affects to reduce the agency problem due to close supervision. So firms with lower level of
institutional shareholders may exposure to risk due to the availability of agency problem. That
kind of firms should aware about such situations and implement necessary procedures so as to
mitigate the risk. Negative coefficient of family ownership implies that there is an inverse
relationship between family ownership and risk of an entity. That means higher the family
ownership lower the necessity of risk management. Family ownership result in to reduce the
agency cost since family ownership closely monitor and supervise the firms.Negative coefficient
of ownership concentration implies that there is aninverse relationship between ownership
concentration and risk of an entity. That means higher the ownership concentration lower the
necessity of risk management.A higher level of ownership concentration or more block holders
suggest a stronger monitoring power from investors over a firm’s managerial decisions because of
the incentives from these owners to proactively safeguard their investment.Owners with significant
amount of shares always tend to take aggressive actions, either directly or indirectly, over firm
decisions such as the election of board members and replacement of CEO or poor management
with their voting power. So large block holders with higher level of ownership concentration have
more incentives to monitor the invested firm and it will result in to reduce the agency problems.
Ultimately it affects to reduce the risk. Thus, firms with higher level of ownership concentration
need lower level of risk management. By considering the findings of current research and empirical
findings it is clear that different ownership structures have different types of consequences towards
the entity. So firms should try to articulate their ownership structure so as to minimize the risk
level and enhance the performance. Sometimes mix of this various ownership structures may have

superior consequences than continuing single ownership structure.
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Abstract

Purpose: Sustainability reporting is a voluntary endeavor which involves publishing accounts that reflect the economic,
environment and social performance of an organization (Isenmann and Kim, 20006). The absence of a compulsory set of
sustainability reporting rules and standards have caused variances in reporting practices among the companies which
consequently it has influenced on business value creation process differently. Therefore the purpose of this study is to
identify whether there is a significant difference in sustainable disclosures among the financial institutes and how

sustainability reporting influence on institutional performance.

Methodology: The disclosure index derived from the Global Reporting Initiative (GRI) guidelines which consist of 119
parameters is used to evaluate the content of the reports of listed banks and financial sector companies. An analysis results
in a comparison between GRI guidelines and Generation four (G4) framework. Furthermore, the study investigated the
causal relationship between the level of disclosures and financial performance. Data is obtained from annual reports
compiled with the Security Exchange Commission (SEC), and companies’ websites analyses using SPSS 16 data analysis

package.

nalysis an iscussion: The results conclude that there’s no significant difference in sustainability disclosures between
Analy dD Th It lude that there’ gnificant diff tainability discl betw

isted banks and financial institutes an e amount of the disclosures have no significant influence on institutes’ financia
listed banks and fi 1 institut d th t of the discl h gnificant infl titutes’ fi 1
performance. Furthermore, the study confirmed that there’s no significant difference between G4 framework disclosures

(Adopted in 2016/2017 reporting petiod) and GRI guidelines (Adopted in 2017/2018 repotting petiod).

Research limitations/ implications: The sustainability theories and framework may provide a sensible explanation for

sustainability reporting practices in Sri Lanka

Originality/value: The businesses including financial institutes consume scatce resources. But poor attention has been paid

in reporting their accountability towards the sustenance. Therefore it is in need of recognizing sustainable responsibility.

Keywords:Cotporate Disclosutes; Financial Institutions; Sustainability/Integrated Reporting; Financial Petformance

1.0 INTRODUCTION

Sustainability, as a contemporary topic associated with the conservation of scarce resources, while
upgrading the standard of living of the current generation, has raised a significant global concern
(James, 2014). In the modern business era, it has become the rule of thumb in gaining a competitive
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advantage since it safeguards the business capacity in the value creation process. The integration
of three dimensions; economic, environmental, and social uplift the business’ efficiency,
effectiveness and transparency and lead businesses towards long-term success (Michael and Gross,
2004). So, integrated reporting which communicates combination and the role of each pillar in
confirming the sustenance of the business processes are being endorsed across the globe (Albetairi,
etal., 2018).

The Global Sustainability Standards Board features a modular, robust structure, and exemplifies
the best practice for global reporting on a range of interrelated economic, environmental and social
effects. GRI 101 (2016) defines meeting with the sustainability reporting standards (GRI
Standards) inspires firm accountability, manage risk, seize new opportunities and protect the
environment, improve the society while thriving economy by improving governance, reputation,

stakeholder relations, and building trust.

UsenkoandZenkina (2010) highlight the inability of financial performance measures in
ascertaining the company’s impact on the economy, environment, and society. Simply, the
financial regulatory framework ignores the positive-negative environmental and societal
externalities. It stimulates research on environmental, social, and sustainability reporting
frameworks applicable to the financial sector. Importantly, by nature, the financial sector does not
directly cause a negative impact on the environment and society as its involving in-service function
(Nwobu, et al., 2017). However, the implication of banking operations with a diversified customer

pool create demand for transparent disclosures for a broad range of stakeholders.
1.1 Objective

The objective of this study is to examine the sustainability report content which integrates
aforementioned three pillars and sustainability practices of Colombo stock exchange listed banks
and finance companies, and to measure the association of level of disclosures with the firm
performance i.e. Return on Assets (ROA) and Return on Equity (ROE) of banking and finance
companies. Secondly, it overlooks the trends of integrated reporting comparing 2017 with 2016

level of disclosures in the banking sector.
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1.2 Theoretical Framework
1.2.1 Legitimacy Theory

Legitimacy is defined by Lindblom (1994) as the condition where the company’s value system is
compatible with the societal value system. This theory emphasizes the importance of meeting
social expectations and standards to safeguard the long-term position. Align with the theory Faisal,
et al., (2012) argues that sustainability reporting strengthen the firm’s operative license in the
society while reducing the risk. This explains the two-way relationships where the company stick
to the social boundaries which are perceived as legitimate to gain the continual support from the
society. (Khan, et al., 2013). However, the company has the discretion to operate within its
institutionalized policies and constraints, but the failure to confirm the societal value of self-
practices may threaten the firms’ survival(Oliver, 1991). Lindblom (1994) further claims as if
there’s a disparity between the company’s actual value and the expected value the company’s
legitimacy may jeopardizeresulting a legitimacy gap. Therefore, the communication of the true

value to the society by adopting a globally accepted disclosure strategy is vital
1.2.2 Agency Theory

The theory explains principal-agent relationships between internal, connected and external
stakeholders. Agency conflict which arises due to information asymmetry destructs the
smoothness of the relationship. An adequate level of sustainable disclosures bridges the gap
between insiders and the outsiders (Shamil , et al., 2014; Dhaliwal, et al., 2011).

1.2.3 Stakeholder Theory

Freeman (1984) stipulates the stakeholder theory which endorses firms accountability towards a
range of stakeholders, i.e. suppliers, employees, community, environment etc. Harmoni( 2013)

explains that integrated reporting reinforces the firm’s relationship with the society it operates.
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2.0 LITERATURE REVIEW

The scope of literature covers the existing surveys on the level of sustainability disclosures and
the association between sustainability disclosures and firm’s performance because firm’s
environmental and societal concerns over the financial concerns have been extensively debated in

the literature.

AbeywardanaandPanditharathna (2016) pinpoint that there’s no consensus between the firms
about the level of voluntary disclosures including economic/ social performance. An empirical
study conducts in Malaysia analyzing sustainable disclosures of 15 commercial banks reveals that
social disclosures dominate the sustainability reporting framework (Harun, et al., 2013). The
findings further explain banks tempt to disclose more on labour conditions and decent work. Yang
andYaacob (2012) describe that external pressure has promoted the level of social disclosures.
Additionally, a survey conducts in the Mauritian banking industry using five disclosure index
indicates human resource as the most favorite theme since the human resource is the most

important asset in the service industry (Ramdhony, 2015)

Moreover, the study of 12 commercial banks listed on the Dhaka stock exchange concludes that
societal information is most extensively addressed with respect to the extent of financial reporting
(Khan, et al., 2010). The scholars classify GRI requirements into 5 components as environmental,
labour practices and decent work, product responsibility, human rights, and the society. However,
society disclosures lead with a percentage of 100% compared to 91.6% of labour practices and

decent work disclosures.

In contrast, a survey conducts taking a sample of 26 listed private banks in Dhaka Stock Exchange
divulges, outstandingly, energy reduction, and greenhouse gas emission disclosures report the
status of 94.9% and 92.3% respectively ( Akter, et al., 2017). The investigation of environmental
disclosure trends via content analysis of annual reports published by 17 Ghana Stock Exchange
Listed firms expose that the level of disclosures are very low and it is strongly associated with the
environmental sensitivity (p= 0.032) (Welbeck, et al., 2017).

H1a: There’s asignificant difference in the level of sustainable disclosures between banks and

financial institutions.
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Empirical study performs covering thirty banks enlisted in Bangladesh Chittagong Stock Exchange
(CSE) and Dhaka Stock Exchange (DSE) has presented a year on year (2011-2015) analysis which
emphasizes the yearly differences in sustainability reporting practices. Disclosure levels vary as;
0%, 3.33%, 6.67%, 6.67% and 10% from year 2011 to 2015 (Mahmud, et al., 2019). Sobhan, et
al. (2011) perform trend analysis in two banks over ten years in Bangladesh presents a significant
increase in the level of disclosures over the period of 2000 to 2009. Moreover, content analysis
conduct in a sample which comprised of 20 Malaysian financial institutes over the period of 2008-
2011 reveal an improvement of information disclosures with the passage of time (Darus, et al.,
2015).

H2a: There’s a significant difference between sustainable disclosures across the years.

Daub (2017) asserts that the quality of sustainable reporting depends on both qualitative and
quantitative information, and on the level to which company succeeded economically along with
the social and environmental efficiency and effectiveness. Therefore, a substantial amount of
researches have been conducted recently to determine the relationship between sustainability

reporting and the firm’s performance.

The enormous studies provide evidence for a significant positive relationship between
sustainability reporting and firm performance. According to Baumunk (2009), the primary
advantage of sustainable disclosures is boosting demand for the firm’s products and services.
Consequently, the increase in demand increases the firm’s return. Furthermore, Preston
andO'bannon, (1997) explain social responsibility disclosures create higher value for stakeholder
and craft internal capabilities while minimizing cost which leads the firm towards better financial

results.

A study performs in Jordanian Islamic banks obtaining data from 2008-2014 ascertains the
statistically significant relationship between the dimensions of sustainability with financial
measures such as; ROA and ROE (Zyadat, 2017). A field survey conduct in 60 Nigerian
manufacturing companies listed in Nigerian Stock Exchange and registered in Corporate Affairs
Commission, administering questionnaire with financial statement analysis identifies a significant
difference between environmental responsible firms and irresponsible firm’s performance

(Ngwakwe, 2010). So, it establishes a positive relationship between sustainability driven business
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practices and ROA. Similarly, A panel data regressions analysis perform by Yilmaz (2013) in
Turkey banking industry finds a significant financial result with some social indicator disclosures.
Jones (2005) develops an index score based on GRI to determine the relationship between
sustainability disclosures and financial performance which is measured by financial ratios and

market adjusted returns study results mixed positive outcomes with different measures.

A study design in Greece identifies that the banks which adhere to GRI guidelines and who include
in sustainability indices outperform in the market due to their environmental and social
performance and these guidelines have created demand for sustainability reporting in terms of

environmental and social performance (Skouloudis, et al., 2011).

All the studies that have been performed in relation to the impact of sustainable disclosure on
financial performance do not produce consistent results. There is contrary evidence which shows
no or negative relationship between variables. Aupperle, et al. (1985) relationship analysis between
sustainability disclosures and profitability on companies enlisted in Forbes figure out no
relationship between variables. Pearson correlation analysis and chi-square test fail to establish a
relationship between the amount of social, environmental disclosures and finical performance (p
> 0.05) in the study conduct by Murray, et al. (2006) using data of UK top 10 companies over 10
years period (1988-1997). Lopez, et al., (2007) divides 110 firms quoted in the Dow Jones
Sustainability Index into two group to determine the impact of sustainability on the performance.
The study derives negative results concluding that there is a negative impact on the performance.
Similarly, Buys, et al. (2011) take data from McGregor BFA database from 2002-2009 to
investigate the economic performance of sustainability reporting. T-test analysis performed to

conclude that there’s no relationship between sustainability reporting and performance.

H3a: Level of sustainable disclosures (economic/ environmental and social disclosures)

havean association with the bank’s financial performance.

246



15" International Conference on Business Management (ICBM 2018)

2.1 Sri Lankan context

Wijesinghe (2012) conducts a study in 75 companies which represent 14 industries to identify the
current social responsibility reporting framework. As a result, GRI guidelines are used and the
study shows a low level of disclosures in sustainability components including; governance,

economy, environment, and society in Sri Lankan companies

Annual reports, sustainability reports and website content analysis of sixty public listed companies
in Sri Lanka to examine the relationship between sustainability reporting /sustainability key
performance indicator (KPI) reporting and company-specific characteristics namely; company
size, company age and financial performance and the study affirm that company size as the most
significant factor that effect on sustainability KPIs (Dissanayake, et al., 2016). In contrast to
Wijesinghe (2012) large-scale corporations disclose the high level of disclosures to exploit

performance benefits.

The in-depth interviews conducted with eighteen top managers of subsidiaries by
Beddewela&Herzig (2013) seek out the reasons for the low level of social responsibility
disclosures in the Sri Lankan context. Institutionalized processes along with the internal

legitimacy distract the companies from social reporting.

However, the literature is lacking specific focus on Sri Lankan finance sector. Therefore the study
fills the gap contributing to the literature by performing content analysis and considering the
potential relationship between sustainability disclosures and the economic performance of listed

banks and financial institutes in Sri Lanka as a developing economy in the Sri Lankan Content.
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3.0 RESEARCH METHODOLOGY
3.1 Sampling and Data Collection

The central bank of Sri Lanka provides a list of registered banks and financial institutes. The list
is comprised of 26 local banks and 43 financial companies. However, out of this 69 companies, 2
are state-owned and only 11 banks and 28 finance companies are listed in the Colombo Stock
Exchange, All Share Price Index. The study sample consists of 2 state-owned banks, 10 private
banks, and 20 finance companies which are selected based on the accessibility to the financial
statements with sustainability reports. Hence, the data employed in this study are sourced from the
annual reports and sustainability reports of selected banks and financial companies. Furthermore,
the study considers annual reports and sustainability reports issued by the banks over two years
2016-2017 since the companies have been moved from G4 framework (2016-2017 reporting
period) to GRI framework (2017-2018 reporting period)

3.2 Key Variables

Author has defined the variables considering the Sri Lankan context and they are listed below;

Economic Disclosures

Financial Performance
Environmental Disclosures Return on Assets

Return on Equity

Social Disclosures

Figure 1: Conceptual Framework
3.2.1 Sustainability Reporting Index

SR index score is derived from the consolidated set of GRI Sustainability Reporting Standards
which is effective from 2018. Accordingly, 56 general standards, 13 economic standards, 23
environment standards, and 27 social standards are used. The total compilation of each component

convert to 100% scale using the following formula;
Amount of compilation (n)

S _ x 1009
core (s) Number of standards considered %
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However, the new set of standards is only applied in the sustainability reports published for
2017/2018 reporting period. Therefore, the alternative index is developed only for the banks based

on previous reporting guidelines (G4 guidelines) to perform a comparative analysis between years

2017/2018 reporting period with 2016/2017 reporting period. (General 59 standards: = % X

100% , Economic 13 standards: s = % x 100%, Environment 26 standards : s = 2"—6 X 100%,
Social 30 standards: s = :—0 x 100%.

3.2.2 Return on Assets (ROA)

ROA indicates the profitability of the firm relative to the total assets employed in the firm
(Kabajeh, etal., 2012). It is widely used as a comparative measure because it substantially depends
on the industry considered. It asses how effective firm is in converting the amount invested in the
assets through equity or debt financing into net income (Saragih, 2018). Consistent with the prior
research (Garg, 2015; Griffin and Mahon, 1997; Zyada, 2017:Alshehhi, et al., 2018) ROA

computes as;

net income + interest expense (PBT)
ROA =

Average total assets
3.2.3 Return on Equity (ROE)

ROE as a profitability ratio measures the amount of profits returned as a percentage of shareholders
investments(Kabajeh, et al., 2012). It reveals the company’s profit generation ability with the
shareholder equity. ROE is a useful ratio in comparing company net income with the others in the
industry. It illustrates the efficiency and effectiveness of the company turning money into gains
for the investors(Saragih, 2018). Consistent with the prior research (Zyada, 2017; Alshehhi, et al.,
2018) ROE computes as;

Net Income adjusted for tax

ROE =
0 Shareholder equity
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3.3 Data Analysis

Descriptive statistical analysis, independent sampling test, paired sampling t-test, correlation and

regression analysis are performed to analyze the data collected on the aforementioned variables in

order to conduct the analysis. Moreover, the Statistical Package for Social Sciences Version 16

(SPSS 16) is used to analyze the data.

4.0 FINDINGS AND ANALYSIS

The banks and finance companies degree of adherence to the global reporting initiatives in 2017

is depicted in table 1.2

Table 1: Application of GRI Guidelines (Reporting Period 2017-2018)

2017 - GRI Initiatives

General - 56 Economic - 13 | Environment | Social -27
standards Standards - 23 Standards | standards
8 8 8 8
|z |z 2 e |8 |g
o o o o
S | & S | & S A |8 |&a
Banks
Commercial Bank 42 75% 7 54% 4 17% |21 78%
Peoples Bank 38 68% 8 62% 4 17% |21 78%
PABC 31 55% 2 15% 0 0% 11 41%
Amana 28 50% 1 8% 0 0% 7 26%

2 The author has considered 56 general disclosures, 13 economic disclosures, 23 environmental disclosures and 27 social
disclosures presented in the GRI guidelines. The number of standards satisfied by each institute is presented under the
compliance column and score is awarded based on the degree of compliance using the SR index presented in the pg.08
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Sampath Bank 56 100% 11 85% 17 74% |21 78%
DFCC 33 59% 3 23% 0 0% 6 22%
HNB 52 93% 6 46% 3 13% |8 30%
MBSL 32 S57% 6 46% 5 22% |12 44%
NSB 44 79% 9 69% 1 4% 22 81%
NTB 45 80% 2 15% 9 39% |11 41%
Seylan Bank 45 80% 9 69% 22 96% | 27 100%
BOC 44 79% 6 46% 1 4% 19 70%

Finance Companies

AMW 32 5% 4 31% 1 4% 9 33%
Arpico Finance 42 75% 6 46% 8 35% |14 52%
Asia Asset 31 55% 0 0% 1 4% 8 30%
Asian Alliance 38 68% 2 15% 6 26% |14 52%
Associated Motors 34 61% 0 0% 1 4% 9 33%
Bimputh 32 S571% 4 31% 1 4% 9 33%
CDB 40 71% 10 7% 9 39% | 20 74%
Commercial Credit 40 71% 10 77% 1 4% 18 67%
LB Finance 56 100% 8 62% 12 2% |12 44%
LOLC 40 71% 10 7% 1 4% 18 67%

Peoples Leasing 52 93% 13 100% 23 100% | 24 89%
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Vallible Finance 31 55% 0 0% 1 4% 8 30%
Central Finance 32 57% 4 31% 1 4% 9 33%
BRAC Lanka Finance 32 57% 4 31% 1 4% 9 33%
Colombo Trust 32 57% 4 31% 1 4% 9 33%
Commercial Leasing 31 55% 0 0% 1 4% 8 30%
Orient Finance 32 57% 4 31% 1 4% 9 33%
Softlogic Finance 31 55% 0 0% 1 4% 8 30%
The Finance 32 57% 4 31% 1 4% 9 33%
Mercantile Investments 52 93% 13 100% |24 100% | 24 89%

and Finance PLC

252




15" International Conference on Business Management (ICBM 2018)

The study presents that banks mostly report Figure 2: Economic, Environmental

social indicators including; terms and conditions and Social
Perfaormance nf Ranks

of employment, manager-employee relations,

occupational health and safety, training and Three Pillar stance-

education, diversity, equal opportunities, non- Banks
discrimination and compliance with the labour oo
laws, which are associated with the employee 0.4
well-being. Moreover, social disclosures cover O'z
interactions with local communities, ethical
Social Environment

marketing, and labeling practices, supplier

assessment, and customer privacy.

The economic disclosure stands behind the social disclosures. Even though banks disclose their
direct economic impact and economic value it has failed to disclose the market presence, indirect
economic impact, procurement practices, and anti-corruption policies.

Banks reporting on environmental disclosures are very poor. Banks are reluctant to disclose
information on energy consumption, gas emission, effluents of waste, and supplier environmental
assessment.

The study presents a similar trend in the financial companies, it discloses more on social
performance but less on environmental performance.

Figure 3: Economic, Social, and Environmental performance of Finance Companies

Three Pillar Stance- FInance Companies

Economic

0.4
0.2
0

Social Environment

% The aggregate of compliance of economic, social and environmental disclosures by banks and finance companies are considered
separately to construct the figure 2 and 3 graphs
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Table 2: Application of G4 Guidelines (Reporting Period 2016-2017)

2016- G4 Standard system

General - 59 Economic - 13 Environment - 26 Social -30
standards standards standards standards
8 5] 5] 5]
5 0| & 2| 5 2| 5 :
o o o o
Commercial Bank | 49 0.875 7| 0.5384615 31 0.115384615 18 0.6
Peoples Bank 45| 0.8035714 8 | 0.6153846 2 | 0.076923077 19 | 0.633333
PABC 39 | 0.6964286 3| 0.2307692 1] 0.038461538 11 | 0.366667
Amana 30 | 0.5357143 3| 0.2307692 1| 0.038461538 6 0.2
Sampath Bank 57| 1.0178571| 13 1 26 1 30 1
DFCC 30 | 0.5357143 3| 0.2307692 1| 0.038461538 8 | 0.266667
HNB 31| 0.5535714 5| 0.3846154 7 | 0.269230769 9 0.3
MBSL 57 | 1.0178571 9| 0.6923077 26 1 27 0.9
NSB 52 | 0.9285714 9| 0.6923077 2 | 0.076923077 19 | 0.633333
NTB 49 0.875 2 | 0.1538462 10 | 0.384615385 13 | 0.433333
Seylan Bank 48 | 0.8571429 | 13 1 26 1 30 1
BOC 33 | 0.5892857 3| 0.2307692 2 | 0.076923077 20 | 0.666667

As aforementioned consolidated integrated reporting standards are introduced in the year 2016 and

it’s effective from 2018. Therefore in the 2016-2017 reporting period companies applied G4

guidelines. Banks compliance with the G4 guidelines is presented above. The level of disclosures

follows the similar pattern as 2017. Mostly bank discloses their social performance. Then

economic performance and enviromental disclosures stand at the last.
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Table 3: Descriptive Statistical Analysis of level of disclosures between banks and finance
companies

Group Statistics
Sector N Mean Std. Deviation SiEth BTy
Mean
Banks 12 | 44.8708 24.72908 7.13867
Economic Finance Companies 20 | 38.461 33.20287 7.42439
Banks 12 | 23.9125 30.99327 8.94699
Environmental | o ance Companies 20 | 20.6535 30.67382 6.85887
Banks 12 | 57.4075 26.16573 7.5534
Societal Finance Companies 20 | 45.9245 20.19436 45156

Social disclosures of the banks reported the highest mean score of 57.41 (o = 26.17). Similarly,
finance companies also reported the highest mean score with the social disclosures (u=45.92, ¢ =
20.19). The mean scores of all three pillars indicate no significant difference between banks and

Finance Companies.
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Figure 4: Presentation of reporting practices differences in the box plot
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The box plot graphs endorse the descriptive statistical results. However, 2 banks and 2 finance

companies (Sampath Bank, Seylan Bank, Peoples Leasing Finance Company and Mercantile

Investment) present as outliers due to their level of environmental disclosures compared to others

in the sector.

Independent Sample T-Test is performed to determine whether there is a statistically significant

difference between banks and finance companies.

Table 4: Independent sample test

Independent Samples Test

Levene's
Test for
Equality of
Variances t-test for Equality of Means
95% Confidence
Sig. Mean | Std. Error Interval of the
(2- | Differenc | Differenc Difference
F Sig. t df tailed) e e Lower Upper
vaiances | 1%2| 2ag| s78| 30| e8| 64098 | 11.00013 -| 29.0589
L o "- ' ' ' ' 16.23924 0
£ | assumed
g Equal
S | variances - | 27.4936
L not .622 | 28.417 539 | 6.40983 | 10.29962 14.67403 9
assumed
Equal
S | variances | .000| Y% | 200| 30| .774| 325900 | 11.24341 -| 26.2211
= 0 19.70310 0
2 assumed
S | varia 26.5740
S | variances ] _
£ | not .289 | 23.108 J75 | 3.25900 | 11.27354 20.05607 7
assumed
Equal
variances | >°2 | 079 | T2 | 30| 174 1148300 | 824069 | -5.34674 | *>%
$ | assumed
(5]
‘S | Equal
o .
P | e anees 90| 18872 | 208| 1148300 | 880025 | -6.94450 | 210
assumed
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Levene’s Test with a p-value of 0.248 for economic disclosures indicates that variances are equal
across the two groups (Banks and Finance Companies). The t= 0.578 with a p-value of 0.568
(p>0.05) deduce that there is no statistically significant difference in economic disclosures between
banks and finance companies. Test results are similar to environmental and social disclosures.
Levene’s Test p values of 1.000 and 0.079 confirm the assumption of equal variances are assumed.
Then, the respective t values 0.029 and 1.393 with p-values of 0.074 and 0.174 concludes that
there’s no statistically significant difference in the amount of environmental and social disclosures
between banks and finance companies. Each variable 95% Confidence Interval for mean values
contain zeros; Economic -16.2392 : 29.05890, Environmental -19.70310 : 26.22110, and Social -
5.34674 :28.31274, ratify that the results are not significant at the given significance levels.

Paired Sample T-Test results are analyzed to compare the banks’ sustainability content between

two years 2016/2017 and 2017/2018.

Table 5: Paired Sample Correlation Analysis

Paired Samples Correlations
N Correlation Sig.
Pair 1 | Economic 2017 and Economic 2016 12 .882 .000
Pair 2 | Environmental 2017 and Environmental 12 827 .001
2016
Pair 3 | Social 2017 and Social 2016 12 784 .003

2017 economic, environmental, and social disclosures and 2016 economic, environmental, and
social disclosures are statistically correlated with the respective r values of 0.882, 0.827, and
0.784 (p-values 0.000, 0.001, and 0.003).
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Table 6: Paired Sample Test

Paired Samples Test

Paired Differences
95% Confidence Sig.
Std. Interval of the (2-
Std. Error Difference tailed
Mean Deviation | Mean Lower Upper t df )
Economic
2017 and 4.1630 - .
H -
= Economic 5.13000 | 14.42134 8| 1429288 4.03288 1232 11| 244
o | 2016
Environmen
tal 2017 and - 6.6962 - i
N
= Environmen | 10.38250 23.19655 7| 25.12088 4.35588 1550 11| .149
a | tal 2016
Social 2017
o | and Social i 5.1533 - | 10.4167 |
e 2016 92583 | 17.85186 9| 1226836 0 180 111 .861
o

The economic disclosures (t = -1.232, p> 0.05) environmental disclosures (t = -1.550, p> 0.05)

social disclosures (t = -.180, p> 0.05) are not significantly differ between two years.

Table 7 ascertains the relationship between the level of disclosures and the financial performance.

Table 7: Pearson Correlation Analysis

S
&
o
= e
— E c —
e S S ks
5 g 2 S
O L w — n
ROE Pearson Correlation .240 141 -.061 137
Sig. (2-tailed) .185 442 741 454
N 32 32 32 32
ROA Pearson Correlation -.010 .015 -.034 -.135
Sig. (2-tailed) .955 .935 .854 463
N 32 32 32 32

**_Correlation is significant at the 0.01 level (2-tailed).
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Economic disclosures with ROE / ROA results p-value of 0.185 and 0.442 respectively, which
indicate that the level of disclosures do not statistically influence on performance. Likewise, the
degree of environmental and social disclosures do not significantly influence financial measures;
ROA and ROE with respective p- Values of 0.741 and 0.454.

Table 8: Linear Regression Analysis

ANOVA?
Model Sum of Squares | df Mean Square F Sig.
1 Regression 2.900 3 967 | .750 531P
Residual 36.073 28 1.288
Total 38.973 31
a. Dependent Variable: ROA
b. Predictors: (Constant), Societal, Environmental, Economic
Model Sum of Squares | df Mean Square F Sig.
1 Regression 140.787 3 46.929 | .750 531P
Residual 1751.283 28 62.546
Total 1892.071 31

a. Dependent Variable: ROE
b. Predictors: (Constant), Societal, Environmental, Economic

The regression model developed to measure the association of level of general, social,
environmental, and social disclosures fails to ascertain a relationship with the financial measures
(ROA and ROE) with p values of 0.531 and 0.531

5.0 DISCUSSION

Majority of the banks and finance companies in Sri Lanka adhere to the Consolidated GRI
Sustainability Reporting Standards issued by the Global Sustainability Standards Board (GSSB).
Sustainability reporting practices are concentrated on the social disclosures rather environmental
risk disclosures. Similar results have been observed in Malaysian Banking sector by Harun, et al.
(2013). The issues bothering on employee/ community investment such as training and

development, equal opportunities, defined benefit plans, employee health and safety and
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interactions with the local community has gained more attention in terms of sustainability
disclosures (Khan, et al., 2010; Nwobu, et al., 2017). The precedent statement reflects the poor
understanding of environmental risk associated with contemporary environmental issues such as
global warming, climate change, waste disposal etc. Therefore, Sri Lankan banking and finance
sector disclosures are inconsistent with the disclosures produce by Dhaka Stock Exchange-listed
banks ( Akter, et al., 2017).

The comparative analysis of two level of disclosures; G4 standards and GRI standards over two
years period 2016/2017 and 2017/2018 shows no improvement over the period. 2016/2017 level
of disclosures is equal to the 2017/2018 level of disclosures. Therefore, the findings of the study
do not agree with the (Mahmud, et al., 2019; Garg, 2015; Sobhan, et al., 2011).

Because of the growing interest in reporting economic, social, and environmental performance,
the study is concerned with measuring the relationship between sustainability disclosures and
financial performance. It concludes that the level of disclosures has no correlation or association
with the financial performance measure. Aupperle, et al., (1985) report the similar results in a
study of firms listed in the Forbes. Investigation of UK top 10 companies over 1988-1997 period
fail to ascertain a relationship between the variables since p-value > 0.05.

6.0 CONCLUSION

The study aims to discover the pattern of sustainability disclosure practices of companies in the
finance sector in Sri Lanka. The results elucidate that financial companies are more interested in
social disclosures than disclosing indirect economic impact and environmental performance.
Moreover, the study confirms that there is no improvement in the level of disclosures over the
period of time. In addition, the analysis reveals sustainability disclosures of a firm create no impact
on the Return on Equity and Return on Assets. Therefore, the findings resulted in rejection of the

hypotheses developed.

7.0 RECOMMENDATIONS

Regulators continuous monitoring of sustainability disclosure practices is required to maintain a

balance between each layer/pillar. Besides, banks and financial institutes require self-governance
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in order to contribute towards social, economic and environmental performance. Reporting on
sustainability does not provide immediate benefits, enhanced transparency, reduced risk, increased

stakeholder involvement will produce benefits in the long-run.

This paper provides inference for future studies. Future scholars can determine causes for
sustainability reporting while analyzing the disclosures over the extended period. Additionally,
cross-sectional analysis across the different industries can be performed by identifying challenges

encountered by banks in reporting social, economic and environmental performance.
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Appendix A

Disclosure Index

G4 Guidelines |GRI Guidelines

General Disclosures

G4-3 102-1 Name of the organisation
41102-2 Activities, brands, products and services
5(102-3 Location of headquarters
6(102-4 Location of operations
7(102-5 Ownership and legal form
8[102-6 Markets served
9|102-7 Scale of the organisation
10n11 102-8 Information on employees and other workers
12{102-9 Supply chain
13{102-10 Significant changes to the organisation and its supply chain
14{102-11 Pecautionary Approach
15|102-12 External initiatives
16{102-13 Membership of associations
1]102-14 Statement from senior decision-maker
2|102-15 Key impacts, risks, and opportunities
56/102-16 Values, principles, standards, and norms of behaviour
57{102-17 Mechanisms for advice and concerns about ethics
58 Internal and external mechanisms for reporting concerns about unethical or unlawful behaviour
and matters related to organisation’s integrity including whistle-blowing mechanisms or hotlines
Governance 34 [102-18 Governance structure
35(102-19 Delegating authority
36(102-20 Executive- level responsibility for economics, environmental and social topics
37]|102-21 Consulting stakeholders on economic, environmental and social topics
38|102-22 Composition of the highest governance body and its committees
39|102-23 Chair of the highest governance body
40|102-24 Nominating and selecting the highest governance body
41]102-25 Conflicts of interest
421102-26 Role of highest governance body in setting purpose, values and strategy
purpose, values and strategy
43|102-27 Measures taken to develop and enhance the collective knowledge of the highest governing body
on economic, environmental and social topics
441102-28 Processes and actions taken in response to evaluation of the performance of the highest
governance body’s in respect to governance of performance economic, environmental and social
topics
45|102-29 ldentifying and managing economic, environmental, and social impacts
46|102-30 Effectiveness of risk management processes
471102-31 Review of economic, environmental, and social topics
48]102-32 Highest governance body’s role in sustainability reporting
49|102-33 Communicating critical concerns
50({102-34 Nature and total number of critical concerns
51]|102-35 Remuneration policies
52(102-36 Process for determining remuneration
53|102-37 Stakeholders’ involvement in remuneration
54({102-38 Annual total compensation ratio of highest paid individual
55|102-39 Percentage increase in annual total compensation ratio of highest paid individual
24(102-40 List of stakeholder groups
102-41 Collective bargaining agreements
25(102-42 Identifying and selecting stakeholders
26(102-43 Approach to stakeholder engagement
27(102-44 Key topics and concerns raised
17|102-45 Entities included in the consolidated financial statements
18|102-46 Defining report content and topic boundaries
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19|102-47 List of material topics
20 Material Aspect boundaries within the organization
21 Material Aspect boundaries outside the organization
22|102-48 Restatements of information
23(102-49 Changes in reporting
Reporting Cycle[102-50 Reporting period
29|102-51 Date of most recent report
30[102-52 Reporting cycle
31(102-53 Contact point for questions regarding the report
102-54 Claims of reporting in accordance with the GRI Standards
32(102-55 GRI content index
33|102-56 External assurance
Economic Disclosures
EC 1 201-1 Direct economic value generated and distributed
EC 2 201-2 Financial implications and other risks and opportunities due to climate change
EC 3 201-3 Defined benefit plan obligations and other retirement plans
EC 4 201-4 Financial assistance received from government
EC 5 202-1 Ratios of standard entry level wage by gender compared to local minimum wage
EC 6 202-2 Proportion of senior management hired from the local community
EC7- 10irect Ec{203-1 Development of infrastructure and service supported
EC8 203-2 Significant indirect economic impacts
EC9 204-1 Proportion of spending on local suppliers
SO3 205-1 Operations assessed for risks related to corruption
205-2 Communication and training on anti-coruption policies and procedures
SO 5 205-3 Confirmed incidents of corruption and actions taken
206-1 Legal action for anti competitive behaviour , anti trust and monopoly practices
Environmnetal Disclosure
EN 1 301-1 Materials used by weight or volume
EN 2 Percentage of materials used that are recycled input materials
EN 3 302-1 Energy consumption within the organisation
EN 4 302-2 Energy consumption outside the organization
EN 5 302-3 Energy intensity
EN 6 302-4 Reduction of energy consumption
EN 7/EN 27 |302-5 Mitigation of environment impact of product and service
304-1 Operational sites owned, leased, managed in or adjacent to, protected areas and areas of high
biodiversity value outside protected areas
304-2 Significant impacts of activities, products and services on biodiversity
304-3 Habitats protected or restored
304-4 IUCN Red List species and national conservation list species with habitats in areas affected by
operations
EN 15 305-1 Direct (Scope 1) GHG emissions
EN 16 305-2 Energy indirect (Scope 2) GHG emissions
EN 17 305-3 Other indirect (Scope 3) GHG emissions
EN 18 305-4 GHG emissions intensity
EN 19 305-5 Reduction of GHG emissions
EN 20 305-6 Emissions of ozone-depleting substances (ODS)
EN 21 305-7 Nitrogen oxides (NOX), sulphur oxides (SOXx) and other significant air emissions
EN 22 306-1 Water discharge by quality and destination
EN8 306-2 Waste by type and disposal method
EN 10 Percentage and total volume of water recycled and reused
EN 25 306-4 Transport of hazardous waste
EN 9 306-5 Water bodies affected by water discharges and/ or runoff
EN 31 Total environmental protection expenditures and investments by type
EN 32 308-1 New suppliers that were screened using environmental criteria
EN 34 Number of grievances about environmental impacts filed, addressed and resolved through formal
grievance mechanisms
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Socieatal Disclosures

LA1 401-1 New employee hires and employee turnover

LA2 401-2 Benefits provided to full-time employees that are not provided to temporary or part-time
employees

LA3 401-3 Parental leave

LA 4 402-1 Minimum notice periods regarding operational changes

LAS 403-1 Workers representation in formal joint management-worker health and safety committees

LA 6 403-2 Types of injury and rates of injury, occupational diseases, lost days and absenteeism, and
number of work-related fatalities

LA7 403-3 Workers with high incidence or high risk of diseases related to their occupation

LA 8 403-4 Health and safety topics covered in formal agreements with trade unions

LA9 404-1 Average hours of training per year per employee

LA 10 404-2 Programs for upgrading employee skills and transition assistance programs

LA11 404-3 Percentage of employees receiving regular performance and career development reviews

LA 12 4051-1 Diversity of governance bodies and employees

LA 13 405-2 Ratio of basic salary and remuneration of women to men

LA 16 Number of grievances about labour practices filed, addressed and resolved through formal
grievance mechanisms

HR3 406-1 Incidents of discrimination and corrective actions taken

HR4 407-1 Operations and suppliers in which the right to freedom of association and collective bargaining
may be at risk

HR 5 408-1 Operations and suppliers at significant risk for incidents of child labour

HR6 409-1 Operations and suppliers at significant risk for incidents of forced or compulsory labour

SO1 413-1 Operations with local community engagement, impact assessments, and development programs

SO2 413-2 Operations with significant actual or potential negative impact on local communities

SO 10 414-1 New suppliers that were screened using social criteria

PR 1 416-1 Assessment of the health and safety impacts of product and service categories

PR 2 416-2 Incidents of non-compliance concerning the health and safety impacts of products and services

PR3 417-1 Requirements for product and service information and labelling

PR4 417-2 Incidents of non-compliance concerning product and service information and labelling

PR 6 Sale of banned or disputed products

PR7 417-3 Incidents of non-compliance concerning marketing communications

PR5 Results of surveys measuring customer satisfaction

PR8 418-1 Substantiated complaints concerning breaches of customer privacy and losses of customer data

PR 9 419-1 Non-compliance with laws and regulations in the social and economic area
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Abstract

The purpose of this study is to comprehensively review the determinants and explanations of dividend policy. Using
systematic literature review approach, 355 research studies in dividend policy have been reviewed and a sample of 185
studies was selected based on the importance they ascribed to the dividend puzzle. A crossover analysis was carried out
critically reviewing 123 research articles from the final sample. The results presented in this study revealed contradiction
with a high level of discrepancy amongst studies both in terms of theories and determinants of dividend policy. Moreover,
there is no published research study focused on all determinants and explanations, and there were no distinctive factors
which affect the dividend policy alone and it is suggested to proceed with the dividend decision model for a single
consensus of the dividend puzzle.It is notable that, researchers should have balanced focus on organizational, market and
behavioral determinants when examining dividend policy. Management and investors should consider all the imperfections
ot factors, their interactions and consequences when making important dividend and/or stock decisions. The future
studies conducted in the same phenomenon should be more comprehensive and should be carried out through the
dividend decision model in a mixed method approach in order to overcome the research gaps arisen within the current
paradigm. Otherwise, they are likely to result in a blind search. This study is conducted comprehensively reviewing all
available theories and empirical determinants of corporate dividend policy and emphasize on the dividend decision model

to deal with the dividend puzzle.

Key Words: Dividend policy, dividend puzzle, dividend decision model
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INTRODUCTION

Various research studies have focused on dividend policy issues. The determinants
ofdividend policy were first investigated in early corporate financial studies. In 1956,
Lintnerpointed to existing dividend decision, its payoutand firm’s earnings as the benchmarks for
future dividend decisions and the major determinants of corporate dividend policy.Miller and
Modigliani (1961) suggested that in a perfect market the differential taxation of dividends could
generate an ‘affinity effect’ whereby each firm would attract a fastidious clientele with a preference
for its dividend policy. Elton and Gruber (1970) proposed that taxation has a negative impact on
firm's dividend policy, which would equally lead to different tax clienteles. Higgins (1972)
identified that firm’s fund requirement for investments also has a significant impact on dividend
policy. Bhattacharya (1979) identified profitability as a determinant of dividend policy and argued
that managers could use dividend to communicate firm’s profitability to outside investors. Rozeff
(1982) identified agency cost as a major determinant of corporate dividend policy. Donaldson’s
(1990) stewardship theory suggested that corporate governance plays a positive role in diminishing
agency costs while Jensen’s (1986) free cash flow theory proposed that growth in dividend payouts
may help to mitigate free cash flow under managers’ control, therefore implying that free cash
flow is also a determinant of corporate dividend policy. Mueller (1972) argued that dividend
decision is based on the life cycle of the organization, and therefore life cycle variables such assize,
growth opportunities and retained earnings to common equity ratio (Fama and French, 2001) can
also be interpreted as determinants of corporate dividend policy. Baker and Wurgler (2004) stated
that the decision to pay dividends is driven by current investor demand, which establishes market
dividend premium as a determinant of corporate dividend policy. Shefrin (2009) investigated
different behavioural accounts of dividends and posit that demographic factors such as low
income, retired and older households as the actual determinants of dividend policy.

Even in the multi factor explanation context, findings of the different scholars are
contradictory. For instance, Botoc and Pirtea (2014) investigated dividend policy in sixteen
emerging countries and findings implored that size, corporate governance, profitability, cash needs
and liquidity as the determinants which have positive impact on dividend policy while growth is
identified as a determinant which has a negative impact on dividend policy. Kuzucu (2015) studied
the determinants of dividend policy in the Turkish listed firms.His findings revealed that the

leverage, growth rate, profitability, earnings and family controlas negative determinants, whereas
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the size, age and P/E ratio as positive determinants and liquidity as insignificant variable. In terms
of profitability and liquidity, his findings are contrary to Botoc and Pirtea’s (2014) results. Yusof
and Ismail (2016) identified that firm size, earnings, and investment have a positive significant
effect, whereas debt and large shareholders have a negative impact on dividend policy in the
Malaysian context. Further, they revealed that growth, free cash flow and lagged dividends are
insignificant which is contrary to previous findings. Baker and Jabbouri (2016) implored that the
earnings, shareholder needs and the past dividends as key factors influencing corporate dividend
policy. It seems that lagged dividends played a contradictory role in Yusof and Ismail’s (2016)
and Baker and Jabbouri’s (2016, 2017) studies.

Bhattacharyya (2007) reviewed dividend policy focusing on clientele, signalling, agency
and free cash flow hypotheses and results emphasized the future research studies should take all
the empirical implications of all the theories while testing them simultaneously. Al-Malkawi et
al. (2010) reviewed six major theories and their empirical stance on dividend policy. They
concluded that the Fisher Black’s statement of dividend puzzle is still valid; "the harder we look
at thedividends picture, the more it seems like a puzzle, with pieces that just do not fit
together"(Black, 1976, p. 5). Baker and Weigand (2015) revisited the dividend policy focusing
seven explanations on paying dividends; bird in the hand, taxes and tax clienteles, asymmetric
information, agency cost, catering, behavioural and firm life cycle theories. Theysuggested
developing a new paradigm or model to compact the dividend puzzle.Addressing the
aforementioned gaps in literature, this study focuses on all available explanations (twelve theories)
based on dividend policy using the theoretical triangulation approach. Here, the aim of the study
is to identify a possibly universal set of determinants of dividend policy, and to develop a new
model to deal with the dividend puzzle as suggested by Baker and Weigand (2015).The contrasting
views of aforesaid previous studies and lack of comprehensive reviews of dividend policyare the

main justification for our study.

LITERATURE REVIEW

A number of theories of dividend policy were proposed in the past decades.Lintner (1956)
reviewed available information from 600 listed companies and selected 28 firms for detailed
investigation as the first attemptto study dividend policy determinants. After a detailed financial

analysis, in-depth interviews were conducted andidentified existing dividend decision,dividend
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payout and net earnings as the key determinants of dividend policy, while liquidity and debts were

identified as secondary factors.

Dividend Irrelevance Theory

In 1961, Miller and Modigliani criticized the bird-in-the-hand explanation theory and
championed a view based on the concept of “dividend irrelevance.” They suggested that dividends
have no impact on firm value under perfect and frictionless market conditions. Relying on
quantitative modeling, they emphasized that given a certain investment policy, the firm’s dividend
becomes irrelevant to its current valuation. Finally they identified tax differences and brokerage
fees as major imperfections in the market place. Miller and Scholes (1978) argued that limitations
such as interest deductions to investment income and tax free accumulation of wealth would cause
taxable investors to be indifferent to dividends, despite tax differentials in favor of capital gains
(Strong Invariance Proposition). The dividend irrelevancetheory was highly criticized over the past
decades even under the assumption of a perfect market. For example, De Angelo et al. (2006)
criticized the theory by arguing that payout policy is notirrelevant to firm valuation in any market.
After the irrelevance argument, there are multiple theories aroused supporting the relevance

argument as stated below.

Bird—in—the- hand Theory

Lintner (1956) proposed that dividend payments were associated with lower risk. His
argument was backed by Gordon (1959) who argued that dividends are valued above retained
earnings. Lintner and Gordon consolidated the view that a *bird-in the-hand’ is more valuable than

“two in the bush” when it comes to capital gains.

Tax Preference Theory

The first attempt to investigate the impact of tax on dividend was provided by Lintner
(1956). He argued that the higher the tax liability, the smaller the paid dividend. Miller and
Modigliani (1961) identified tax as a major factor of imperfection and concluded that different tax
brackets may lead to a particular clientele manifesting a preference for a given dividend
policy. They were however unable to provide a mechanism for the phenomenon. Elton and Gruber
(1970) supported the idea of a clientele effect by suggesting that higher firm's dividend payout

ratios correspond to the lower tax brackets,thereby leading to different clienteles. Miller and
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Scholes (1978) confirmed the findings in a seminal article.In summary, under the tax preference
theory, tax is considered as a determinant of dividend policy.More recently, Deslandes et al. (2015)

corroborated this view by identifying tax cuts as a key determinant of dividend policy.

Signalling Theory

Bhattacharya (1979) proposedthe ‘signaling hypothesis’based on the idea of imperfect
informationto account for the dividend puzzle. Assuming thatinvestors have asymmetric
information about firmswhile managers have inside information about profitability,managers can
be seen as signalinginformationon profitability to the market via dividends. Bhattacharya argued
that higher support valueis informed by higher dividends. AlthoughLintner’s (1956) and Pettit’s
(1972) findings were compatible with the idea of a signaling equilibrium, unfortunately their
findings were not fully developed into a theory.Al Deehani (2003) emphasized the significanceof
the signaling theory by stating that the indicationof future profitabilityis a key motivation for the
payment ofdividends. The debate continues, as Al-Malkawi(2007) found no support for the
signaling theory while in contrastBasil Al-Najjar (2011),Patra et al. (2012) andBotocand
Pirtea(2014) produced supportingevidence for the theory.

Agency Cost Theory

Rozeff(1982) argued that increased dividend premiums could reduce agency costs, but did
not expand on the details of the process. Easterbrook (1984) did a surveyto investigate the
mechanismsrelating dividends and agency costs. He identified a negative relationship between
dividends and agency cost, and provided aconvincing explanation for the dividend puzzle, which
was strongly supported by Al- Malkawi (2007) and Patra et al. (2012).In contrast to those
conclusions, Brav et al.(2005) and Maditinos et al. (2007) argued that there is no significant

relationship between agency cost and dividend payout.

Substitution Theory and Outcome Theory

La Porta et al. (2000) investigated the agency cost theory using two alternative dividend
models. In the first model, dividends areidentified as a result of effective legal protection while in
the second modeldividends wereidentified as a substitute for effective legal protection in order
tocreate corporate governance or reputation.Sawicki (2009) studied corporate governance in East

Asian countries and found mixed results when using pre- vs. post-crisis as a dummy variable.
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Setiawan and Phua (2013) confirmed the substitution model by identifying a negative impact from
corporate governance on dividend policy. Botoc and Pirtea(2014) also supported the substitution
model providing evidence that dividends are a substitute for effective legal protection. Benjamin
and Zain (2015) also identified corporate governance as a substitute determining reductions in
agency cost. Contrary to these findings, Yarram (2015) posit that corporate governance has a
positive impact on dividend policy, supporting the outcome model. Yarramand Dollery(2015),
Ashraf and Zheng (2015) and Shamsabadi et al. (2016) also supported the outcome model of

dividends.

Stakeholder Theory

Cornell andShapiro (1987) proposed the stakeholder theory expanding on the proposals by
Titman (1984). They described non-investor stakeholder influence as net-organizational capital
(NOC),proposing that management can indicate their capability to make payoffs on implicit claims
throughpaying higher dividends.Holder et al. (1998) confirmed the stakeholder theory by revealing
an impact from non-stakeholder influence on corporate dividend policy. Hence non-investor

influence was also identified as a key determinant of dividend policy.

Free Cash Flow Theory

Jensen (1986) developed free cash flow theory with the purpose ofencouraging managers
to distribute cash rather than investinnnegative NPV (Net Present value) projects or wasting
it.Hence payment in increased dividends may reduce the agency costs and mitigate the agency
problem.

Rent Extraction Hypothesis

In contrast to the free cash flow theory, Shleifer and Vishny (1997) developed the “Rent
Extraction Hypothesis”with the proposal that major shareholders prefer private benefits and
control of the firmover receiving dividends bringing advantages to all stockholders.Faccio et al.
(2001) and Gugler and Yutoglu (2003) findings were consistent with the rent extraction
hypothesis, as well as the study byHarada and Nguyen (2011) in Japan.
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Pecking Order Theory

Following the pecking order hypothesis developed by Myers (1984),Fama and French
(2002)proposed that, more profitablefirms are less levered, and firms with higher level
ofinvestmenthave lower long-term dividend payouts, thereby concluding thatinvestment
opportunities were another determinant of dividend policy. The pecking order hypothesis was

provided strong support by Al-Malkawi (2007).

Life Cycle Theory of Dividends

Mueller (1972) proposed that as large and mature firms realize investment opportunities,
investors may face a reduction in dividends. According to Mueller’s argument, dividend policy is

thereforebased on the life cycle of the firm. Fama and French (2001)later supported those views.

Catering Theory of Dividends

In a seminal study and through comprehensive analysis of published data, Baker and
Wurgler (2004) stated that the decision to pay dividends, and hence dividend policy itself, is based
onthe currentinvestor demand for dividendpayments.Tangjitprom (2013) confirmed the catering
theory of dividends by suggesting that dividend premium is a key determinant of dividend policy.
Wang at el. (2016) and Dereeper and Turki (2016) also confirmed the catering theory by stating

that firms continuously changetheir dividendpolicy in order to cater forinvestor’s demands.

Liquidity Hypothesis

In 1956, Lintner identified liquidity as a less important determinant of corporate dividend
policy. When there is trading friction in financial markets, an immediate implication of Miller and
Modigliani’s (1961) view is that, firms with less liquid shares (i.e., shares with higher trading
friction) are more inclined to pay dividends. Banerjee et al. (2007) termed this implication the
"liquidity hypothesis of dividends", andprovided further evidence that firms with less liquid stocks
are more likely to initiate or continue dividend payments. Ye et al. (2015) also observed that stock
dividends policy has a negative relationship with liquidity, and that the relationship between stock
dividends and liquidity of ex ante announcement is influenced by the time choice of stock
dividends. In 2015, Baker and Kapoor found the highest support for the liquidity hypothesis among

other possible motives for stock splits (Stock dividends).
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Behavioural Explanations

Shefrin and Statman (1984) made the point that financial theory has ignored the question
of how individual investors actually behave with regards to dividends. They argued that standard
models or theories seem incapable of accounting for inclusion of behavioral elements, thereby
identifyinga substantial ‘behavioral gap’ in the finance literature.From their perspective,
demographic attributes of investors such as their preference for high or low dividend payoutsplay
a vital role in determining dividend policy.Accordingly, some investors would prefer a premium
for cash dividends for self-control reasons (Thaler and Shefrin, 1981). Miller (1986) also argued
that behavioral/cognitive elements play a vital role at the most micro decision level, but was unable
to pinpoint the specific behavioral elements bearing ondividend policy. Jirporn (2016) et al.
emphasized that firms with more talented executives are more likely to pay larger dividends, thus

identifying managerial ability as a behavioral determinant of dividend policy.

Multiple-factor empirical review

Dickens et al (2002) emphasized that five of the seven variables originally identified by
Lintner (1956) can explain dividend policy to a large extent: investment opportunities,
profitability, ownership, risk size and past dividend. Thesis and Dutta (2009) pointed at capital to
assets ratio and prior year dividends as positive determinants,and to earnings volatility and natural
log of revenue as negative determinants, and concluded that the findings by Dickens et al (2002)
were robust. Al- Malkawi’s (2007) quantitative analysis of published data revealed that size, age
and profitability were the determinants of dividend policy in the Jordanian market. Pandey and
Ramesh (2007) investigated dividend policy under restricted monetary policy and identified
restricted monetary policy as a key determinant,highlighting the importance of investigating
multiple macro-economic variables. Basse and Reddemann (2011) identified inflation as a

macroeconomic determinant of dividend policy in the USA context.

On one hand, Dutta (1999) investigated managerial ownership as a possible dividend
determinant and identified insider ownership as a key negative determinant, a finding confirmed
by Benjamin et al. (2016) in the Malaysian context. On the other hand, Al Najjarand Hussainey
(2009) identified outside directorship as a key determinant of dividend policy. Al-Najjar and
Kilincarslan (2016) posit that ownership structure has an overall negative impact on dividend

policy. Benjamin et al. (2016) identified family share ownership as key determinant for the firms
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with low debt, smaller total assets and low-growth opportunities.Setiawan at el. (2016) found that
government- and foreign-controlled firms have a positive impact on corporate dividend policy,
and a negative effect from family firms.Hoje and Pan (2009) identified managerial enrichment as
another key determinant of corporate dividend policy. Booth and Zhou (2015) identified the

market power as another key determinant of corporate dividend policy.

Abor and Bokpin(2010) investigated the dividend policy in 34 emerging countries. They
identified that investment opportunity, profitability and stock market capitalization as main
determinates and leverage, debt and external financing as less important determinants of dividend
policy. Al-Ajmi and Hussain (2011) investigated the dividend policy in Saudi Arabia and
identified that existing dividend payments, profitability, cash flows, and life cycle as core
determinants of dividend policy. Khan et al. (2011) investigated the determinants of dividend
policy through a qualitative approach. Interviewing 23 corporate managers, they argued that past
dividends and profitability do not influence current dividend policy. Current earnings and liquidity
were identified as determinants of dividend policy in Pakistan. Baker and Powell (2012)
investigated dividend policy in Indonesia using a survey technique and revealed that earnings
stability, current and future earnings, shareholder preferences and impact of dividends on stock
prices were the key determinants of corporate dividend policy.Perrettiet al. (2013) identified size,
earned and contributed capital mix, and growth opportunities as key determinants of dividend
policy in ADR firms (American depository receipts). Arko et al. (2014) studied the dividend policy
in Sub Saharan African countries and revealed that profitability, investment opportunity, taxation,
Institutional shareholding, leverage and earning volatility (risk) were the key determinants of
dividend policy.Yarram (2015) studied the dividend policy in Australia and identified corporate

governance, profitability and growth opportunities as the determinants of corporate dividend

policy.

Patra et al. (2012) identified size, liquidity, profitability, investment opportunities, leverage
and risk as the determinants of dividend policy. Jiraporn et al. (2016) identified that organizations
with more capable executives exhibit a high propensity to pay dividends,pointing to managerial
ability as a key determinant of dividend policy.

Ozoet al. (2015) studied dividend policy using a qualitative methodology and identified

current earnings and their stability, availability of cash, and past dividends as the determinants of
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dividend policy. Ankudinov and Lebedev(2016) studied the dividend policy in Russian markets
and revealed that profitability, firm size, investing opportunities, financial structure of the firm and
sectorial affiliation were key determinants of corporate dividend policy. Yusof and Ismail (2016)
investigated the determinants of dividend policy in Malaysia. They identified earnings, size of the
firm and investment as positive significant variables, while debt and large shareholders as negative
significant determinants.Baker and Jabbouri (2016) identified level and stability of current
earnings and investor’s need as the most important determinants of corporate dividend policy. Al-
Kayed (2017) studied the dividend determinants in Islamic and conventional banks and identified
profitability, growth, liquidity, previous year dividend and leverage as key determinants of
corporate dividend policy.The above review shows that the determinants of dividend policy remain
an open question with multiple theories and potential factors being still debated as possible
solutions to the puzzle. This situation seems to require a more general reflection on approaches to

the problem.

RESEARCH METHODOLOGY

When investigating dividend policy, researchers can rely on two broader methodologies:
epistemological and phenomenological paradigms. Epistemologists use the quantitative
methodology based on data collection, analysis and interpretation. Phenomenologists approach the
topic using a qualitative ethnomethodology position (Uyangoda; 2010). From a set of 355 research
studies in dividend policy, 185 studies were selected as the final sample on the basis of study
relevance to the dividend puzzle. Even though the entire research study is based on 185 research
articles, the crossover analysis was carried out reviewing 123 articles considering the direct
relevancy to the dividend puzzle and the year of publication. In this study, the methodology
adopted for the systematic literature review was proposed by Kumar and Goyal (2015) considering
the fact that it has emphasized the use of systematic literature review method in the area of
behavioural and corporate finance. The systematic literature review allows the researchers to
identify, select and critically evaluate previous research studies in order to answer a clearly
formulated research question/s.Accordingly, the data base search was conducted through key
words, publication year, publisher, and the journal.Acrossover analysis was used as the main data

analysis approach.
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DATA ANALYSIS AND DISCUSSION

The data analysis and discussion was carried out through three stages. First, a descriptive
analysis was carried out discussing the sample profile and classifying the literature. Second, a
crossover analysis was carried out identifying the research gaps in dividend puzzle. Finally, a

holistic model is proposed to deal with the gaps which has arisen within the dividend puzzle.

Description and classification of literature

The literature review was conducted reviewing 185 articles in dividend policy. These
studies were descriptively analyzed with special reference to the year of the publication, publisher,

and the journal.

Sample profile by the year of the publication
The literature survey was carried out based on selected 185 publications from 1956 to 2017. Out

of the final sample, 143articles were published after 2000 whereas 42 studies were carried out
amongst 1956-1999. It is vital to note that 111 publications (60 % from the sample) were published
in the past decade (2007-2017).Table 1 depicts the sample profile by the year of publication.

Table 1.0: Sample profile by the year of publication

This table shows the sample breakdown based on the year of publication.

Year No of research articles 2010 07
2017 12 2009 13
2016 12 2008 05
2015 14 2007 13
2014 07 2000-2006 32
2013 06 1956-1999 42
2012 08

2011 14 Total 185
Year No of research articles

279



15" International Conference on Business Management (ICBM 2018)

Sample profile by the publisher

The descriptive analysis of the sample revealed that 47.57% of the sampled studies were
published by Emerald Group Publishing Limited whereas 14.59% of the studies were published
by John Wiley and Sons Inc. It is vital to highlight that less than 5% of the sampled studies are
published by unknown publishers. Table 2 shows the sample profile by the publisher.

Table 2.0: Sample profile by the Publisher

This table shows the sample breakdown by the publisher and it shows the no of selected articles

against the no of screened articles produced by the respective publishers.

No of screened  No of Selected Percentage

Publisher articles Articles (N=185)
47.57%
Emerald 149 88 ’
_ 44 27 14.59%
Wiley
_ 34 14 7.57%
Taylor and Francis
Elsevier 29 13 7.03%
. . 19 8 4.32%
JSTOR (Online Publisher)
. . 12 6 3.24%
Oxford University Press
. . .. 6 4 2.16%
American Economic Association
. . . 5 3 1.62%
Cambridge University Press
) 4 2 1.08%
Springer
4 2 1.08%
SAGE
_ 5 2 1.08%
Inderscience
3 2 1.08%

University of Chicago Press
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. - 2 1 0.54%
Financial Management Association
. 2 1 0.54%
Institutional Investor Journals
. . .. 2 1 0.54%
American Accounting Association
. 3 1 0.54%
Macrothink
. . 1 1 0.54%
Macmillan Publishing Co
: . - 1 1 0.54%
Social Science Association
30 8 4.32%
Other
Total 355 185 100%

Sample profile by the Journal of publication

The final sample is spread over 82 academic journals and 50.81% of the sampled studies

were selected from ten journals as depicted in Table 3. The descriptive analysis revealed that top

five journals in terms of number of selected studies are Managerial Finance (40 research

articles), International Journal of Managerial Finance (9 research articles), The Journal of Finance

(8 research studies), Financial Management ( 8 research articles), and Journal of Financial

Economics (8research studies).

Table 3.0: Sample profile by the Journal

This table shows the sample breakdown by the journal. The entire list is not included due to

length constraints and the full list is available on request.
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No Journal No of articles % (N=196)
1 Managerial Finance 40 21.62%
2 International Journal of Managerial Finance 9 4.86%
3 The Journal of Finance 8 4.32%
4 Financial Management 8 4.32%
5  Journal of Financial Economics 8 4.32%
6 Studies in Economics and Finance 6 3.24%
7 The Review of Financial Studies 5 2.70%
8 American Economic Review 4 2.16%
9 The Journal of Risk Finance 3 1.62%
10  China Finance Review International 3 1.62%
Total 94 50.81%

Crossover Analysis and Discussion

The crossover analysis was conducted in three stages. First, methodologies

applied by the sampled studies were critically analyzed and summarized in Table 5%,
Table 5.Summary of methodologies applied by sampled studies

This table shows the summary of methodologies used by the sampled studies in

explaining the dividend policy.

Methodology Number of Studies Percentage (N=123)
Quantitative Published data 97 78.86%
Quantitative Survey Data 14 11.38%
Quantitative Modelling 8 6.50%
Qualitative Methodology 4 3.25%
Triangulation Approach 0 0.00%
Total 123 100%

Regarding sample composition, 78.86% of the studies were based on published
data analysis, 11.38 % on survey data, 6.50% on quantitative modeling and 3.25% on the
qualitative approach. There is no single published study based on the triangulation

approach.When the used methodologies of the sample are considered, most of the studies

4 A detailed analysis of the methodologies used in the sampled 123 studies is available on request.
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used (78.86%) proxy variables and 96.75% of the studies were based on the quantitative
methodology in order to explain the dividend policy. It is debatable if the researchers
tend to use only the proxy explanations in order to elucidate an explanation which has
implications for behavioural decisions. Even though 96.75% of the methodologies on
quantitative approach and contradictory in their findings, at least a single researcher did
not show a positive signal to use triangulation approach in order to have more validity
and completeness of their findings. Hence, it has been identified as a methodological
research gap. Accordingly, the explanations based on published numerical data or survey
results data could be validated through a triangulation approach; otherwise, the deduction
results of various explanations based on such approaches under different conditions or
contexts are inconclusive and inconsistent as same as today (Dewasiri and Weerakoon,
2016).

The second stage of data analysis was the investigation of common determinants
of the corporate dividend policy cited in the sampled studies, summarized in Table 6.
Notice that since a study can indicate more than one determinant, the total number of
references to a determinant factor and the percentages do not add up to 123(the number

of sampled studies). For the same reason, percentages do not add up to 100%.

As shown in Table 6, most of the studies (35%) investigated investment
opportunities as a key determinant. Moreover, profitability, earnings, company size,
leverage, liquidity, ownership structure, and past dividends were investigated as key
determinants by over 15% of the sample studies. There was no single published research
study investigating all the determinants, even after correlation, validity and reliability

analysis.
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Table 6. Determinants of dividend policy in sampled studies (N=123).

This tables shows the determinants of dividend policy investigated in the sampled 123

studies.
Determinant Number research studies # Percentage
Growth Opportunities 43 35%
Profitability 38 31%
Earnings 29 24%
Company Size 27 22%
Leverage 22 18%
Liquidity 21 17%
Ownership Structure 19 15%
Past Dividends 18 15%
Shareholder preference 17 14%
Tax 16 13%
Corporate Governance 15 12%
Free Cash Flow 13 11%
Business Risk 12 10%
Industry Influence 9 7%
Life Cycle of the firm 8 7%
Rent Extraction 5 4%
Demographic Influence 3 2%

Table 7displays the acceptance and rejection rate of dividend determinants across
the sampled studies®. As mentioned above, 24% of the research studies investigated
earnings as a key determinant; amongst those, 97% acceptedearnings as a main
determinant. Likewise,all the other proposed variables were accepted by over 50 % of
the studies referring to them as key determinants of corporate dividend policy except free
cash flow (46%). Even though, rent extraction and demographic variables scored 100%

acceptance, it were investigated only in few studies out of the sample as mentioned in

5 A detailed analysis of the determinants investigated in sampled 123 studies is available on request
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table 3. Moreover, it is noticed that all of the dividend determinants and its relationships
were contradictory in different studies in different contexts. Hence, it implied that there

is no single consensus of dividend determinant puzzle.

Table 7. Acceptance and rejection rate of major dividend determinants

This table shows the acceptance of the dividend determinants investigated in the

sampled studies.

Number ]
) ) Rejected ) Acceptance
Determinant research studies Accepted # Mix #
# Rate
#
Growth Opportunities 43 35 4 4 81%
Profitability 38 36 1 95%
Earnings 29 28 1 97%
Company Size 27 26 1 96%
Leverage 22 17 3 2 7%
Liquidity 21 15 2 4 71%
Past Dividends 18 16 2 89%
Share holder preference 17 15 2 88%
Tax 16 9 6 1 56%
Business Risk 12 10 1 1 83%
Free Cash Flow 13 6 7 46%
Life Cycle of the firm 8 6 1 1 75%
Industry Influence 9 6 2 1 67%
Rent Extraction 5 5 100%
Demographic Influence 3 3 100%
Dispersed:
) 5 1 26%
Ownership Structure 19
Concentrated:
13 68%
Substitute:
7 47%
Corporate Governance 15
Outcome:
8 53%
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The third stage of the analysis was the deduction of dividend theoriesput forward
by the sampledstudies, with the breakdown presented in Table 8. Most research studies
focused on testing the signaling (49%), agency cost (33%), tax preference (20%),
catering (17%), outcome/substitute (15%), and life cycle (15%) theories, while other
theories were comparatively neglected. Once again, as more than one theory can be
addressed in a single study, totals do not add up to 123 studies or 100% frequency.
Moreover, no published research study focused on testing all of the dividend theories
simultaneously, even after controlling for respective assumptions which could be

considered as an another research gap of dividend policy®.

Table 8. Dividend theories tested in sample studies.

This tables shows the theories of dividend policy investigated in the sampled 123

studies.
Theory or Hypothesis Number research studies #  Percentage (N=123)
Signaling Theory 60 49%
Agency Cost Theory 40 33%
Tax Preference Theory 24 20%
Catering Theory 21 17%
Outcome/Substitute Theory 19 15%
Life Cycle Theory 18 15%
Free Cash Flow Theory 13 11%
Pecking Order Theory 11 9%
Bird in the Hand Explanation 11 9%
Rent Extraction Hypothesis 6 5%
Stakeholder Theory 3 2%
Behavioral Explanations 3 2%

Table 9displays the acceptance rate of dividend theories in the sampled studies.
The highest acceptance rates were achieved by thelife cycle (94.4%), packing
order,catering, signaling and agency cost theories. Even though the rent extraction,

6 A detailed analysis of the theories investigated in sampled 123 studies is available on request
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stakeholder, and behavioral acceptance rate is high, those theories are investigated only
in few studies (less than 10 studies). Overall, there is a high percentage of hypothesis
rejections, which points to contradictory findings of the explanations which could be

considered as another research gap in dividend policy.
Table 9. Acceptance rates of the dividend theories in sampled studies.

This table shows the acceptance of the dividend theories investigated in the sampled

studies

Number ] )
_ ] Accepted Rejected Mix Acceptance
Theory or Hypothesis  research studies

" # # Rate

Signalling Theory 60 46 11 3 76.7%
Agency Cost Theory 40 30 5 5 75.0%
Catering Theory 21 19 1 1 90.5%
Tax Preference Theory 24 11 9 4 45.8%
Life Cycle Theory 18 17 1 - 94.4%
Pecking Order Theory 11 10 1 - 90.9%
Free Cash Flow Theory 13 8 5 - 61.5%
Bird in the Hand

Explanation H 4 5 2 36.4%
Rent Extraction

Hypothesis ° 6 - 100.0%
Stakeholder Theory 3 3 - 100.0%
Behavioural Explanations 3 3 - 100.0%
Outcome/Substitute Substitute -10 - 52.6%
Theory o Outcome -9 - 47.4%

The crossover analysis revealed that there are contradictions in both theories and
determinants, it is important to develop a new model to deal with the dividend puzzle as
emphasized by Baker and Weigand (2015). The findings divulge that both behavioural,
firm and market characteristics influence the corporate dividend policy. Hence, an
integrated explanation could be discussed as a cause and effect model as emphasized by
Covaleski et al. (2010). Figure 1, represents a simple generic dividend decision model
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(DDM), which could be taken as a template for developing more specific paradigms. The
DDM emphasizes on the causal relationship between firm and market variables at the
firm/ market level while impact of behavioural determinants and individual mental states
showing at the individual level showing how organizational, market and behavioral

factors effect firms’ corporate dividend decisions.

Orgamzational determinants ; . 5
g : Market Characteristics; industry influence, macro-

liquidity, investment opportunities, —

firm life cycle and etc.

economic factors and efc.

Firm and Market

‘ \ Individual

Individual Mental Status

Behavioral d«;'cnnjnants; investors
demand, non-mvestor influence, decision

maker's demographic factors and ete. [~

Figure 1. Dividend Decision Model

CONCLUSION

It is notable that, more than 12% of the sampled studies investigatedinvestment
opportunities, profitability, earnings, company size, leverage, liquidity, ownership
structure, past dividends, investor preference, tax, and corporate governance, as key
variables, amongst those, more than 50 % accepted the samefactors in determining
corporate dividend policy. Moreover, there was no single research study investigating all
the determinants, even after correlation, validity and reliability analysis. The theoretical

triangulation revealed that more than 75%accepted that signaling, agency cost, life cycle,
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catering, pecking order, and rent extraction theories explain the dividend policy. Besides,
there is a high usage rate (78.86% of the published data based studies) of proxy variables
to explain determinants which is problematic in determining dividend policy. The results
presented in this study revealed contradiction with high level of discrepancy between
studies both in terms of theories and determinants of dividend policies. Even though the
dividend puzzle has been investigated for decades, researchers have not yet attempted to
test and discuss all available theories and it is proposed to studydeterminants
simultaneously in a single study. Here it is argued that the suggested DDM is the key to

a consensual solution to the puzzle of dividend policy.

IMPLICATIONS OF THE STUDY

As practical implications, two mainsuggestions are made, aimed at promoting more

widespreadagreement over theories and determinants.

1. In reality, dividend decisions are based on variety of conflicting forces between
organizational, market and individual dilemmas. Hence the researchers should
have balanced focusonfirm, market and behavioral determinantsas emphasized in

dividend decision model when examining the dividend policy.

2. Management and investors should consider all of the imperfections or factors,
their interactions and consequences when making important dividend and/or

stock decisions.

AVENUES FOR THE FUTURE RESEARCH

As future directions, it is imperative for researchers to investigate all variables in
a single study after a careful evaluation of multicolinearity, validity and reliability
analysis, and to use a triangulation approach to enhance the validity and completeness of
conclusions while reducing potential contradictions(Yesmin&Rahman (2012). It is
imperative to note that most of the dividend studies (e.g. Al-Malkawi,2007; Al-Kayed,
2017; Al-Najjar and Kilincarslan, 2016,2017;Baker and Jabbouri, 2016,2017; Baker and
Kapoor,2015) focused on two major research questions in a single study; what are the
determinants of dividend policy and why do companies pay dividends (theoretical
explanations). Teddlie and Tashakkori (2003) stated that mixed methods studies are
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superior as they can answer research problems/questions that the other
approaches/methodologies cannot. Onwuegbuzie (2006, p.483) argued that “mixed
methods studies embed both a quantitative research question and a qualitative research
question within the same study”. Accordingly, the research study which need a
triangulated or mixed method inquiry are combined with both qualitative and quantitative
aspects (Dewasiri et al, 2018). For instance, Creswell &Tashakkori, 2007 emphasized
that “when a project explores mixed research questions with interconnected qualitative
and quantitative components or aspects (e.g., questions including ‘‘what and how’’ or
““‘what and why’’), the end product of the study (conclusions and inferences) will also
include both approaches”. Hence, this study recommends the future researchers to
especially focus on methodological triangulation when investigating the dividend puzzle
since it includes both qualitative and quantitative (what and why) research questions.
Moreover, if a researcher has taken a proxy variable, triangulation/mixed methods can
provide a dual confirmation on behavioral reality. Hence,the results do not
recommendthe design of studies with few theories or determinants and too many
symptoms, as they are likely to result in a search in the darkness. It is suggested to
proceedwith the dividend decision model to have a single consensus of the dividend

puzzle.
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Abstract

This study investigated errors committed by first year undergraduates pertaining to number agreement. The study
examined the corpus of 60 test papers written by 30 participants. Through the study, the types of errors were identified in
relation to number agreement and were classified into various categories. The most common errors committed by the
participants were number agreement issues with the use of nouns, pronouns and subject and verb. The study is important
to educators and study material developers who should become aware of the kind of errors that their target learners make,
so that they are in a better position to put appropriate intervention strategies into place. For learners, error analysis is
important as it shows the areas of difficulty in their writing. The limitations and some pedagogical implications for future

studies are included at the end of this research paper.

Key words: errors, undergraduates, second language, number agreement, writing skills

INTRODUCTION

For many years, there have been many studies in the process of the first language acquisition and
second language learning. Findings about first language acquisition have been adapted to second
language learning and it has been concluded that second language acquisition occurs in a similar
way that children learning their native mother tongues since making plenty of mistakes is a natural
section of language acquisition process. They lack great deal of information about subject-verb
agreement. As they got feedback from adults, they learn how to produce grammatically and
semantically acceptable sentences in their native language. What a second language learner does
in operating on the target language is not different from that of a child acquiring his first language.
It is inevitable that all learners make mistakes and commit errors. Mostly they use the number

distinction in their expressions, both spoken and written, incorrectly. However, the process can be
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impeded through realizing the errors and operating on them according to the feedbacks given.
Identifying the steps through proper analysis that learners follow to acquire their second language
would be helpful for the researcher and language teachers realize the mistakes and errors of

language learners in constructing the new language system.

Error analysis enables teachers to find out the sources of errors and take pedagogical precautions
towards them. Thus, the analysis of learner language has become an essential need to overcome
some questions and propose solutions regarding different aspects. This study focuses on the types
of error analysis and the frequency of their appearance in the learners’ writings. Accordingly, the

study aims to examine the following research questions:

1. What are the types of errors the ESL students make pertaining to number agreement in

their writings?

2. How frequent do these errors occur in their English L2 written work?

There are internal and external factors that influence a learner’s performance in a second language.
Unlike previous studies which have paid more attention to diverse areas in error analysis, very
little attention has been paid to the errors that are made due to number distinction. The findings
can contribute to eliminate the errors learners make in relation to number distinction since the
teachers can also be made aware of the types and patterns of errors in relation to number distinction
which would encourage them to come up with new strategies for teaching. Further it’s a clearly
known fact that errors in writing can contribute to less number of pass rates in examinations and
even less growth in both academic and professional fields. This is really a very alarming situation
and everyone should pay attention to this grave problem. Having realized this big issue, this study
explores the main reasons that caused the learners to make errors in relation to number agreement

in English language.
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LITERATURE REVIEW

English is one of the mandatory subjects a student has to pass during various stages in tertiary
education. English is considered as an international language which is more essential to be learnt
by students. The importance of English Language is highly discussed with relevance to each and
every subject. Based on the previous error analysis done, it can be identified that there are many
issues and difficulties which can affect the errors learners make in relation to number distinction
in English language. The present study deals with the errors committed by first year
undergraduates of an institute providing tertiary education in Sri Lanka. It tries to explore the weak
areas of students’ language use in written form. It draws light on the importance of doing an error
analysis-based on number distinction. It provides various strategies to the language teachers for
using in language classrooms. This study would analyze different categories of errors in relation
to number distinction committed by the first year students. It would focus on the frequency of the
errors and would also make the students aware about the mistakes that they made in the process of
language learning and would explore the underlying processes that are involved in language
learning. The focus of this study is to identify the errors that learners make in applying agreement

rules pertaining to number distinction and the frequency of the types of errors they make.

This chapter focuses on the theoretical framework in relation to error analysis. It discusses the
theories presented by various scholars such as Skinner, Corder, Chomsky and Ellis. It also
discusses the studies that have been done on error analysis based on Sri Lankan context. Further
this chapter provides extensive details of the rules that come under the area of error analysis in

English language.

In the past, the field of error analysis was highly influenced by the behaviorist learning theory of
language, and the learner’s errors were considered the result of the existence and interference of
the rules of the first language. It was considered that language learning is a process of habit
formation and once the habits of one language are being formed, they put resistance in learning

the rules of the second and foreign language.
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Behaviorist Approach

One of the earliest scientific explanations of language acquisition was provided by Skinner. As
one of the pioneers of behaviorism, he accounted for language development by means of
environmental influence. Skinner argued that children learn language based on behaviorist
reinforcement principles by associating words with meanings (Skinner, 1976). Correct utterances

are positively reinforced when the child realizes the communicative value of words and phrases.

Universal Grammar
However, Skinner's approach was soon heavily criticized by Noam Chomsky. In the spirit of

cognitive revolution in the 1950's, Chomsky argued that children will never acquire the tools
needed for processing an infinite number of sentences if the language acquisition mechanism was

dependent on language input alone.

Consequently, he proposed the theory of Universal Grammar: an idea of innate, biological
grammatical categories, such as a noun category and a verb category that facilitate the entire
language development in children and overall language processing in adults (Chomsky, 2015)
Universal Grammar is considered to contain all the grammatical information needed to combine

these categories, e.g. noun and verb, into phrases.

Contrastive Analysis

The contrastive analysis was formed for understanding the errors committed by the learners in the
light of the rules of both languages. On the basis of similarities of the rules of two languages, when
there was a positive and constructive effect on the learning, it was considered the positive transfer,
and on the basis of difference of rules, when there was resistance in language learning, it was

considered the negative transfer (Ellis, 1994).

Teachers and linguists focused on contrastively analyzing two languages. And the errors of the
learners were taken into account based on contrastive analysis of languages. However, the
contrastive analysis could not define all the causes of the errors and it was realized that the process

is not as simple as elaborated by contrastive analysis, rather there are various underlying processes
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that are working behind the language learning. Language learning is a very complicated and

complex phenomenon and error analysis is basically the linguistic analysis.

Evolution of Error Analysis

It was realized that the errors are not only the result of the interference of the mother tongue rather
many other universal and underlying structures are responsible for the errors of the learners. The
cognition of the learner and many other factors are responsible for the errors and mistakes of the
learners. According to linguist Corder (1981), the following are the steps in any typical error

analysis research:

1. Collecting samples of learner language
2. ldentifying the errors
3. Describing the errors
4. Explaining the errors

5. Evaluating/ Correcting the errors

Corder distinguished two kinds of elicitation which are known as clinical and experimental
elicitation. Clinical elicitation involves getting the informant to produce data of any sort, for
example by means of general interview or writing a composition. Experimental elicitation involves
the use of special instrument to elicit data containing the linguistic features such as a series of

pictures which had been designed to elicit specific features.

Later on, Chomsky’s nativist theory gave the new direction to the study of error analysis and
language learning. According to that theory, language learning is not simply the process of habit
formation rather there is a universal grammar and learners have the capacity of learning any
language rules. This theory proposed that there are many cognitive processes that are involved in
language learning. In this perspective, Corder points out that some of the learning techniques and
strategies that are being used by the second and foreign language learners are the same as the
learners of the first language used during the process of first language acquisition (Corder, as cited
in Richards, 1971).
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This is a brief overview of the area of error analysis. Now, the current study would take into
account of all these reasons and causes of error analysis in relation to number distinction and would

analyze the errors made by the first year undergraduates in National Institute of Business

Management, Kurunegala. This study attempts to throw light on the significance of identifying
errors pertaining to number distinction that would be helpful in teaching and learning a second or
a foreign language.

METHODOLOGY

This empirical study was conducted at National Institute of Business Management, Kurunegala
with the sample of 30 students (both males and females). The researcher conducted two tests to
gauge the levels of proficiency of English of the students and the errors that students make in

relation to number distinction.

Then the researcher has done a quantitative analysis in each essay tracing errors they have done in
terms of number distinction in their writing. The papers were analyzed separately and then
compared and contrasted to see the similarities and differences of errors they had made. The main
purpose of the research is to examine the reason as to identify the types of errors they make

pertaining to number distinction and the most common errors the learners make out of them.

This chapter is mainly devoted to outline the research design and methodology applied in this
study. The main aim of the study is to identify the writing errors the undergraduates make in
relation to number distinction. Moreover, it is designed to identify the demands of the writing
population, to address their language needs and requirements. And then the analysis is done in

order to recognize their requirements. Finally, the researcher addresses them in a logical manner.

Total target population of this study was first year students following a management degree
program at National Institute of Business Management, Kurunegala. The age range of the research
sample was from 20 to 22. Among the thirty participants, 19 were females and 11 were boys and

they all were from diverse social backgrounds ranging from Kurunegala to Anuradhapura.
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Test Paper 01

The multiple choice question section consists of ten questions where the participants had to select
the correct answer by underlining it from the choices of answers provided. The multiple choice
question set was created with the intention of measuring the participants’ understanding of the

diverse aspects of grammar knowledge in English language.

The structure of the multiple choice question paper is given in Table 01.

Table 01: Structure of Test Paper 01 — Section 01

Question no. Grammar Component
01 Indefinite Pronouns
02 Punctuations

03 Tenses

04 Adverbs

05 Tenses

06 Prepositions

07 Nouns

08 Phrases

09 Conditionals

10 prepositions

The section 02 of the test paper 01 was a writing task where the participants had to write paragraph

containing 50-60 words. The task provided in the paper is mentioned below

Write a paragraph on one of the following topics in the space given below. (50-60 words)

» Facebook and younger generation
» Peace in Sri Lanka

* Education —is it necessary?

* Tele dramas in Sri Lanka

307



15" International Conference on Business Management (ICBM 2018)

Test Paper 02

The test paper 02 was provided to the participants to identify the errors they make in English

language in relation to number distinction and frequency of errors they make in relation to them.

The paper consisted of four sections and it has been described below.

» Section 01 — Multiple choice questions
» Section 02 — Essay writing

+ Section 03 — Picture description

Section 01 — Multiple Choice Questions

The section 01 of the paper consisted of 14 multiple choice questions which have been created

based on the rules that are available in English language in relation to number distinction.

Multiple choice questions are often called fixed choice, selected response or multiple choice items
because they are not always questions, and they require students to select from among various
options that are presented to them.

The structure of the multiple choice question paper is mentioned in Table 04. Table
02: Structure of Test Paper 02 — Section 01

Question no. Grammar Component
01 Subject verb agreement
02 Use of ‘and’

03 Collective nouns

04 Indefinite pronouns

05 Indefinite pronouns

06 Indefinite pronouns

07 Verb following the noun
08 Collective nouns

09 Collective nouns

10 Subject verb agreement
11 Quantity nouns

12 Relative pronouns

13 Proper nouns
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Section 02 — Essay Writing

Essay questions require students to write answers to statements or questions. To complete a
successful essay exam, one needs to be able to recall relevant information and to organize it in a

clear way, generating a thesis and building to a conclusion.

The focus of this task provided in the paper was to identify the errors the learners make in relation
to number distinction when they produce language in writing and how often these errors are made

by them.

Section 03 —Picture Description

Picture Description allows the participants to describe a given picture with the use of their
imagination. The focus of this task provided in the paper was to identify the errors the learners
make in relation to number distinction when they produce language in writing and how often these

errors are made by them.

Limitations

This study has several limitations that can be addressed in future research. Although the present
sample is sufficient for exploratory research, future research should aim for a large sample size.
Because the findings of the research are limited to that particular area when it comes to small

sample size.

Also the research was conducted basically based on students’ perception. Therefore, it cannot be
identified the way that teachers’ perception regarding the particular research problem. Therefore,
it can be suggested that future research should analyze the teachers’ perception regarding above

problem.

Furthermore, this study is based on one particular institution and it target group was taken from
only one discipline and it will bring limited information to the reader and further research should
pay more attention to have a larger sample size and it will be highly beneficial if the sample

consists of learners from diverse disciplines.

309



15" International Conference on Business Management (ICBM 2018)

Except these unavoidable limitations, other issues were attempted to be resolved with the

expectation of deriving solid and accurate conclusion based on the sample.

ATA ANALYSIS AND FINDINGS

The participants were provided two test papers: the first paper was provided with the intention of
identifying the error types students commit due to the violation of number agreement rules and the
second paper was provided to identify the frequency of the errors relating to number agreement

that occur in L2 writing of the study participants.

The proficiency test paper consisted of two sections : It included a set of multiple choice questions
and paragraph writing. The results of the test paper 01 aided to find out the most commonly made
error types due to number and those areas are subject verb agreement, the use of coordinating

conjunction ‘and’, collective nouns, indefinite pronouns and relative pronouns.

The test paper Il consisted of three types of questions such as multiple choice questions, picture
description and essay writing. By analyzing the performance of participants, it was noted that their
awareness in the usage of the conjunction ‘and’ is quite good since 90% of the participants were
capable choosing the correct answer and further there were not any noticeable errors with the use
of the conjunction ‘and’ in relation to number agreement in question no.2 and 3 where they had to

produce language in written form.

However in relation to the use of different types of nouns according to the number agreement rules,
it is clearly understandable that the participants’ understanding in the use of nouns is varied. For
instance, in the section where multiple choice questions were provided, it was noted that 93% of
the participants were able to choose the correct answer which indicates that majority of them have
a fairly good knowledge on the use of plural nouns as a title where the verb is conjugated in the
singular form. Nevertheless, only 16% was able to identify the correct use of relative pronoun and
only 7% was able to select the appropriate form of the verb in relation to the number agreement of
collective nouns. Further in the sections where the learners had to produce language, in the essay
writing section, 60% of the errors were based on the use of nouns whereas in the section where
they had to describe a picture, 24 % of the errors were made based on the use of nouns and it is

important to note that all the errors made in relation to the use of nouns in number agreement have
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been based on the use of indefinite pronouns. Further as a whole, 76% of the errors have been
made in relation to the subject verb agreement errors in the picture description section and 32% of

the errors in the essay section have been made due to subject verb agreement errors as well.

CONCLUSION

In second language teaching and learning, errors tend to be viewed negatively. Errors are usually
considered to be a sign of inadequacy of the teaching and learning. However, it is now generally
accepted that error making is a necessary section of learning and language teachers should use the

errors with a view of improving teaching.

This study identified errors in the participants’ written work, but did not stipulate reasons why
these errors were made. My first recommendation is that this study be extended to investigating

the origin of certain error patterns found in L2 written work.

This study also did not look into the areas that discuss the strategies the learners use to acquire and
learn L2. Thus, in order to learn more about L2 writers' usage of language | would recommend

that further research be conducted in this area

Finally, I concede that research of this nature is on-going and therefore no definite conclusions can
be made because teaching and learning are both complex processes. While the results of the present
study have given an insight into what types of errors are made by different participants and their
frequency of occurrence, the findings can only be considered as suggestive and | am hopeful that

the findings would benefit both the learners and the world of academia.
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Abstract

Rev. Welivitiye Sri Soratha Thero, the founding father of the Vidyodaya University’; known as University of Sri
Jayewardenepura today contributed to the success of the Sri Lankan education system and language and culture of Sti
Lanka. He took leadership to create many changes in the educational system in Sri Lanka especially in terms of Higher
Education. Through his leadership, he was able to cater to the majority of the Nation and to preserve the identity of the
country and its people. It is mentioned in the Mahavansa that the Vidyodaya University under the guidance of Rev.
Welivitye Sri Soratha Thero provided students with the facilities of learning subject areas such as “Business
Administration”, and “Public Administration” at the University. These introductions to a former Pirivena were seen in the
negative light in 1960. However, it has benefited many generations and is still in use in the University. Similatly in creating
a University out of a Pirivena in 1959 he was able to continue the work of Rev. Hikkaduwe Sti Sumangala Thero providing
the Sinhalese an opportunity to gain a recognized education. He opened the doors not only to the Sinhalese but also to
the Tamils and the Muslims by later introducing the Tamil Language. His foresight of identifying needs and the ability to
adapt and create an environment that will facilitate such needs was one of his most significant features of his leadership.
This case study was conducted for the purpose of analyzing Rev. Welivitiye Stri Soratha Thero’s leadership in a more
theoretical perspective. The paper will analyze his visionary leadership through the services he has rendered for the
development of education. His services to the Sti Lankan education system will be analyzed through content analysis. His
visionary thinking has been praised but a case study basing his leadership qualities on modern leadership theories has not
been conducted. This paper uses the method of descriptive research to analyses Rev. Welivitiye Thero’s visionary
leadership through modern leadership theories and the traits within him that enable him to lead the way to make new and
necessary changes. While many historically important individuals are celebrated and commemorated it is seldom that
studies are conducted to discuss their services and what prompted their effective leadership, this is mainly because many
believe that the methodologies used are outdated. However this paper discusses modern leadership theories that are

considered suitable leadership methods for modern organizations in relation to the methods used by Rev. Welivitiye Sri

"The roots of Vidyodaya University can be traced back to the Vidyodaya Pirivena of Maligakanda established by Rev. Hikkaduwe
Sri Sumangala Thero in 1873
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Soratha Thero. Thereby the paper creates a discourse for leaders and aspiring leaders in Higher education to follow and

improve.

Key words: Rev. Welivitiye Sri Soratha Thero, Transformational Leadership, Transactional Leadership, University Leaders
Introduction

The most venerable Welivitiye Soratha Thero was Chandradasa Kumarasiri Jayewardene by birth.
He was born on the 23" of May 1897 in Galle. Chandradasa became a Bikku under the name of
Welivitiye Sri Soratha Thero on the 15" of December 1912.1t is a known fact that Ven. Welivitiye
Sri Soratha Thero had a keen intellect; he was able to study all 423 Gatha of the Dhammapadaya
in a matter of days. He also was able to become the Island first facing the “Praccheena Prarambha”

exam.

In 1917, Soratha samanera received his higher ordination from the Malwatu Chapter, Kandy and
entered the Vidyodaya Pirivena. He was then able to receive the “Swarna Mudrika” award for the
“Pracheena Panditha” Exam. Thus, having performed excellently he joined the staff of the pirivena

in 1932. He was then selected for a scholarship to continue his higher studies in Kolkata.

Having completed his education and returning back to his motherland, he was nominated as the
main author of the translating panel of the Pali-Sinhala Thripitaka for the 2500 Buddha Jayanthi,
to which he contributed for many years. In 1936 March he was made the “Deputy Chief Preceptor”
of the Vidyodaya Pirivena.

The term leadership is often perceived under various connotations, Susan R. Komives and John P.
Dugan in their article ‘Contemporary Leadership Theories’ states that “for some , this represents
an internalized identity, shared process, or civic engagement grounded in experiences as social
activities with development mentors, or form positive group experiences. For others, the term may
elicit a more negative interpretation associated with abuses of power, positionality, or an
interpersonal focus on end goals” (Dugan & Komives, 2010: 11).

Oxford English Dictionary defines ‘leadership’ as the action of leading a group of people or an
organization (Oxford Dictionary of English, 2010) (Placeholderl). Though the definitions of
leadership tend to vary in different fields the premise still refers to the basic definition proposed

by the Oxford English Dictionary. Dr. Henerath H.D.N.P. Opatha during an informal interview
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on the subject matter provided a more acronymically justified definition for leadership in terms of

Organizational Behavior through a traits analysis.

He states that the letter ‘L’ stands for ‘liberal’ which may indicate that a leader is both general and
not politically inclined; ‘E’ as ‘efficient and effective’ thus a leader is able to achieve set goals
with efficient and effective use of resources; ‘A’ as ‘active and assertive’, a leader will be
physically active and would take action, s/he will also be forthright; ‘D’ as ‘dependable’, a leader
is trustworthy, there is consistency between his behavior and ideals; ‘E’ as ‘educated’ a leader
would have an above average education; ‘R’ as ‘responsible’, a leader will take decisions and will
be responsible for its outcome, he will not betray his subordinates; ‘S’as ‘sensitivity’ leadership is
not complete without subordinates, therefore a leader must be sensitive to the needs of his people;
‘H’ as ‘honesty’, a leader will not indulge in falsehood, he will fulfill promises and will be
consistent in his preaching and behavior; ‘I’ as ‘Initiative and Intelligence’, He will not hesitate to
begin what is needed, he will possess both cognitive intelligence which will aid him in rational
thinking and emotional intelligence which will help him control his emotions while understanding

others; ‘P’ as ‘patience’, ‘persistence’ and ‘power’ (Opatha, 2018).

The above explanation brings together a more holistic explanation of leadership. The above
mentioned characteristics are part and parcel of any theory of Leadership. These characteristics
will be seen in Rev. Welivitiye Sri Soratha Thero’s character through his many contributions to
language and education. In our analysis of Rev. Welivitiye Sri Soratha Thero, we will be looking
at a few modern leadership theories such as Charismatic leadership, Transformational leadership,

Moral leadership, and Strategic leadership.

Before plunging into the discussion of modern leadership it is apt to discuss why they were chosen
in order to examine Rev. Welivitye Sri Soratha Thero’s leadership. In the early20th Century
leadership theories such as the ‘Great man Theory’ and “Trait theory” were more focused on the
leader and his role; the models often linked the leader with the extraordinary. However the theories
of leadership and the models of leadership dramatically changed with the publishing of
‘Leadership’ by Macgregor Burns. His publication highlighted the relationship between the leader
and the followers (Dugan & Komives, 2010). Thus in order to examine the true extent of a leader’s

role the paper will examine a few modern leadership theories.
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Charisma is a natural personal characteristic, it refers to the ability to attract and inspire
subordinates, and it is a form of interpersonal attraction. A charismatic leader would have high
self-confidence, a clear vision and extraordinary behavior. S/He would use leadership styles of
envisioning a desired future, energizing his/her subordinates to act towards gaining such a future
and enabling subordinates to face challenges (Opatha H. , 2015).

It is mentioned in ‘Charismatic leadership and organizational outcomes: The mediating role of
employees’ work-group identification by Lavinia Cicero and Antonio Pierro “Charismatic leaders
are able to formulate and articulate inspirational vision and behaviours that foster an impression

that they and their mission are extraordinary” (Cicero & Pierro, 2007)

Transformational leaders are agents of positive change. This form of leadership empowers and
inspires followers to achieve a collective goal. Positive change is a factor that drives a
transformational leader; s/he sees the need to change an existing organizational framework by
generating a higher organizational effectiveness.(Opatha H. , 2015) S/He would introduce
innovative ideas and concepts that will be beneficial for the future. A transformational leader

would possess charisma but his/her characteristics will not depend solely on it. (Johnson, 2007)

A transactional leader is a person who would opt for stability. Stability is essential continue day-
to-day functions smoothly. Stability according to Opatha (2015) is related to ‘routine work related
transactions’. It is a quintessential fact that would encourage followers to do routine but necessary

tasks successfully so as to hold an organization together (Opatha H, 2015).

Moral leadership concerns itself with the right and wrong of a transaction. S/He would consider
the realities of greed, competition, productivity, etc., yet s/he would strive to do what he believes
is the rightful action. (Daft, 2008)

Strategic leadership considers the complexities of both the organization and the environment. Its
role is more akin to the top level of management therefore; their relationship with the said
environment is superior for the purpose of gaining a sustainable and competitive advantage from
the environment (Moorhead & Griffin, 2009).

Proper leadership within institutions of higher educations is one of the key components that aid
the success of the said institution. There have been several researches conducted on this regard
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such as Leadership in Educational Administration: Concepts, Theories and Perspectives by Saeid
Farahbakhsh, Analysis of Head of Departments Leadership Styles: Implication for Improving
Research University Management Practices by Zaidatol Akmaliah, LopePihie, AmirSadeghi and

HabibahElias, Competencies for effective leadership in higher education by Marion Spendlove.

Similarly there have also been several case studies that look at various leaders through theories of
leadership, for the purpose of this study the authors have considered the following research papers:
Leadership change: A case study analysis of strategy and control systems development by Alaudin
Ahmadasiri, Zarifah Abdullah, and Marhaiza lbrahim, Toward post heroic leadership: A case
study of Gezi's collaborating multiple leaders by Hande Eslen-Ziya and Itir ErhartCreating
Effective Leaders Through Situational Leadership Approach by M.A.W.I. Easther and Advising
Jay: A Case Study Using a Situational Leadership Approach by Alan C. Lerstrom and Luther
College. These studies have been examined as to understand various leadership styles and methods
of analysis.

These papers look at the effective styles of leadership that help in achieving goals. Similarly this
paper analyses the leadership styles used by one of the most popular leaders in the history of Higher

Education: Rev. Welivitye Sri Soratha Thero.
Methodology

Rev. Welivitiye Sri Soratha Thero was an iconic leader at the time. He took the challenge of
providing a higher education institution to an independent Sri Lanka when the only other
institution of Higher education in the country was reluctant to offer Sinhala medium instruction.
While he has taken a leadership position to provide many services to the country, his contribution
to higher education is significant and its results are visible even today. Thus it is evident that he
has made a lasting impact through his leadership, through this paper the personal characteristics,

and what fueled his ideology will be analyzed.

The country saw the demise of Rev. Welivitiye Sri Soratha Thero in 1963. Thus the case study is
built upon the literature written by personnel who have associated Rev. Welivitiye Sri Soratha
Theo and historical literature of the University of Sri Jayewardenepura. This descriptive research
analyses the content of books such as the Sri Soratha Sahithyaya by Hikkaduwe Revatha and

Hikkaduwe Uditha, Vidudaya Sambawana, a compilation by Sunil Ariyaratne, Sri
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Jayewardenepura Vishwavidyala Wruthantha by Sunil Ariyaratne, the Socio-cultural background
to the evaluation of Vidyalankara and Vidyodaya Universities by Ananda Guruge and Welivitye
Sri Soratha Prathyawalokanaya etc. While the authors are aware that these literature adopts a
persuasive writing style apt for commemoration this study uses the facts and some of the
sentiments expressed to analyze his method of leadership through the distinct actions taken for the
development of Higher Education in Sri Lanka. The authors have applied several modern theories
of leadership so as to analyze Rev. Welivitiye Sri Soratha Thero’s leadership role in terms of his
services for the development of higher education in the country, thereby creating a discourse of

leadership styles that is apt for leaders in the field of education in the country to use and apply.

The paper speaks of a host of leadership theories which has been studied from various titles. The
authors have also taken measures to interview one of the leading specialists in subject of Human
Recourses, Prof. H. Opatha about leadership and organizational behavior. Rev. Prof.
Vijithadhamma too was interviewed regarding a language theories and how certain language
elements are symbolic of personality.

Analysis

Many of the modern leadership styles fall in place with the tactics taken by Rev. Welivitiye Sri
Soratha Thero, it was identified that many of these theories have overlapping characteristics.
Therefore, after careful analysis the paper has selected Transformational and Transactional
leadership as theories that capture the extent of his leadership as his goal was to create positive
change through stability. It is interesting to note that though many theorists have carefully
segregated these two theories of leadership, they both collide in union at certain sentiments. The
two features that are dominantly discussed in this paper: ‘Positive change’ and ‘stability’ are found
in both theories in unison, yet the paper has attempted to provide the theories certain individuality

prior to its collision that can be seen as the paper proceeds.

These elements were the foundation of the services rendered by Rev. Welivitiye Sri Soratha Thero.
Furthermore these elements are what modern leadership in Higher Education should be based on.
While curricular and knowledge evolves with time, it is necessary to create a lasting change that
will be able grasp these changes so as to better prepare its chief stakeholders: students to serve the

nation and the world.
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It is the foresight and the visionary thinking of Rev. Welivitiye Sri Soratha Thero that led this
paper to identify features of Transformational and Transactional leadership within him. He was
foresighted in his decisions and the result was a long lasting contribution to language and

education.

It is also important to note that while Rev. Welivitiye Sri Soratha Thero had many admirable
characteristics and has done many renowned deeds, this paper will look at only his contribution to
the higher education of Sri Lanka which also aided in revitalizing the country’s mother tongue. A
leader processes certain traits or characteristics within his personality to drive him towards a set
goal. Leadership is the pinnacle of Human Resources. The Leader is constantly required to manage
his chief resource Humans so as to ensure that his goals and targets are reached effectively and
efficiently. While the authors acknowledge that these characteristics could be analyzed through
trait theory, this study employs language theory as language was one of Rev. Welivitiye Sri Soratha

Thero’s skills and the basis of his services to education.

Thus having established the leadership traits that the case study would utilize it is apt to discuss

about the two theories as they will be the essence of this case study.

Transformational leadership as defined by Opatha is the “Ability to recognize the need for positive
change, to create a vision to guide that change, and to execute the change effectively” (Opatha H.
, 2015). 1t is his view that that a transformational leader will inspire his followers to achieve
progress and would expect go beyond expectations. A Transactional leader has the “ability to focus
on clarifying duties, roles and responsibilities to subordinates and providing them with rewards
and punishment contingent on job performance” (Opatha H. , 2015). The main focus of a
Transaction leader is the stability; he would set targets and promote followers to reach the set
targets. (Opatha H. , 2015).

A transformative leader through his leadership inspires his followers to become their better selves.
Their aim is to create a positive change (Johnson, 2007).According to the characterization of
Transformational leadership by Bass et al; the first point of characterization ‘Idealized influence’
discusses how “Transformational leaders become role models for followers who admire, respect
and trust them. They put followers needs above their own and their behavior is consistent with the

values and principles of the group” (Bass, Avolio, Jung, & Bernson, 2003). Transactional leaders
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while motivating the followers to reach the end goal of the institution plays little attention to the
goals of the follower (Opatha H. , 2015).

Thus though Transactional leadership concerns itself with stability it neglects the development of
a follower, who will succeed the leader after he steps down from the leadership position.
Developing the follower while continuously working to reach the set goal or surpass the goal will
in turn make the follower an effective candidate to take the place of the leader so that the institution

can continue its path to success.

According to Opatha’s description the culture these two would create is either an adaptive and
flexible environment or a rigid and bureaucratic environment. Each environment has its merits but
its effect could be made more effective by utilizing selective features if both theories of leadership

to establish both positive change and stability.

This concept is taken into consideration by Bernard Bass. He questions Burns’ belief that most
leaders portray either transactional or transformational characteristics. He therefore further
developed Burns’ Transformational theory as Transforming theory suggesting that it consists of
both characteristics of transformational leadership and active elements of the transactional

leadership such as the contingent reward and management by exception(Johnson, 2007).

In the following sections of the paper it will be made evident that Rev. Welivitiye Sri Soratha
incorporated the best features of Transformational theory and Transactional leadership in creating
in creating a sustainable educational system and providing a lasting development to the then

deteriorating Sinhala language.

The paper has so far discussed the premise of the theories, the proceeding paragraphs will portray
the services rendered by Rev. Welivitiye Sri Soratha Thero and his leadership in creating a positive
change by said services that aided to uplift the education in Sri Lanka, the following section

‘Discussion’ will look at these services through the theoretical lenses.

As a leader in charge of the wellbeing of students, he had a very open mindset. The present statue
of Rev. Welivitiye Sri Soratha Thero that greets those who enter the University was built in a

manner that would highlight this feature in him. Rev. Welivitiye Sri Soratha Thero is portrayed
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reading a book with his legs crossed and without a ‘Muthu Kudaya’ over his head. This stands to

symbolize his revolutionary thinking and open-mindedness.

Rev. Welivitiye Sri Soratha Thero endorsed the argumentative nature within students. As
mentioned in the university anthem of the University of Sri Jayewardenepura “Ayuthiyedi
Viwadashili Asathyayedhi Vicharashilee” (Argumentative ant moments of injustice and critical at
moments untruth). He endorsed radicalism in students, however he stated “Students should be

radical, but they should also work with intelligence” (Wanarathana, 2013).

Rev, Welivitiye Sri Soratha Thero during his time proved to be more than an intelligent scholar.
His admirable organizational skills and dedication helped him build a university that was large
enough to provide for the ever multiplying students. He had a keen sense of practicality. He
avoided spending on carvings and instead focused on using the expense saved on creating a

practical environment for the students (Wanarathana, 2013).

Vidyodaya Pirivena which became Vidyodaya University in 1959 it had three faculties; Arts
(Economics, Geography, History, mathematics), Buddhism (Buddhism, Indian Philosophy,
Western Philosophy) Languages (Eastern Languages, Pali, Sanskrit, Sinhala, Western Languages).
Later however a few more departments were added to the Faculty of Arts such as Archeology,
Education, Astrology and Ayurveda. Psychology was added to the Faculty of Buddhism. In 1960
The Faculty of Applied Sciences was created with departments of Biology, Chemistry and
Mathematics. In the same year Business and Public Administration was introduced to the

Department of Economics. (Wijetunga, 1984)

He was the guiding hand behind providing higher education for women. As a solution for the
increasing demand for education for women he managed to gain approval to provide lectures to
female students in an institution parallel to Anula Vidyalaya without a special fee. He was also
able to lead the way to the creation of External degrees that allowed individuals to gain an

education regardless of gender barriers (Wanarathana, 2013)

In establishing Vidyodaya University, he was catering to the need of many Sinhalese students who
have received preliminary education in Sinhala. This was a vacuum created by the Government of
S.W.R.D. Bandaranayke who brought forth a reform in claim of revitalizing the Sinhala Language.

However, though Rev. Welivitye Sri Soratha Thero facilitated towards this need he also provided
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instruction in Tamil medium so as to cater not only to the Sinhalese but for the Tamils and Muslims
as well. He made English a compulsory subject which every student must pass so as to be on par

with educated individuals of the world.

Not all of these changes were welcomed, many believed that subjects like Business and Public
Administration was not suitable for the Pirivena culture, yet, Ven. Welivitiye Sri Soratha Thero
identified that the Pirivena culture was saturating and was on a mission to create a positive change
to cater to the national need. His goal was to serve the nation and the pressing needs of the nation

at a time when the country was lagging behind after many years of colonial rule.

The changes he brought were revolutionary, he was not just catering for the present, he was also
catering for the future as well. The Departments of Public Administration and Business
Administration grew to be a Faculty that is considered as the best Faculty of Management Studies

and Commerce in the country.

To become a Transformational leader, to be the agent of positive change and stability he would
need certain tools that would assist him in guiding his subordinates through the decisions he made.
Rev. Welivitiye Thero was able to identify a person’s talents and had an inbuilt sense of making
use of the talents he saw in individuals for the reaching of the ultimate goal as well as to improve

the person.

Developing a University is a difficult task that requires immense assistance. His character enabled
people to reach out to him. It is mentioned in one of the articles that he possessed the ability to
gain the service of others by effortlessly reaching out to them. The event of converting the
Vidyodaya Pirivena to Vidyodaya University was not a single handed effort. It was the effort of
individuals such as Dr. Ananda Guruge, Mr. D.J. Kumarage and Prof. Senerath Paranavithana, yet
they were just scattered talents that came under one common goal under the leadership of Rev.

Welivitiye Soratha Thero.

Being the hand behind the infamous the Sri Sumangala Shabdakosaya, and the translation of the
Thripitaka to Sinhala it is evident that Rev. Welivitiye Sri Soratha Thero had a firm grasp of
language. In order develop the Nation’s mother tongue that was given a secondary position during
the colonial era, he with the support of the government took on responsibility of creating the

dictionary so that the language can be preserved for the future generations.
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Martin Wickramasinghe in his article on Rev. Welivitiye Sri Soratha Thero, Soratha Nahimiyange
Aaswada Wngnanaya in Sri Soratha Sahithyayaby Rev. Hikkaduwe Revatha and Rev. Hikkaduwe
Uditha states that that Rev. Welivitiye Sri Soratha Thero has a gained a firm knowledge of
language through his learning and critical analysis of ‘shila lekana’, he states that this can be
clearly seen in his Sumangala Dictionary and other translations. He stated that he had an admirable

sense of how to use components of language in his work (Wickramasinghe, 1964).

He was versatile in a many languages that include: Sinhala, Pali, Sanskrit and English. Thereby it
is apt that his character is viewed through the very elements of language, Nirukthi and Wyakarana.
Nirukthi or Etymology looks deep into the formation of the word. A personification of this
component will imply that a person who has the capability of understanding people and identifying

their capacity and delegating tasks that were most appropriate for them (Vijithadhamma).

It is mentioned in the section: Venerable Welivitiye Soratha: An Inspiring Scholar Monk with a
flair for action in Welivitiye Sri Soratha nahimi Prathyawalokanaya that Ven. Welivitiye Soratha
Thero was able to assume that the author had the capacity to translate the Sri Sumangala Dictionary
to English. (Sthivira, Sumana, Palihapitiya, & Kumarapeeli, 2013) This implies that having
understood the capacity of how his Dictionary can aid the society he reached out to the author who
according to the article was introduced by a mutual friend. The author states that this request was
made while he visited Rev. Welivitiye Sri Soratha Thero at the hospital a few days prior to his

demise.

The Wyakarana or Grammar component of languages brings together individual words to make
meaningful sentences. Rev.Prof. Medagampitiye Vijithadhamma Thero believes that only person
who has both of these personified components of language as qualities can properly govern a set
of individuals in such a manner that they would be motivated to achieve the set goal.
(Vijithadhamma)

Thus these two features of language were two personified traits that were ever present within Rev.
Welivitiye Sri Soratha Thero. They formed a sense of balance and aided him in his leadership

towards creating a stable and positive change.

As mentioned earlier his service in creating Vidyodaya University was a combined effort of some

of the greatest minds in the country at the time. Yet these minds alone could not have heaved such
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a task, their true potential was realized through the leadership given by Rev. Welivitiye Sri Soratha
Thero.

Discussion

Rev. Welivitiye Sri Soratha Thero is considered a leader who identified the needs of the time and
acted accordingly to fulfill the needs of the nation. The Vidyodaya Pirivena established by Rev.
Hikkaduwe Sri Sumangala Thero in 1863 revitalized the dying culture of Pirivena education. The
Vidyodaya Pirivena flourished for many years and Rev.Welivitiye Sri Soratha Thero was
appointed the Deputy Chief Preceptor in1936. However due the failing health of the Chief
Preceptor Baddegama Piyarathna Thero, he was entrusted with many duties of the Chief Preceptor.
Upon the death of Rev. Baddegama Piyarathna Thero in 1958, Rev. Welivitiye Sri Soratha Thero

was entrusted with a responsibility that was the need of the nation.

This refers to the establishment and the conversion of the Vidyodaya Pirivena to Vidyodaya
University. The Pirivena Culture of the country can be dated back to 24 centuries, yet this long
established and developed tradition was slowly dismantled during colonization and revived as
mentioned by Rev. Hikkaduwe Sri Sumangala Thero. During the years that followed ‘The
University of Sri Lanka’ was home for those who sought higher education within the country. The
medium of instruction was English. However, in 1945the preliminary education was made Sinhala
and in 1956 the National Language was declared to be Sinhala. Thus gaining education from the
“The University of Sri Lanka’ was limited to a fair few. Therefore, the need of the Nation at the
time was to create an education institution where higher education in Sinhala was possible. It was

this need that Rev. Welivitiye Sri Soratha Thero catered for. (Aandagama, 2015)

Thus, it is evident that Rev. Welivitiye Sri Soratha Thero saw the need of creating a positive change
that will facilitate many students at the time, this falls in line with the characteristics of a

Transformational leadership

Rev. Welivitiye Sri Soratha Thero according to many character portrayals showed a keen
understanding of the intricate needs for a properly functioning Institute of Higher education. His
aim was not just to create an environment that befits the present needs but to also create an
environment that will cater to the needs of the generations yet to come. His methods and initiations

were highly criticized yet he put the needs of the nation before his.
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He displays a feature of transactional leadership by making the education of English by
undergraduates compulsory. Here he wished to provide the students and the institution with a
stable future in a world where he knew English is the language of opportunity. He further went on
to provide instruction by Tamil medium within the University thus enabling Muslim and Tamil
students of the nation to gain higher education(Ariyaratne, 2009). These aspects ensure that the
students of the University were exposed to tools that will aid them to be effective citizens and

leaders who will help develop the nation.

In the Speech made by Professor Malini Aandagama, Former Head of the Department of History
and Archaeology of University of Sri Jayewardenepura and the Secretary of the Mahavansa
Editorial Board of the Department of Cultural Studies on the 17" of June 2015 for the
Commemoration of Rev. Welivitiye Sri Soratha Thero it was mentioned that Rev. Welivitiye
Soratha Thero in proposing the introduction of a series of subjects (Public Administration,
Business Administration, Modern Science) that were deemed unsuitable at the time has expressed

his views on the type of graduate he wishes to create.

“It is our mission to present the society with intellectual and not merely to breed
graduates. If one endeavors to transform this sacred abode to a place where degrees
are sold, or to a place in which student are given degrees in a mere mechanical
fashion that will only lead the University as well as the country to be dragged in
disgrace. If our graduates are not proven with the expected intellectualism that their
degree claims them to possess, people will indubitably arrive at the conclusion that
our University is a ‘store’ where degrees are ‘sold’. Thus everybody affiliated to
the University should keep in mind not to engage in any act that will undermine the

quality of our degree and the research work” (Aandagama, 2015).

Thus he displays a clear vision of the goal. Johnson in his chapter ‘Normative Leadership Theories’
in his book ‘Meeting the Ethical Challenges: Casting Light or Shadow’ says that transformational

leaders “Use persuasive appeal based reason” in their leadership

His initiatives were not limitedonly to the education. A university is not merely what is taught and

learnt, though they are the fabric of it. For the education to take place a structure should be built
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an excellent foundation should be laid so as to ensure that infrastructure and administration will

aid rather than obstruct the process of education.

This could be seen clearly with reference to the construction of the initial buildings of the
university. The structure of the university was built with precision, having travelled to India to
gain an understanding about University structures. After careful examination Rev. Welivitiye Sri
Soratha Thero was able to create an auditorium 12,000 square feet in time for the very first
convocation, this hall is used even today by the students of the University of Sri Jayewardenepura
(Ariyaratne, 2009).

During the building of the Vidyodaya University in Maligakanda, Rev. Welivitiye Sri
SorathaThero had very limited resources. Dr. Praneeth Abeysundera, Senior Lecturer of The
Department of Sociology, University of Sri Jayewardenepura in his commemoration speech given
at the 55" Commemoration of Rev. Welivitiye Sri Soratha Thero stated that he did not waste a
single grain of sand, a single brick or even a little cement. He stated that he utilized the land in a

practical method devoid of any sort of wastage. (Abeysundara, 2018).

Rev. Welivitiye Soratha Thero is known for his massive contribution for the Sinhala Language
and the country’s higher education. Any leadership role involves working with a group of people
who will be the primary resource to accomplish a task. Proper management of people and resources

enable one to accomplish the task and reach the ultimate goal in an efficient manner.

He can be considered as one of the most inclusive leaders in Sri Lanka. Having gained the majority
of his education from the Buddhist doctrine, he did not hesitate to learn the values explained in

others. He urged his followers to take heed in educating themselves in a similar manner.

A significant feature in his religious teachings is the presentation of facts to befit
the current society; yet he never distorted Buddhist teachings. Sri Soratha Thero
has highlighted the importance of learning religion with a shrewd and balanced
judgment while being on par with the teachings of other religions. In a document
written for the 1947 Gunasena Vesak Programme he has mentioned that: “wise
Buddhist priests should enhance their knowledge and religious perspective by
perusing documents of other religions such as the Holy Bible and the Koran”.

(Aandagama, 2015)
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Leaders, according to Opatha in his book Organizational Behavior are a group of people essential
for stability and positive change (Opatha H. , 2015). It is his view that a leader should be able to

motivate his followers to obtain his goal.

Thereby, it is necessary to identify Ven. Welivitiye Sri Soratha Thero’s goal behind his dedication.
Rev. Welivitiye Soratha Thero like Rev. Hikkaduwe Sumangala Thero both began their journey
of Service to the country at a time when Sinhala as a language was fast depleting. It was Rev.

Welivitiye Sri Soratha Thero’s view that:

The language of a community is an indicator of the development of that community. In the
present world there are many developments; developments did not come through the
community known as Sinhalese. Therefore these developments cannot enrich the Sinhala
Language. It was his belief that if Sinhalese are to move with the pace of the world, it is
necessary to coin words to befit these developments of the world so that the Sinhalese too
will have a language that will help them understand the wonders of these developments.
(Translated, Sri Soratha Sambawana 2013).

His intention was to provide a nation which was falling behind a chance to reach its true potential.
This was made impossible at the time because there weren’t higher education institutes at that
provided students education in the county’s national language which has become the language of
instruction in Schools due to the Swabasha act of 1956. Identifying this national need he took
initiative to create a positive change and thereby develop a group of people who were worldly

enough to tackle the changing world.

Conclusion

Transformational Leadership is the “Ability to recognize the need for positive Change, to create a
vision to guide that change and execute the change effectively.” (Opatha H. , 2015). Opatha also
states that the leadership of this sort of personality will encourage the followers to do exceptional
things to achieve the goal. Transactional leadership as Opatha defines is the ‘Leadership that is
needed for stability” (Opatha H. , 2015). According to Burns in his seminal text, Leadership: “Such
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leadership occurs when one or more persons engage with others in such a way that leaders and
followers raise one another to higher levels of motivation and mortality,” (Burns, 1978). Many of
the Modern Leadership theories share similar characteristics and bring the role of the follower into
the discussion. In the case of Transformational Leadership and Transactional leadership there is
an overwhelming desire within the leaders to guide the followers towards the goal. The difference

between the two theories lies in the intentions within them.

A Transformational Leader will concern himself with positive change (Opatha H. , 2015). He will
inspire the follower to work towards this goal while encouraging them to surpass the goal. A
Transactional leader too will encourage the followers to reach a goal. This may not necessarily be
towards a positive change but he will set target and encourage the follower to reach the set target.
The methods used would be methodical and rigid, but with the positive factor that the path towards

the target will properly plotted and thereby easy to follow.

Higher education is necessarily the task of educating, motivating and moulding an influx of young
adults to be responsible individuals who will be future leaders. However it is also an institution
that functions under a National agenda using the funds provided by the government. It hosts many
students, educators and other individuals. It is a multitude of systems that must work as cogs of
clockwork to function smoothly. Thus the incorporation of both methods of leadership is suitable

in this endeavor.

It could be clearly seen in many instances of his character portrayals. Rev. Welivitiye Sri Soratha
Thero was able to motivate people such as Ananda Guruge into achieving the immense task of
bringing a Pirivena to the status of a University. He was catering to a present need but in his desire
for longstanding stability he was also able to see the need of students gaining a basic knowledge
of English and creating avenues to teach modern subjects. The motivation or creating positive
change can be clearly seen through the following translated passage taken from Sri Soratha

Sambawana

We once discussed which tradition should be used in forming the Vidyodaya University.
We wanted to create a university that will aid the development of the Sinhala-Buddhist

culture® and will facilitate the country’s needs. Though there were some who had no

8Rev. Welivitiye Sri SorathaThero embarked on a journey to uphold the Sinhala culture because it was a time when Sinhala and
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analytical knowledge and those who wished to get their degrees in an easier manner said
nonsensical statements about it, those who had a working knowledge of the world were
aware that it was difficult to gain a higher education befitting the modern times without the
knowledge of English. Therefore we took measures to teach English to everyone who was
studying in the University from the time of its inception. We did not object to create new
methods in our university that were not found in Universities in other parts of the world,
nor were we obliged to include all methods found in those Universities here” (Translated,
Sri Soratha Sambawana, 2013).

Thereby, it is evident both by analysis and the results of his efforts that is enjoyed by many today,
that Rev. Welivitiye Sri Soratha Thero took initiative to create a positive change and laid a stable
system that lead to the further and continued development of education and language of the

country. His leadership resulted in the development of an entire nation.

In close examination of his character it is visible that although Rev. Welivitiye Sri Soratha Thero
uses features of both Transformational and Transactional leadership, his method of leadership is
more akin to Transformational leadership. This is enabled through his inbuilt personified traits of
language; Nirukthi and Wyakarana. However, this is not to say that there are no features of
Transactional leadership in his method of leading. He incorporated the main and most dominant
feature of Transactional leadership as he laid down a stable system that was able fully function
after his demise but this too was influenced by Transformational Leadership. By the time of his
demise in 1964 he has motivated and trained Dr. Ananda Guruge and Mr. Kumarage by example

to continue the work of developing the university and thereby education in the country.

The University of Sri Jayewardenepura, the ultimate output of the Leadership of Rev. Welivitiye
Sri Soratha Thero, today is the largest university in terms of student population. Keeping true to
the legacy of its founding father the University has expanded its knowledge base by creating new

faculties such as the Faculty of Medicine, Faculty of Technology, and Faculty of Engineering. The

the Sinhala culture were being downtrodden in a society which was holding on to the remnants of a colonial past. He was also
catering to the need created by the Swabasha act of 1956 which generated students who were intelligent but was not given the
tools to handle the available higher education avenues at the time. While he took leadership to cater to these students, he also
made sure that the students were given the chance to learn English by making it a compulsory course. He also was insistent on
including Tamil medium which aided both Tamil and Muslim students (Mukarji, 1964)
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expansion has resulted in providing the country with youth who is armed with the most updated

knowledge so as to serve the country.

Though historically celebrated individuals such as Rev. Welivitiye Sri Soratha Thero is often
appreciated and remembered, their leadership, their characters are seldom looked analytically.
Many of these individuals begin from humble backgrounds no different to more than 90% of the
population of the world. Yet through their lives they make decisions to lead, to make a change.
Identifying the reasons behind their shift of personality and how they managed to achieve great
feats aids the development of the future. Thus through this study aspiring leaders no longer need
to reinvent the wheel but follow in the footsteps of those who have achieved a great deal. Though
their success may have been decades before, as this study clearly portrays their methods befit even

the most modern of theories and therefore modern times.

The Transformational and Transactional theories are widely perceived as ‘ideal’ leadership
methods for modern leadership. Yet Rev. Welivitiye Sri Soratha Thero used a combination of these
theories when he took up the challenge of creating a positive Change in the Higher Education of
Sri Lanka.
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Abstract

E-procurement is one of the ICT applications utilized in both public and private sector organizations. Many countries all
over the world benefited through the government procurement using electronic means as it enables the government to
offer more convenient and widespread accessible government services in an efficient, cost-effective and participatory
manner. The main purpose of the study are to identify the most significant factors which affect on public sector e-
Procurement adoption in Sri Lanka; to identify the level of using electronic methods in procurement function of those
organizations and to identify the barriers in adopting e-Procurement in those organizations. The data was collected through
a structured questionnaire and interviews were conducted with officers who involved in the procurement function of
selected public-sector organizations. The population of the study comprises of the national level public sector entities;
Ministries, Departments, Statutory Boards and Public Companies. The sample of 114 officers was selected as key
informants based on stratified random sampling method. Both qualitative and quantitative methods were utilized in this
study. Quantitative research approach was utilized to identify the determinants of successful e-procurement adoption and
the level of e-Procurement usage. The qualitative approach was employed to identify issues in e-Procurement adoption. It
was found that Relative Advantage, Compatibility, Complexity, Top Management Support, Employee Knowledge and
skills and Supplier Readiness are statistically significantly (at p<0.01) affecting e-Procurement adoption. Those variables
altogether explain 66.2% of variance in e-Procurement adoption in the public sector organizations in Sri Lanka. Among
them, Top Management Support and Relative Advantage can have 70.2% and 60.2% impact on successful e-Procurement
adoption. Weak procurement guidelines, Weak Legal framework and ICT infrastructure, and Lack of I'T knowledge and
experience of employees are the present barriers to e-Procurement adoption in national level public sector organizations

in Sri Lanka. Policy recommendations for the e-Procurement adoption are proposed in the paper.

Keywords: e-Procument, e-Procument adoption, Critical success factors, National level public sector organizations
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1. INTRODUCTION

With the globalization, the usage of Information and Communication Technology (ICT) has been
intensified in both public and private sector organizations. In competitive business environment,
organizations either in government or private ownership seeks to maximize capabilities and
resources properly to increase productivity. In this regard, ICT facilitates to explore new business

opportunities while accelerating competition among businesses all over the world.

E-Procurement is one of the latest technologies utilized by modern day organizations in order to
reduce time, cost and effort (Baternburg 2007). E-Procurement has evolved into the use of
electronic technologies to streamline and enable procurement activities of an organization. Many
countries all over the world have gained benefits through the application of e-Procurement systems

into their business operations.

Sri Lanka in its development agenda identifies, ICT as a key driver in economic development.
However, e-Procurement is a new phenomenon to the most government sector organizations in the
country. Moe (2004) mentions that in contrast to the business organizations, the adoption of e-
Procurement systems by the governments are more influenced by political and institutional
commitments (Baturnburg 2007). Different studies have suggested that the real challenge of the
public e-Procurement is not technical but managerial (Ramanathan & Somasundaram 2004).

Hence, adoption of e-Procurement in the public sector is challenging.

2. IMPORTANCE OF THE STUDY
The government is the largest procurement agency in any country which needs to fulfil the
expectations of citizens by providing goods and services. Thai (2001), mentions public
procurement is an important function of the government where it needs to satisfy requirement for
goods, systems and services in a timely manner. Value for Money (VFM) is the core principle
governing public procurement and is supported by the underpinning principles of efficiency and
effectiveness, competition, accountability and transparency, ethics and industry development

(Commonwealth Procurement Guidelines (2005) as cited by Raymond 2008).

Sri Lanka as a developing country, procurement is one of the key functions of government as well

as a key determinant in the delivery of quality services to the citizens. According to Ekanayaka
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(2015), public procurement in Sri Lanka is one of the key areas of the last regime where there were
serious lapses costing billions of dollars and damaging the whole Sri Lankan economy,
environment and society. This statement clearly illustrates the magnitude of the procurement
function for the whole economy. Ekanayaka (2015) mentions that the operational management in
procurement is in a feeble state in Sri Lanka due to lack of good governance. Liyanage (2005)
discussed several weaknesses of the Sri Lankan Government Procurement System such as
extensive delays in contract awards and non-compliance with rules and regulations (cited by
Samarasingha 2009). An interview conducted with Algama (2017) quoted that “Some of the
contracts appear to have been awarded without observing the fundamental principles of
governance in procurement such as transparency, accountability and VFM”. Verité (2016) shows
that introducing an efficient procurement system will empower the businesses and reduce wastage
in public funds in public procurement in Sri Lanka. These factors highlight the importance of

moving into automated systems of procurement function in Sri Lanka.

3. BENEFITS OF THE STUDY
The findings of the study will be important for the heads of public sectors organizations to identify
the most influential factors that determine e-Procurement adoption in public sector organizations

in Sri Lanka. Further, the findings could be taken as inputs to the policy decision making process.

The findings of the study will add new knowledge to the existing literature as there is no research
related to information technology adoption theories to determine e-procurement adoption in Public

Sector Organizations in Sri Lanka.

4. OBJECTIVES

The research is sought to achieve the following objectives;

i. To examine the level of e-Procurement usage among selected public-sector
organizations in Sri Lanka

ii. To determine the critical success factors in the adoption of e-Procurement in public
sector organizations in Sri Lanka.

iii. To identify the challenges and barriers that face e-Procurement adoption in public

sector organizations in Sri Lanka.
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5. LITERATURE REVIEW

5.1.Theoretical concepts

Procurement means acquiring of goods and services and is a business-to-business (B2B)
transaction. Procurement guidelines (2006) issued by the National Procument Agency in Sri
Lanka, defines Procurement as “obtaining by Procuring Entities of Goods, Services or Works by
the most appropriate means, with public fund or funds from any other source whether local or

foreign received by way of loans, grants, gifts, donations, contributions and similar receipts”.

Government procurement is the process by which government buys goods and services from
suppliers (from both public and private) for the needs of its people (Cardapan-Antonio (2003 as
cited by Samarasinghe 2009).

Government Procurement in Sri Lanka: Procument guidelines and the procurement manual
issued by National Procurement Agency (NPA) in 2006, for goods and works are the main
compliances that need to be adhered in government procurement in Sri Lanka. Procurement
methods used in government procurement have been specified in the procurement guidelines
issued in 2006.

Weaknesses of Traditional Procurement in Sri Lanka: Government Procurement in Sri Lanka
requires adhering to many rules and regulations according to the procurement guidelines issued
by the National Procuring Agency in 2006. Liyanage (2005) discussed several weaknesses in
government procurement of Sri Lanka as extensive delays in awarding contracts and non-
compliance to rules and regulations. This has been exacerbated by frequently changing suppliers,
poor monitoring, inadequate knowledge and skills, lack of expert advice and institutional support,
non-availability of standard contract documents and specifications and weak contract
administration. This has direct negative consequences on critical economic development
(Samarasingha 2009). Delays in procurement process are the major concerns which hinder the

performance of government organizations.

E-Procurement: Electronic procurement is the use of information and communication technology

(especially internet) by organizations for concluding their procurement relationships with suppliers
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and for acquisition of goods and services. Lusons & Gillingham (2003 cited by Samarasinghe
2009) defined electronic procurement as the combined use of information and communication

technology to enhance the internal and external purchasing and supply management processes.

Electronic Government Procurement in Sri Lanka: The usage of electronic methods in
procurement function in public sector organizations in Sri Lanka is at minimal level. Procurement
guidelines (2006) have given few provisions to facilitate adopting e-Procurement. Any procuring
entity who wishes to carry out procurement by means of electronic form has to obtain prior
concurrence from the Procurement Committee. Procurement guidelines allow Procuring Entities
to Publish Procurement invitations on website; to inspect pre-qualification (PQ) applications and
bidding documents electronically or otherwise; to obtain clarifications through electronic media.
However, electronic submissions of Bids are not allowed.

E-Procurement functionalities: Lefebvre et al., (2005) classified e-Procurement functionalities
in detail considering information and transaction perspective as a part of B2B e-commerce study.
As per his findings, searching for new suppliers and searching for goods and services is considered
as “electronic information search”; purchasing via e-catalogues, placing and managing orders with
suppliers and accessing suppliers’ goods or services database as “simple electronic transactions”,
purchasing via e-auctions, e-tenders, negotiating contracts with suppliers, making payments to
suppliers, accessing suppliers’ inventories and allowing suppliers to access the buyers’ inventories
as “complex electronic transactions”; and sending documents to suppliers, doing collaborative
online engineering with suppliers’ and tracking goods purchased during transportation as

“electronic collaboration” (Hasan 2013).
5.2.Theoretical Background to the Research

This study reviewed several related theories, namely, Diffusion of Innovation (DOI) theory,
Resource Based View (RBV) theory, Network Effect Theory, Institutional Theory, Path

Dependency Theory and Technology, Organization and Environment Context (TOE) Framework.

Oliveira (2011) mentions DOI and TOE framework (Tornatzky & Fleischer 1990) are the most
commonly used models on IT adoption at the firm level and most studies on IT adoption at the
firm level are derived from these two theories. Soares-Aguiar & Palma dos- Reis (2008) explicitly

relied on the TOE framework, institutional theory, and RBV theory to formulate hypotheses
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regarding factors affecting e-Procurement adoption. Results of the study reveal that firm size,
industry and top management support from the organizational context, information technology
infrastructure, information technology expertise, B to B know-how from technological context,
perceived indirect benefits, perceived success of competitors and trading partner readiness from
environmental context are positively and significantly associated with the e-Procurement adoption.
Teo et al., (2009) explicitly relied on TOE framework in order to formulate hypotheses regarding

factors affecting e-Procurement adoption.

DOI theory, RBV theory, Network Effect Theory, Institutional Theory and Path Dependency
Theory were compared with the TOE framework to eliminate the redundant variables. According
to the comparison, technological context is addressed by both DOI and RBV theory.

Organizational context is addressed by DOI theory, RBV theory and path dependency theory.

Mohammadi (2001) conducted a study on Ranking of Critical Success Factors for e-Procurement
implementation based on thirty-five (35) previous research studies. Out of the top ten critical
factors, most critical factors are synonym with the information technology adoption theories.
Accordingly, Top Management commitment and Trained and Skillful employees are similar to the
organizational context in the TOE framework; Security, IT infrastructure and resources are similar

to the technology context in TOE framework and RBV theory.

Vaidya et al., (2006) assert that there are a number of requirements relating to the adoption of an
e-Procurement system. They include technology, objectives, information, staffing and skills.
Several researchers such as Birks et al., (2001), considers the determinants of e-Procurement
success such as; staff training; top management support; users and buyers; selection of the actual

e-Procurement system (Cited by Vaidya et al., 2006).

Mose et.al. (2013) suggested five most critical factors which affect e-Procurement adoption among
large scale manufacturing firms in Kenya. Accordingly, Employees and Management
Commitment is the most critical factor for e-Procurement adoption. E-Procurement success is
closely related to early supplier involvement. It is important to demonstrate the proposed solution
to the suppliers and discuss any necessary changes, issues, and concerns such as various options

in developing and maintaining supplier catalogues (Birks et al., 2001 cited by Vaidya et al., 2006).
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The conceptual framework of the study has been derived as follows.

6. CONCEPTUAL FRAMEWORK

Technological }\

Relative Advantage ]\

Compatibility }\

[ Complexity ]\
\Z /
f Organizational \

- J

e ™
Top Management

- Y, -
[ Employee Knowledge ]_

Environment

N (7

[ Supplier Readiness

External Pressure

[ Government Support ]/

\J

Figure 2: Conceptual Framework
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7. MAIN HYPOTHESES OF THE STUDY

E-procurement adoption in public sector organizations in Sri Lanka is significantly and positively

associated

follows;

H1

H2:

H3:

H4:

H5:

H6:

H7:

H8:

with the variables identified from the literature review. Hypotheses can be drawn as

: Higher the perceived relative advantage among the procuring officers, the more the

organization will adopt e-Procurement.

Higher the perception of compatibility, the more the organization will adopt e-

Procurement

Higher the perception as fewer complexes in e-Procurement technology, the more the

organization will adopt e-Procurement

Higher the support from top management, more the organization will adopt e-

Procurement

Higher the employee knowledge and skills on information technology, more the

organization will adopt e-Procurement

Higher the supplier is willing to engage in e-Procurement; more the organization will

adopt e-Procurement
Higher the external pressure, the more the organization will adopt e - procurement

Higher the government support, more the organization will adopt e-Procurement

8. METHODOLOGY OF THE STUDY

This study
study and

employed Quantitative Research Approach to achieve first and second objectives of the

Qualitative research approach to determine the barriers for e-Procurement adoption in

public sector organizations in Sri Lanka. The unit of analysis of the study was “national level

public sector organizations” and the key informant is the person who entrust the duties of procuring

activities of the organization. The population of the study comprised of national level public sector

organizations; Government Ministries, Departments, Statutory Boards and Public Companies. 114
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organizations considered as the sample which is 39% of the population. Of that, 74 responses were
received with a response rate of 65%. Stratified random sampling method was used to select the

sample under proportionate allocation.

Data was collected from both Primary and Secondary sources. Primary data of the study was
collected through the questionnaires and from the interviews conducted with selected officials.
Secondary data was collected by reviewing the existing literature. Quantitative data collected
through questionnaires was analyzed using the Statistical Package for Social Sciences (SPSS)
version 20. Both descriptive statistics and inferential statistics were used for quantitative data
analysis. Statistical tools such as frequency analysis, reliability analysis, factor analysis,
correlation analysis and regression analysis were used. Reliability analysis used to ensure the scale
of reliability. Factor analysis was used to ensure construct validity of the measures. Correlation
analysis used to describe the relationship among the variables and regression analysis was used to

find out casual relationships among dependent and independent variables.

Qualitative data was gathered from the interviews conducted with the officers who are directly
involved in the procurement function of the organization and through the questionnaires. Ten
structured interviews were conducted to avoid biasness in responses. Open ended questions were
asked form the interviewers to obtain the true view of the existing phenomenon. Collected data
was recorded and sorted into meaningful categories. The results were interpreted and reviewed
with the co-author to avoid ambiguity and to avoid influencing the biasness. Content analysis
employed to analyze data to identify the basic patterns and themes related to issues of e-

procurement adoption.

9. VALIDITY AND RELIABILITY OF MEASURES

The dependent variable of the study is the e-Procurement adoption among public sector
organizations in Sri Lanka. All independent variables and dependent variable were derived from
the literature and measured by using five-point Likert scale and asked them to answer each item

to get the respondents’ preference from mostly agreed to mostly disagreed.
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9.1.Validity

Validity of data was measured using construct validity. As construct validity cannot be measured
directly; convergent validity and discriminant validity were employed. All independent variables
and dependent variable were based on strong literature to support the theoretical validity of the
study. Therefore, content validity of the data was ensured. Convergent validity of the data was
ensured through Exploratory Factor Analysis. KMO and Bartlett’s test carried out to verify the
adequacy of sample for each variable and the suitability of the data for Factor Analysis.
Discriminant and convergent validity (Construct validity) of the measures were ensured
considering the Square roots of Average Variance of Extracted (AVE).

9.2.Reliability

For ensuring the reliability of the variables; Cronbach’s coefficient alpha was employed. Alpha
coefficient ranges from 0 to 1 may be used to describe the reliability of factors extracted from
various types of questionnaires or scales (Khalid K. et al, 2012). As alpha values are greater than
.50, they can be considered as acceptably reliable in general; thus, those coefficients seem

satisfactory enough to be included in further analysis of the study.

9.3.Factor Analysis

As shown in table 1, Factor Analysis was used to ensure the validity of each factor. Item loading
of dependent variable and independent variables were greater than .05. Also, total variance
explained by each variable were greater than 50% and initial Igen values were greater than 1 show

an acceptable validity in each variable.

Table 9: Results of Factor Analysis of Dependent Variable

Item Alpha Absolute Loading*
E-Procurement Adoption .857

Employees aware on automated processes in 852
procurement function

Employees accept fully automated e- 842

Procurement system
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Employees use existing e-Procurement system 859

Employees willing to use fully automated e- 794
Procurement system

Total Variance Explained — 70.116%

Initial Eigenvalues — 2.805

Table 10: Results of Factor Analysis of Independent Variables

Item Alpha Absolute Loading*
Relative Advantage 873
RA 01- E-Procurement makes the 955

procurement process faster
RA 02- E-Procurement facilitates better 934

management of purchasing function

RA 03- E-Procurement improves 817

relationship with suppliers

Total Variance Explained — 81.731%

Initial Eigenvalues — 2.452

Compatibility 919

E-Procurement system appropriate with .857
existing information technology

infrastructure

E-Procurement system appropriate with 913

organisation’s preferred way for conducting
purchasing activities
E-Procurement adoption is consistent with .886

organisation’s business strategy
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Item Alpha Absolute Loading*
E-Procurement adoption is consistent with 940
organisation’s values

Total Variance Explained — 80.923%

Initial Eigenvalues — 3.237

Complexity 712

Learning to operate e-Procurement is easy 710
Interaction with e-Procurement system is 647
clear

e-Procurement is flexible to interact with 740
Easy to become skillful at using e- 851
Procurement

Total Variance Explained — 54.865%

Initial Eigenvalues —2.195

Top Management Support .878

Top management considers e-Procurement .890
adoption is important

Top management considers e-Procurement .982
adoption as a part of business strategy

Top Management is willing to take risks 933
involved in the adoption of e-Procurement

Top Management sets goals to achieve e- 835
Procurement

Top Management is committed to use e- 857

Procurement
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Item Alpha Absolute Loading*
Top Management is willing to change 675
organisational structure required to adopt e-

Procurement

Top Management is willing to change 517
business processes required to adopt e-

Procurement

Top Management is capable of formulating 555
policies required to adopt e-Procurement

Total Variance Explained — 60.078%

Initial Eigenvalues — 4.806

Employee Knowledge .851

Employees aware on process improvements .852
Employees have an overall knowledge on e- 924
Procurement

Employees have technical knowledge to start .864
e-Procurement

Total Variance Explained — 77.519%

Initial Eigenvalues — 2.326

Supplier Readiness .738

Suppliers willing to automate 792
supply process

Suppliers trust organisation’s system .908
Suppliers have automated systems 749

Total Variance Explained — 67.109%

Initial Eigenvalues — 2.013
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Item Alpha Absolute Loading*
External Pressure .936
Organisation is forced to e-Procurement to .969

meet suppliers requirements
Pressure to use e-Procurement as a standard .969

purchasing practice

Total Variance Explained — 93.95%

Initial Eigenvalues - 1.879

Government Support .936

Government is supportive to adopt e- .865
Procurement

Legal framework is sufficient to adopt e- .865
Procurement

Total Variance Explained — 74.796%

Initial Eigenvalues — 1.496

*Absolute loading of .50 or higher were significant

10. ANALYSIS OF DATA

Following section presents the demographic analysis of the characteristics of the sample.
Subsequent section presents and analyses the correlation and regression among variables. Finally,
identified problems were presented and categorized using content analysis.

10.1. Demographic characteristics of the sample

Demographic characteristics were considered for age, gender, educational and professional
qualifications, and working experience. 42% of the sample is within the age range of 31-40.
Majority of the respondents in the sample are male and it is accounted for 55% of the sample.

Female respondents accounted for 45% of the total respondents. Highest responses received from
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the Ministries category. 49% of the respondents are graduates and about 36% of the sample has

fully qualified professional examinations and 49% of the respondents possess a range of two to

four years’ experience in the procurement function.

In organizational analysis, 65% of the respondents prefer to use automated system for procurement

function of their organizations.

Table 11: Demographic Characteristics of the Sample (N=74)

Demographic Variable Frequency As a % Cumulative %
Gender

Male 41 55% 55%

Female 33 45% 100%

Total 74

Age

25-30 6 8% 8%

31-40 31 42% 50%

41-50 26 35% 85%

above 50 11 15% 100%

Total 74

Type of organization

Ministries 31 42% 42%

Departments 20 27% 69%

Statutory Boards 23 31% 100%

Total 74

Education Level

Master Level 27 36% 36%

Postgraduate Diploma 0 0% 36%

Degree 36 49% 85%

G.C.EEA/L 11 15% 100%

Total 74

Professional Level

Fully qualified 27 36% 36%

Partly qualified 25 34% 70%

Reading 20 27% 975

No professional qualification 2 3% 100%
74

Working Experience
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Demographic Variable Frequency As a % Cumulative %

Less than 1 20 27% 27%

2-4 48 65% 92%

5-9 6 8% 100%

More than 10 0 0% 100%
74

Source: Field Data

Table 12 Number of organizations having separate purchasing department (N=74)

Is procurement function of the
organization operating through

separate purchasing department?

No=1

Yes=2

No. of
Organizations

%

No. of

Organizations

%

Ministries 05 20 18 37
Statutory Boards 13 52 18 37
Departments 07 28 13 27
Total 25 100 39 100

Source: Field Data

Table 13: Employee’s preference on using automated systems than manual systems (N=74)

Do employees prefer to use No=1 Yes=2
automated systems than manual No. of % No. of %
systems? Organizations Organizations
Ministries 12 46 11 23
Statutory Boards 09 35 21 44
Departments 05 19 16 33
Total 26 100 48 100

Source: Field Data
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10.2. Analysis of Level of automation in procurement process

The study examined the current level of ICT usage under four categories as “Information search
and exchange”, “Conducting simple e-Procurement transactions”, “Fully automated e-
Procurement transactions” and “Electronic collaboration in e-Procurement”. Likert scale was used
to determine the level of e-Procurement usage using total of 22 questions. The level of e-
Procurement usage in the national level public sector organizations was analyzed considering the

Mean and Standard deviation of SPSS version 20.

2
1.8
16
1.4
1.2
1
0.8
0.6
0.4
0.2
0
Information Simple e- Fully automated Electronic
search and procurement collaboration
exchange transactions

Level of e-Procurement usage

m Mean m Std. Deviation

Figure 3: The level of e-Procurement usage in the national level public sector organizations
According to the results, mean value of all four levels is below 2.33. Hence, organizations in the

sample are under lower level in using electronic methods in their procurement function.
10.3. Correlation of the Research Variables

Before analyzing the regression model, Multicollinearity analysis performed to identify how much
the variance of an estimated regression coefficient increases if the predictors are correlated. VIF
is the collinearity statistics utilized to measure the impact of Multicollinearity among variables.
As Denis (2011) has mentioned, If VIF for one of the variables is around or greater than 5, there
is Multicollinearity associated with that variable (Cited by Bush, 2009). According to the test
results, there is no Multicollinearity issue in the model. A correlation analysis was used to examine

the strength of the relationship between independent variables.

350



15" International Conference on Business Management (ICBM 2018)

Table 14: Pearson Product Moment Correlation Matrix for the Research Variables

Correlations
Variables EPA RA COM COX TMS EK SR EP GS
EPA 1
RA 416" 1
COM 593  .405™ 1
COX 4937 3297 411" 1
TMS 6367 .360™| 5917  .398™ 1
EK 515™|  .386™|  .330™ 217" 288" 1
SR 125+ | -.336™ 180 179 2707 522" 1
EP 313 141 209| .312™| .661™| .374™| 548" 1
GS 213  -.238" .058 -044| 458" 3017 5157 644 1

**_Correlation is significant at the 0.01 level (2-tailed).

*, Correlation is significant at the 0.05 level (2-tailed).

There is a significant correlation between e-Procurement adoption and Relative Advantage,
Compatibility, Complexity, Top Management support, Employee knowledge and Supplier

readiness at the 0.01 level.

10.4. Regression Coefficients
Table 15:Coefficients?

Model Unstandardized Standardized T Sig.
Coefficients Coefficients
B Std. Error Beta
(Constant) 2.271 1.117 2.032 .046
Relative Advantage .602 219 419 2.752 .008
Compatibility 218 103 213 2.127 .037
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Complexity 341 119 .239 2.873 .005
Top Management Support 702 159 .566 4.419 .000
Employee Knowledge .705 130 .705 5.422 .000
Supplier Readiness -.917 243 -.573 -3.776 .000
External Pressure -.059 164 -.049 -.358 122
Government Support -.038 136 -.034 -.282 79

a. Dependent Variable: E-Procurement adoption

Employee knowledge and skills, compatibility, complexity, relative advantage, top management

support, supplier readiness significantly affect on e-Procurement adoption.

Table 16: Model Summary

Model Summary b
Model R R Square | Adjusted R | Std. Error of | Durbin -Watson
Square the Estimate
1 .836? .699 662 49172 2.144

a. Predictors: (Constant), Government Support, Complexity, Supplier readiness, External Pressure,
Compatibility, Top Management Support, Employee knowledge and skills

b. Dependent Variable: E-Procurement adoption

All these factors explain 66.2% variance on the dependent variable of e-Procurement adoption.
External pressure and government support are not significantly affect on the e-procurement
adoption.

10.5. Qualitative Analysis

Qualitative findings are based on the responses given by the respondents for the questionnaire and
responses received derived from the structured interviews conducted with the selected officers.

Following specific issues were identified.
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1051.  Weak Procurement Guidelines

According to the analysis of responses received from the interview, all respondents highlighted
the weaknesses in the existing procurement guidelines. Procurement guidelines obstruct moving
into automated systems in procurement function as suppliers are not allowed to submit bids in
electronic form, purchasing via e-auctions or e-tenders, making payments electronically and
sending documents to suppliers in electronic means. The same issue was highlighted by the
responses received through questionnaires. Accordingly, 88% of the respondents mentioned that

strengthening and revising existing guidelines is a must to facilitate e-Procurement adoption.

1052.  Weak Legal framework

From the interviewees four officers discussed the weaknesses in the existing legal framework of
the country to adopt e-Procurement. Laws and regulations facilitating electronic transactions and
other IT related laws can be identified as the major constraint in establishing an e-Procurement
System. It was revealed that in the long term, absence of a national procurement law will diminish
the stakeholders’ trust, transparency, accountability and efficiency in procurement operations.
Implementation of Electronic Transactions Act, No. 19 of 2006 and Computer Crime Act, No. 24
of 2007 are some of the positive tendencies on creating legal framework in the country. However,
those laws should be revisited to facilitate towards implementing e-Procurement systems. 53% of
the respondents highlighted the weak IT related laws through the questionnaires.

1053.  ICTinfiastructure

Along with the strengthening legal framework, ICT infrastructure is required to facilitate those
Acts and regulations should be established and maintained. All interviewees mentioned that
existing ICT infrastructure does not facilitate in adopting e-Procurement systems in their
organizations. 95% of the respondents confirmed the same issue through the responses received
from the questionnaire. As e-Procurement System is highly relies on cryptography to establish
Confidentiality, Integrity and Awvailability, it is required relevant cryptographic protocols,
algorithms and techniques to establish a secure e-Procurement System. Standard Bidding
Documents (SBD) should be modified and standardized to facilitate use of e-procurement.
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According to the respondents, lack of Public Key Infrastructure (PKI) facilities is a key barrier in

determining e-Procurement adoption.

1054.  Lack of IT knowledge and experience

Lack of IT knowledge and experience among public sector officials appeared as a key issue in e-
Procurement adoption. Initiation of such a change would be challengeable without sufficient
knowledge on IT. Officials engages in procurement function does not know on laws and
regulations facilitating electronic transactions and other IT related laws. 81% of the respondents

highlighted the issue through the questionnaires.

11. DISCUSSION

First objective of the study is to find out the present level of automation in the procurement function
in selected public-sector organizations. The four levels were defined based on the literature as
“Information Search and Exchange”, “Conducting simple e-Procurement transactions”,
“Automated e-Procurement transactions” and “Electronic collaboration”. Findings of the study
show that organizations in the sample is at lower level in using automated processes in the

procurement function.

Relative Advantage, Compatibility, Complexity, Top Management Support, Employee knowledge
and Supplier readiness are critical determinants of e-Procurement adoption in public sector
organizations in Sri Lanka. Relative advantage was found to have effect on e-Procurement adoption
in the studies by Min and Galle (2003), Teo, et al (2009), Li (2008), Hasan (2013), Soares - Aguiar
& Palma dos-Reis (2008).

Organizations are more likely to adopt and use innovation when it is compatible with their existing
practices and values (Rogers 2003). Teo et al., (2009) and Soares - Aguiar, and Palma-dos-Reis
(2008) presented evidence suggesting that organizations are more likely to adopt and use
technology that is compatible with the organizations’ existing information technology

infrastructure, business processes and value systems.
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An innovation that is perceived as easy to use and understand is more likely to be adopted and
used by an organization (Rogers 2003). Further, author suggested that organizations are more
likely to adopt and use technology that is perceived as less complex. Difficulty in understanding

and applying a new technology increases the risk associated with its adoption (Teo, et al., 2009).

Top Management support is a critical factor in both e-Procurement implementation and adoption
as identified by many scholars. Support from top management is vital to ensure that resources
needed to adopt a technology (Griver 1993 (as cited in Hassan 2013) or to expand its use are

available and to overcome resistance to change.

Employee knowledge is more likely to result in e-Procurement adoption. Prior studies presented
evidence that organizations are more likely to adopt and use technology when their employees
have knowledge and expertise relevant to technology. Mata, et al., (1995) illustrate that knowledge
about technology enables organizations to manage effectively the risks associated with investing
in a technology (as cited in Hassan 2013). The findings are associated with the qualitative findings

revealed through the interviews conducted with the officers of public sector organizations.

The benefits of e-Procurement can be realized by an organization only if its suppliers are ready to
engage in information exchanges or transactions via procurement (Hassan 2013). Soares - Aguiar
& Palma-dos-Reis (2008) presented evidence that organizations are more likely to adopt and use
inter-organizational information systems when their trading partners are ready to use such systems.
However, supplier readiness has a negative relationship with e-Procurement adoption due to

suppliers’ unwillingness to trust electronic systems in public sector organizations.

In Sri Lanka, most of the supplier contracts depend on personal relationships and have been
awarded without observing the fundamental principles of governance in procurement (Verité
2016). Therefore, both buyer and seller do not wish to maintain electronic business relationships.
ECOM (2002) provides constructive opinion on the same stating that suppliers may be unwilling
to conduct businesses electronically with public sector agencies because they are unclear about the
benefits to be gained, and they might see e-Procurement as a means by which public sector

agencies will simply attempt to force down prices.
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12. CONCLUSION

This study makes a significant contribution to the applicability of e-Procurement adoption theories
to the public-sector organizations in Sri Lanka. Accordingly, technology and organization context
variables were significantly affect on e-Procurement adoption in public sector organizations in Sri
Lanka. Some of the qualitative findings such as employee IT knowledge and experience and IT
infrastructure also compatible with the complexity in the technological environment and employee
knowledge and skills in the organizational context. However, Supplier readiness from the external

environment has a negative impact on e-Procurement adoption.

Therefore, top managers should more concern about organizational level factors to strengthen
those factors. Top management support and employee knowledge have the highest impact on e-
Procurement adoption in the organizational context. As suppliers’ readiness negatively effects on
e-Procurement adoption, managers should provide opportunities for them to offer their feedback

and suggestions for the improvement and adjustment of practices.

13. RECOMMENDATIONS

E-Procurement adoption is possible when the users of the organization perceive its benefits such
as performing procurement process faster, better management of procurement activities and
improving relationship with suppliers. Therefore, users should make aware on the expected
benefits of adopting e-procurement system.

E-procurement systems should be compatible with the existing information technology
infrastructure. Then the additional cost and training can be minimized as users familiar with the
existing information technology infrastructure. Further, users preferred method of doing their day
to day activities should not diverge with the new e-procurement systems. End user participation is
required from the beginning of such implementation to avoid resistance. E-procurement systems
should be easy to learn and operate for end users. It should be provided with user friendly interface

to interact with.

Top management support is a vital factor on e-procurement adoption. They should perceive

moving to an automated solution is important to the organization. They should set goals and
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formulate policies necessary for e-Procurement adoption. To accomplish the goal, they should
identify e-Procurement system adoption as a part of their business strategy and they should willing

to change necessary changes required in the present organizational set up and business processes.

Employee knowledge and skills is another supportive hypothesis for e-Procurement adoption.
Employee should make aware of the process improvements and changes to the existing processes.
User Acceptance Testing (UAT) should be conducted before implementation of e-Procurement

systems.

Supplier readiness to perform purchase contracts based on automated process is another factor on
e-Procurement adoption. As it is negatively correlate with e-procurement adoption in Sri Lankan
context, suppliers should be involved in every stage of e-Procurement adoption by demonstrating

the proposed solution to supplier by discussing necessary changes, issues and concerns.

Updating procurement guidelines, manuals and procurement procedures and adopt a principles-

based procurement law are imperative requirements in order to speed up e-Procurement adoption.

The study examined the level of e-Procurement usage in public sector organizations and revealed

that all organizations are at a low level in automating procurement processes in their organizations.
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