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Introduction

Since its “New Asia Strategy” formulated in 1994 (EC, 1994), the European
Commission has been eager to resurrect and then to refine its economic relationship
with Asia and in particular with East-Asia, by upgrading the relationship to a
“comprehensive strategic partnership” with China for example, and by focusing
overall on greater “connectivity” between the two regions (see for example EC,
2018). According to the 1994 seminal document, the restoration of a strong
relationship between the two regions would have enabled the EU to maintain its
“leading role in the world economy”, to “ensure that [the EU] interests [were] taken
fully into account in this key region” and, through an active participation of EU firms
in Asia, the relationship would have provided “qualified jobs for European workers”
(EC, 1994: 3). In one of the most recent EU Commission official documents where
the relationship is now referred to as being one of “connectivity” between the two
regions, particularly in the aftermath of China’s Belt and Road Initiative (BRI), it is
stated that an enhanced relationship between the two regions “contribute to economic
growth and jobs, global competitiveness and trade” EC (2018: 1).

Reviving economic growth in the EU has clearly been a driving objective of EU-
Asia relations, from the part of the EU institutions, but during most of the 26 years
after the 1994 document, economic growth in the EU has been rather unimpressive,
in comparative terms. A recent report for the EU Commission mentions a “fragile
global recovery”, after the 2008 shock, as well as “steady moderate growth” (EC,
2020: 1) putting the growth rate for the euro-area at 1.2 percent for 2020 and 2021
per annum (which is the same as for 2019 and lower for the EU-27). Although
growth at the global level is also rather modest (2.5 per cent forecast for the world
economy as a whole for 2020 according to the recent 2020 World Bank forecasts),
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the East-Asia Pacific region stands out as the region with better growth prospects of
all, and as the region with the fastest labor productivity growth. The Chinese economy
is expected to slow down a bit and to grow by 5.9 per cent in 2020 (against 6.1 per cent
in 2019), whereas growth forecasts for the mature economy of Japan would only reach
0.7 per cent. A number of adverse circumstances explain these unimpressive growth
prospects, such as the remaining uncertainty surrounding the US trade policy, geo-
political tensions in the Middle-East, political and social unrest in some parts of the
world in particular in South America, the long-term relationship between the EU-27
and the UK, and more recently, the outbreak of the coronavirus (World Bank, 2020).
Except for Japan, where the population is now actually declining, diverging growth
paths seem to have opposed Asia and the EU; this is despite increasing economic links
forged between the EU and Asian countries since the 1990s, and this is also despite the
advent of the single European currency.

Of specific note however are the many EU-Asia economic and business connections
that have mushroomed in the last 25 years or so, making now Asia a significant
economic partner of the EU; Asia a whole accounts for roughly 35 per cent of EU
exports and for 45 per cent of its imports (EC, 2018). The papers -published by the
Journal Global Policy and Governance in this Special Edition- provide some concrete
examples of this increased Asia-EU economic/business interaction and/or of how
growth revival in Asian countries, through adequate domestic policies, can eventually
trickle down in EU countries in the context of highly globalized regions. These papers
can therefore be appraised as providing a contribution in terms of Asia-EU economic
relations, although the focus is, perhaps in contrast to EU policy thinking, on how Asian
growth can be beneficial to the economies of the EU. In particular, with the advent of
the 2008 global financial crisis, many Chinese companies have seized the opportunity to
invest in the distressed and also in the more dynamic areas and regions of Europe. Job
creation and economic growth, through spillover effects, are the direct beneficial effects
of inward direct investment.

The first paper is entitled How do Chinese Multinational Companies Coordinate
and exert Control over Foreign Subsidiaries? The case of Chinese Subsidiaries
in France. France is nowadays an attractive country for Chinese investors. With
their direct investments in France, Chinese companies pursue mainly market and
asset seeking goals. However, Chinese firms might lack much needed international
experience, which makes good performance of their subsidiaries in France difficult
to achieve. This contribution investigates how Chinese companies implement control
and coordination mechanisms to manage their subsidiaries in France. The authors held
interviews with 17 managers in charge of Chinese subsidiaries in France. They find that
Chinese companies use four main mechanisms to exert control over their subsidiaries
in France: (i) control through the share of capital in a subsidiary, with a clear
preference for wholly-owned subsidiaries or large majority shares in joint ventures; (i)
decentralised decision-making to compensate for the lack of international experience
of Chinese managers; (iii) formalisation of the subsidiary’s organisation through a
mix of reporting, ERP and written documents; and (iv) control and coordination by
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international human resources coming from the Chinese headquarters, including
expatriates with rather observational roles as well as frequent short-term assignments.

The second paper of this number entitled 7he Role of Foreign Capital Inflows on
Economic Growth of the Southeast Asian Least Developed Countries highlights the
ambiguous effects of capital inflows on the economic growth of recipient economies,
although these recipient economies do need inward capital for their economic
development. The case of Southeast Asian least developed countries (namely Cambodia,
Lao PDR and Myanmar) is investigated in this paper, where capital inflows include
remittances, foreign direct investment as well as official development assistance. The data
used in this work span over the period 1980 to 2017, and an autoregressive distributed
lag (ARDL) model is used to analyze the impact of these capital flows on the economic
growth of these countries. The results differ across countries and according to the type
of financial flow. In the case of international remittances, the findings show that their
short run effect on economic growth becomes insignificant in the long run in the case
of Cambodia and of Lao PDR, whereas a short run positive impact is still perceptible
in the long run in the case of Myanmar. Interestingly, foreign direct investment raises
economic growth in all three countries in both the short and long runs. Finally, the
short run contribution of official development assistance on the economic growth of
Cambodia and Lao PDR still remains in the long run, this effect becomes insignificant
for Myanmar. These results highlight on the main the positive impact of capital inflows
in least developed countries, and therefore the positive nature of domestic policies on
economic growth. Another paper dealing with adequate domestic policies (in the case of
an Asian country) is the paper entitled Is China 5 Financial Sector Reform the Answer to
Economic Globalisation? Given China’s “new normal economic model” following the
2008 global financial and economic crisis, services and in particular financial services
have become a key sector of Chinese economic policy. The ability of the country to
keep growing is tightly connected with the development of its banking and financial
system. The sector is indeed susceptible to contribute to the needed conditions that
support fast economic growth and development not only in the Chinese economy but
also worldwide. Chinese policy in the area is divided between leaving the “The Big
Four” Chinese commercial banks under the control and surveillance of the central
government, and promoting banking deregulation, liberalization and efficiency. The
main results from this empirical study highlight that the “Big Four” do not seem to be
impacted upon by either regional or global uncertainty, but that causal dynamics exist
between Chinese top banks and regional market uncertainty, a phenomenon that needs
to be carefully considered by policy makers.

The last two contributions in this Special Edition deal with the case of the Japanese
economy. First, the paper entitled Toshiba'’s market valuation in the midst of a long-
term turmoil underlines that since 2008, Toshiba has been experiencing a major fraud
and financial scandal, which has impaired its stock price, governance and reputation.
As this conglomerate is one of the largest and more ancient Japanese industrial groups,
it is highly interesting to analyze the impact of this situation on the main financial
indicators of the company in a long run perspective. This contribution shows that while
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the risk level of the firm was increasing the returns and stock price were dropping.
Such an evolution really endangered the group, as the stock market ratios show. In
addition, the calculation of abnormal returns confirms that the news considered a
priori as good (or bad) generated cumulative increases (or decreases) in the returns of
the Toshiba stock.

Finally, the last paper entitled Does Tax Avoidance Diminish Firms’ Sustainability?
deals with an issue that has gathered substantial public attention among firms, policy
makers and academics. It looks at the relationship between tax avoidance and firm
sustainability and it is the first study to show the economic consequences (effects on
sustainability) of tax avoidance in the long run. Staring with stakeholder theory which
suggests that firms need to maintain good relationships with all firm stakeholders
in order to be sustainable, the authors argue that tax avoidance may diminish the
sustainability of firms in the long term, although it might make the firm profitable
(judging by its higher net income after tax) in the short run. The main findings of this
empirical research show that the effective tax rates (ETRs) of the firms are tied with
their sustainability and that tax avoidance diminishes sustainability.
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PAPER

How do Chinese Multinational Companies Coordinate
and exert Control over Foreign Subsidiaries ?
The case of Chinese Subsidiaries in France

Johannes Schaaper” * Ni Gao™

Abstract France is nowadays an attractive country for Chinese investors. With
their direct investments in France, Chinese companies pursue mainly market and
asset seeking goals. However, Chinese might lack international experience, which
makes performance of their subsidiaries in France difficult to achieve. Our research
investigates how Chinese companies implement control and coordination mechanisms
to manage their subsidiaries in France. We held interviews with 17 managers in
charge of Chinese subsidiaries in France. We find that Chinese companies use four
main mechanisms to exert control over their subsidiaries in France: (i) control
through the share of capital in a subsidiary, with a clear preference for wholly owned
subsidiaries or large majority shares in joint ventures; (ii) decentralised decision-
making to compensate for the lack of international experience of Chinese managers;
(iii) formalisation of the subsidiary’s organisation through a mix of reporting, ERP
and written documents; and (iv) control and coordination by international human
resources coming from the Chinese headquarters, including expatriates with rather
observational roles as well as frequent short-term assignments.

Keywords: China; Control; Expatriation; Foreign direct invesment; Foreign
subsidiary; Multinational companies.

JEL Classification: M16; M31

Introduction

Chinese direct investments in France are growing steadily for the last 10 years. In
2018, China was the second Asian country to invest in France, just behind Japan,
with 65 investment projects creating 2234 jobs (Business France, 2018). Among
these projects, the investments of the major Chinese groups BYD (automobile and
equipment manufacturer), MINYOUN (hotel and real estate) and AVIC (Aviation
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Industry Corporation of China) are the most prominent examples, due to the volume of
investment and the numerous jobs that resulted from these investments.

Chinese companies pursue two main goals with their FDI in France (Gao and
Schaaper, 2018). The first motive is market seeking, while Chinese companies want to
increase their sales in French and European Union markets. Some Chinese companies
are looking at the francophone West African markets, with which France has historical
connections. Also, some Chinese companies target to enter specific protected
European markets where direct access for Chinese companies is complicated, like the
telecommunication sector, through establishing a subsidiary in France. The second FDI
goal is strategic asset seeking. Chinese firms acquire various categories of strategic
assets, with the aim to enhance their global competitiveness in international markets.
The strategic assets the Chinese firms acquired through their FDI in France include
industry-related technology, advanced production methods to upgrade their industrial
capacity, R&D and innovation capabilities to develop higher added-value products and
services as well as international recognised brands.

Despite the advantages offered by the host country, Chinese investors are aware
of the difficulties on their internationalisation way in France. They might lack
international experience (Deng, 2013; Wang et al., 2014). Moreover, the relatively high
cultural differences between France and China can add difficulties in the management
of a Sino-French subsidiary. Therefore, the headquarter-subsidiary relations between
the parent company in China and its subsidiary in France are becoming important, of
which particularly the issues of coordination and control. In this research, we focus
on the following questions: How do Chinese multinational companies coordinate and
exert control over their subsidiaries in France? What are the means used by Chinese
companies to ensure the best coordination and control?

To bring answers to these research questions, we first reviewed the literature on the
questions of coordination and management control of subsidiaries abroad. Then we
conducted 17 face-to-face interviews with managers of Chinese subsidiaries located in
France, which will be analysed. The structure of this article follows the same logic. The
first part is devoted to a literature review, the second part details the data collection and
analysis methodology whereas the third part discusses the results of our qualitative survey.

1. Control and coordination of a subsidiary abroad: what does academic
literature teach us?

According to Mintzberg (1979), any organisation faces the complex issue to divide
labour of tasks into subtasks to support specialisation, and the coordination of these
subtasks to accomplish the overall task. An organisation can thus be defined as “the
sum total of the ways in which its divides its labour into distinct tasks and then
achieves coordination among them” (Mintzberg, 1979:2). In international management,
coordination is a major and fundamental concern for companies (Martinez and
Jarillo, 1989). Mintzberg (1979) distinguishes different mechanisms for coordinating
work within an organisation: (1) Direct supervision, whereby coordination is
achieved by one individual taking responsibility for the work of others, (2) Mutual
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adjustment, whereby coordination of work is made possible by a process of informal
communication between people conducting interdependent tasks, (3) Standardisation
of work processes, where coordination is made possible by specifying the work content
in rules or routines to be followed, (4) Standardisation of output, where coordination
is obtained by communicating only expected results, without describing the actions to
undertake to reach these results, (5) Standardisation of skills and knowledge, where
coordination is reached through training so that employees know what is expected in
an almost automatic way, (6) Standardisation of norms and socialisation, so to establish
common values and beliefs in order for people to work toward common expectations.
These coordination mechanisms are means to achieve a sufficient level of integration
between different divisions within the same organisation and to optimise overall
operational performance (Martinez and Jarillo, 1989).

Geringer and Hebert (1989:236-237) define control as “the process by which
one entity influences, to varying degrees, the behaviour and output of another entity
through the use of power, authority and a wide range of bureaucratic, cultural and
informal mechanisms”. They add that as organisations expand in size, they face
increased complexity and differentiation in their structures, as well as the risk of
conflict, opportunistic behaviour and competing goals between or within units. As a
result, top management confronts the crucial need to monitor, coordinate and integrate
the activities of the organisation’s business units, including international joint ventures
(IJVs). In this last case, international joint ventures, insufficient or ineffective control
may limit the parent company’s ability to coordinate its activities, use its resources
effectively and implement its strategy.

Between the 1950s and 1980s, researchers conducted empirical studies to find
effective ways to improve coordination and control. The different ways that these
studies underline to coordinate and control subsidiaries include: strategic planning,
budgeting and functional plans (March and Simon, 1958), informal communication
(Thompson, 1967), standardisation of processes, rules, procedures and results
(Thompson, 1967; Galbraith, 1973; Mintzberg, 1979), meetings (Van De Ven, Delbecq
and Koenig, 1976) as well as personal or direct control (Ouchi, 1979).

In their study of the evolution of research on coordination mechanisms in
multinational corporations between 1953 and 1988, Martinez and Jarillo (1989) group
extant research into three main streams. The first concentrates on the organisational
structure of multinational corporations, including their departmentalisation,
international divisions and product, area or matrix organisations. The second stream
focuses on decision-making centralisation and bureaucratic control, which includes
formalisation, standardisation and reporting. These authors stress that early studies did
not distinguish clearly between centralisation and bureaucratic control. These first two
streams focus more on formal mechanisms, whereas a third stream investigates more
subtle mechanisms, such as informal communication, transfer of managers, behavioural
control, socialisation, expatriation, visits, networks of people and corporate culture.

Ghoshal and Nohria (1989), studying headquarters—subsidiary relations, find that
the optimal fit between environmental contexts and subsidiaries requires a combination
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of three elements: centralisation of decision-making, formalisation and normative
integration. Centralisation implies governance mechanisms in which the decision-
making process is hierarchical, such that HQ makes most crucial strategic and policy
decisions. The level of centralisation is measured by the degree of autonomy that
HQs grant to subsidiaries to make decisions about their own strategies and policies,
such as the design of new products, manufacturing or human resource management.
Formalisation is establishing routine decision-making and resource allocation through
manuals, standing orders, standard procedures, well-defined sets of rules and policies
as well as continuous monitoring to ensure that rules have not been violated. Normative
integration is based on consensus and shared values for decision-making, which
require investments in socialisation of employees. The main instruments of normative
integration are the time the subsidiary managers work at the HQ, the presence of HQ
mentors for subsidiary managers and the number of HQ visits to subsidiaries. In their
empirical survey, normative integration is referred to as socialisation, a designation
that continues to be used widely in organisation theory.

Nine years later, Nobel and Birkinshaw (1998) confirmed that these three modes
of control had been well established in organisation theory literature. They describe
centralisation as the decision-making power retained by HQ over topics such as the
firm’s direction, new projects, standards, budgets, hiring, cooperation, training and
compensation. Formalisation is routinised decision-making through rules, procedures,
standards and reports. Socialisation consists of developing common expectations and
shared values among organisation members through visits to and from other units,
rotation and training, which promote like-minded decision-making.

Harzing and Noorderhaven (2006) acknowledge that the triptych centralisation-
formalisation-socialisation of Ghoshal and Nohria (1989) is relevant for the context
of Western MNCs in Asia, though they consider expatriation as a stand-alone
complementary control dimension. Expatriation plays an important role in controlling
foreign subsidiaries (Perlmutter and Heenan, 1974; Ondrack, 1985; Philips and Fox,
2003; Dowling, Festing and Engle, 2013). Western multinationals rather often send
their own expatriates to manage subsidiaries abroad and thus reduce transaction costs
(Kabst, 2004; Tan and Mahoney, 2006). Expatriates can also facilitate communication
with the parent company and transmit central information (Jaussaud, Mizoguchi,
Nakamura and Schaaper, 2012). But at the same time, the high costs and frequent
failures associated with expatriation have prompted MNCs to rely a lot on short-term
assignments to subsidiaries in Asia, on the one hand (Petrovich et al. 2000; Bonache et
al. 2010; Cartus, 2010) and on localisation of management positions, on the other hand
(Schaaper et al., 2013).

The last decade, new forms of coordination and control have emerged, of which
especially worldwide ERPs and intensive travel. One of the goals of an ERP is to
gain managerial control over the firm’s operations (Schwarz and Brock 1998; Willis
and Chiasson 2007). According to Davenport (1998), ERPs centralise control and
standardise processes. Yet Davenport (1998) also highlights the paradoxical impact of
ERP on a firm’s organisation and culture: they lead to higher degrees of centralisation,
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but the availability of real-time data streamlines management structures and creates
more flexible organisations. Schwarz and Brock (1998) note that ERP facilitates
new organisational structures and that the wider availability of information to all
employees facilitates communication, create stronger management teams and thus
reinforces social control. With a quantitative survey of 156 companies in China, Wang
(2007) asserts that the deployment of an ERP leads to flatter, more decentralised and
standardised organisational structures.

The development of high-speed, global travel, as well as the remarkable progress
in information and communication technologies, have changed the way people work,
especially across national borders. Different empirical researches (Mayerhofer et al.,
2004; Tahvanainen et al., 2005; Welch et al., 2007; Bonache et al., 2010) find that
short-term assignments and international missions complement crucial but costly
expatriation. Several studies emphasise the increased use of short-term assignments,
especially for subsidiaries in China, the Indian subcontinent and South-East Asia
(Petrovich et al. 2000; PriceWaterhouseCoopers 2005; Bonache et al. 2010; Cartus,
2010). Mayerhofer et al. (2004) state that the main purposes of short-term assignments
are to provide expert knowledge, solve technical problems, conduct audits, attend
meetings and conferences and deliver training. But these assignments also include
supervisory activities and can as such be considered as a form of managerial control
(Tahvanainen et al., 2005). Short-term assignees complement expatriates in their
control function, but they also play an important role in circulating information
throughout the network of subsidiaries.

Coordination and control mechanisms are not independent of each other and
a company does not have to choose between formal and informal mechanisms.
Multinational companies in general use a combination of mechanisms to coordinate
and exert control over their subsidiaries abroad, depending especially on the strategic
goal of the subsidiary and the size of the multinational (Amann et al., 2014). Extant
research has studied the way how Western multinationals use control and coordination
dimensions to manage their subsidiaries in Asia. However, there is a dearth of
research on “reverse international management”, i.e. management of subsidiaries in
developed countries owned by emerging country multinationals. Our research goal
is to understand how Chinese companies combine the different mechanisms to better
coordinate and control their subsidiaries in France.

2. Empirical methodology

The main purpose of this study is understanding how Chinese companies combine
the different mechanisms and instruments to coordinate and exert control over their
subsidiaries in France. Only a few academic empirical researches (Shen & Edwards,
2006; Fan et al., 2013; Wang et al., 2014) have explored this question. Therefore,
we opted for qualitative interviews with, mostly Chinese, managers of Chinese
subsidiaries established in France.
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2.1 The empirical field is France

France is a developed, industrialised country and an attractive destination for
Chinese outward FDI. In 2014, France and China celebrated the fiftieth anniversary of
the establishment of diplomatic relations between the countries. This event intensified
the development and cooperation between China and France. In 2019, France’s GDP
of 35,400 euro per capita is the 9th highest in Europe. With 66 million inhabitants,
its total GDP of 2.5 billion euro is the third largest in Europe, after Germany (3.5
billion) and the UK (2.6 billion), and 6th largest worldwide. The French consumer
market is the third largest in Europe, and offers good opportunities for Chinese firms.
Furthermore, France is located in the Western part of the European Union, bordered by
the North Sea, the Mediterranean Sea and the Atlantic Ocean. The air, road, maritime
and rail transport systems are highly developed. Its neighbouring countries, Belgium,
Luxembourg, Germany, Switzerland, Spain and Italy, and the UK (connected by a
tunnel), also offer very attractive consumer markets. So, France is clearly a gateway
to European markets. French firms have competitive advantages in many sectors,
including aviation, nuclear power, chemical industries, medicine, and agriculture.
France’s strong mathematics, physics, and engineering cultures lead to the creation of
excellent research output and innovation centres, both public and private. According
to the statistics of the World Intellectual Property Organisation (WIPO, 2017), France
ranks 6th worldwide in terms of international patents ownership. This has attracted the
attention of Chinese companies, especially those looking for strategic assets.

2.2 Sample of Chinese subsidiaries in France

We initially contacted nearly 200 managers of Chinese subsidiaries located in
France. However, the hierarchical nature of Chinese corporate culture sometimes
leads Chinese expatriates to avoid interviews. Furthermore, expatriates who agreed
to cooperate did not always fulfil our sample requirements. In total, we conducted
face-to-face interviews with managers of 17 Chinese subsidiaries in France, including
11 Chinese expatriates and 6 local French managers. At the request of most of these
interviewees, we do not provide the names of the companies, nor the interviewees’
personal identities. With this guaranteed anonymity, the respondents spoke more
freely and did not feel the need to ask for permission from supervisors in the powerful
Chinese corporate hierarchy. Consequently, we only indicate industries in broad
terms. We underline that the 17 interviews led to information saturation so that the
last interviews which we conducted did not supply any new or significant information
related to our research questions (Symon and Cassel, 1998). Table 1 contains an
overview of the sample.

Table 1: Sample characteristics
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The sample is diversified and interesting to analyse. Our sample contains both SOEs
(8 cases) and private companies (9 cases), which invested in various industrial and
service activities, including manufacturing (steel, diesel engines, tractors, consumer
goods, medical equipment), transport, and services (real estate, telecommunication,
broadcasting). This confirms Rui and Yip’s classification (2008:213) when they ranked
Chinese acquisition firms in three categories: large SOEs which are impelled by the Go
Global policy; large or small public share-issuing companies and private companies.
Concerning the preferred entry mode, most of the investing Chinese companies use
wholly owned subsidiaries to settle in France (15 out of 18 cases), of which eight
through greenfield investments and seven through M&As. Three Chinese companies
opted for an M&A through an international joint venture with a local French partner.
However, in case of international joint ventures, the Chinese partner holds a strong
majority part of the IJV shares (70, 75 and 80 percent respectively). Our sample
characteristics fit in largely with the observations of Zhang et al. (2013: vii) that, based
on MOFCOM and Eurostat data, “Chinese investors largely opt for wholly owned
subsidiaries and majority owned joint venture to establish in Europe”.

2.3 Interviews

To prepare for the interviews, we wrote a semi-structured interview guide in French and
Chinese. The interview guide started with questions about the history of the MNC in its
home country and the development of their internationalisation. With two open-ended
questions, we encouraged managers to describe first their main reasons for investing
in France and the entry mode their firm used. Then, we focused on the management
of their subsidiary in France, asking the respondents to describe their expatriation
and localisation policies, including the number of expatriates and local managers,
their roles and management positions, the level of centralised decision-making
(strategic, operational and budget decisions), the use of formal control mechanisms
(ERP systems, written procedures, job descriptions, reporting) and informal control
mechanisms (short-term visits and missions, training, task rotation, corporate culture,
shared values, meetings between the parent company and the subsidiary). Again,
we asked the respondents to explain in greater depth, when relevant, the reasons for
their management practices. The interviews were held in 2015. They lasted between
45 minutes and 2.5 hours, sometimes including a visit to the company. Intentionally,
we did not record the interviews, because doing so with the Chinese subordinate
expatriates would have required permission from corporate hierarchies, which is
difficult to obtain within Chinese corporate culture. Instead, during the interviews we
took carefully handwritten notes and immediately after the meeting we fully wrote out
the content of the interview. We sent back the written transcripts to the interviewees
and asked for their feedback and validation.

2.4 Data analysis
The data analysis followed the qualitative methodology of Silverman (2006) and Miles
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and Huberman (1994), who recommend a full transcription of the interviews, the
development of a coding frame which fits in with the theoretical background, a pilot test
and coding. More precisely, after the full transcription of the interviews, we distributed
the text of the full transcripts of the 17 interviews into a thematic content analysis
grid, with one column per interview and one row per question or sub-question on the
interview questionnaire. Then, on the basis of our research questions and expectations
as well as empirical results published in academic journals, we drew up an initial list of
pre-specified codes (numbers, keywords, short phrases) related to the main instruments
which multinationals frequently use to coordinate and exert control over their overseas
subsidiaries. We reduced the fully transcribed interview grid, question by question and
interview by interview (i.e. cell by cell) according to these pre-specified codes. During
the coding of the interviews, we added some spontaneously evoked codes, which Miles
and Huberman (1994) call “emerging codes”. Thus we obtained a reduced content
analysis grid. To check the reliability of the coding, each member of the research team
performed individual coding. Any differences were resolved through discussion. We
also added some supplementary variables drawn from external secondary data sources,
such as websites, trade directories and Chinese government investment agencies,
which enabled us to understand the FDI choices made by the interviewed companies.
In relation to our research question, we looked specifically, row by row, for similarities
and contrasts between the interviewed Chinese companies. We finished the analysis
with repeated readings of the interviews.

3. Results: How Chinese companies carry out coordination and keep
control over their subsidiaries in France?

After a thorough analysis of our qualitative data, coding and categorisation of the 17
interviews, we find that Chinese companies coordinate and exert control over their
French subsidiaries by combining four main dimensions of mechanisms, which are:
control through the share of capital that the parent company owns in the subsidiary
(§3.1), control and coordination through decentralised decision-making (§3.2), control
and coordination through formalisation of the subsidiary’s organisation (§3.3) and
control and coordination through international human resources which the Chinese
parent company sends to their subsidiary in France (§3.4).

3.1 Contractual control through the share of capital that the MNC detains in a
subsidiary

The percentage of capital that an MNC owns in a subsidiary is a key instrument of
control. Since the end of the 1990s, there is a real trend to use more and more wholly
owned subsidiaries instead of international joint ventures as an entry mode, for several
reasons. First, due to international trade agreements, most sectors worldwide have
been opened to full foreign-owned investments. Second, wholly owned subsidiaries
offer better control over foreign operations. Moreover, wholly owned subsidiaries are
easier to manage and potentially induce less conflict than international joint ventures.
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Third, a wholly owned subsidiary is less prone to leakage of sensitive production
know-how and technology or allow better integration of acquired technologies. Fourth,
MNCs with long international experiences have the capabilities to set up subsidiaries
abroad without the help of local partners. We can however stress that this seems not to
be the case of Chinese multinationals, when they do direct investments in developed
countries. Although the general point of view is that wholly owned subsidiaries are
nowadays most appropriate for FDI, in some cases international joint ventures still
offer a good alternative solution, for several reasons. In particular, local partners might
facilitate and accelerate administrative and bureaucratic procedures. Also local partners
are sometimes useful for developing local distribution or logistics networks and might
have better and deeper knowledge of local consumer’s needs.

Looking closely at table 1, summarizing the sample characteristics, we see that
in 15/18 cases (C2, C3, C4, C5, C6, C7, C8, C9, C10, C11, C12, C13, C14, C15 and
C16), the Chinese companies have chosen the wholly-owned subsidiary as their entry
mode into France. 7 of these 15 firms did a merger-acquisition of an existing French
firm, whereas 8 of these firms did a greenfield investment, i.e. that they created a
new subsidiary. Three Chinese investments in France were done with a local French
partner, in the form of an international joint venture. However, in all three cases, the
Chinese partner acquired a large majority share of the capital of the international joint
venture. So we confirm that Chinese firms in France clearly prefer to invest detaining
a high share of capital, 100% in most cases. The first reason for such clear preference
for 100% acquisitions is that foreign investors in France are not obliged to join with a
local partner in a joint venture, as is sometimes still the case for French investments in
China, which allowed them to acquire fully existing French firms.

The second reason is related to the asset-seeking goal pursued by several Chinese
companies of our sample. To accelerate the integration of the acquired assets, the best
way is to take full control over companies abroad. Chinese companies are known for
cheap labour, which has allowed them in the 1990s to produce at low costs and sell
massively worldwide through export. However, their capacity to innovate remains
modest. In recent years, the Chinese state and Chinese companies have become aware
of the importance of R&D and innovation. There is now a change ongoing in China’s
economic structure, from low-cost to high value-added production. France is known
in China as a technological advanced country and is one of the main destinations for
asset-seeking Chinese FDI. The seven companies of our sample (C4, C7, C9, C10,
C12, C13 and C14) which did 100% M&A of existing French firms, explained that they
aimed with these acquisitions to upgrade their technologies and knowledge. Full, 100%
acquisitions allowed them not only to obtain patents, technologies and knowledge
quickly, but also to integrate research and development teams, local managers and
qualified employees. A wholly owned subsidiary guaranteed better control, facilitated
the integration of processes and transfer of know-how internally.

Nine companies of our sample (C1, C4, C7, C9, C10, C12, C13, C14 and C17)
explained that they had limited international experience. Consequently, they wanted to
obtain knowledge in international management, but also knowledge about European
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consumer behaviour, marketing and international financing. Their full acquisitions in
France enabled them to improve their management techniques and to transfer the best
practices to the parent company in China.

In addition, three Chinese companies (C1, C10 and C17) have chosen the creation
of an international joint venture, partnering with a French company, while taking a
large majority stake in the capital: 70% for C1, 80% for C10 and 75% for C17.
Hennart (1991) reminds that the percentage of the capital held by the partners in a joint
venture determines the degree of control, while Killing (1983) reminds that generally
the partner with the majority share of the capital has the greatest level of control. So,
the majority stake held by the Chinese companies, allows them to reduce risk while
benefitting from the knowledge of the French partner, including technical knowledge,
local market knowledge and management skills.

Overall, we see that the Chinese companies of our sample opt for wholly owned
subsidiaries or large majority stakes in international joint ventures, to keep control over
their subsidiaries in France. Such high levels of control enable the Chinese companies
to access technologies, to acquire knowledge in France and to transfer this knowledge
to the parent company in China, with the aim to improve its global competitiveness.

3.2 Control and coordination through decentralised decision-making

Centralisation implies governance mechanisms in which the decision-making
process is hierarchical, such that HQ makes most crucial strategic and policy
decisions. The degree of centralisation determines in turn the degree of autonomy
that HQ grant to subsidiaries to make decisions about their own strategies, such
as the design of new products, manufacturing, financial decisions, marketing or
human resource management. High centralisation of decision-making allows
managers at the headquarters to keep tight control over subsidiaries abroad, whereas
overseas’ subsidiaries only have a simple role of executor. Centralisation generally
is accompanied by standardisation of management policies and practices within
the network of the company, which facilitates economies of scale and increases the
efficiency of operations worldwide. However, there may be communication problems
and misunderstandings between the parent company and subsidiaries. Also, central
decisions may sometimes not meet the needs of local consumers or not allow
benefitting from local opportunities.

We identified four main dimensions of decision-making within the subsidiaries
of our sample: strategic, financial, human resources and marketing decisions. Table 2
shows that for half of the cases, the strategic decisions, which engage the subsidiary
for a long period, are centralised at the parent company, while operational decisions,
that are implemented at a day-to-day management level, are largely decentralised in
all cases. Thus, we can state that Chinese subsidiaries in France enjoy a high level of
autonomy.
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Table 2: Centralisation - autonomy of decision-making in the Chinese subsidiaries of

our sample.
Decision-making
Subsidiary Strategy Finance Marketing Human

Resources

Cl Subsidiary Subsidiary Subsidiary Subsidiary
C2 HQ Subsidiary Subsidiary Subsidiary
C3 Subsidiary Subsidiary Subsidiary Subsidiary
C4 HQ Subsidiary Subsidiary Subsidiary
C5 HQ HQ Subsidiary Subsidiary
Co6 HQ Subsidiary Subsidiary Subsidiary
C7 Subsidiary Subsidiary Subsidiary Subsidiary
C8 Subsidiary Subsidiary Subsidiary Subsidiary
Cc9 HQ Subsidiary Subsidiary Subsidiary
C10 HQ Subsidiary Subsidiary Subsidiary
Cl1 Subsidiary Subsidiary Subsidiary Subsidiary
Cl12 Subsidiary Subsidiary Subsidiary Subsidiary
C13 Subsidiary Subsidiary Subsidiary Subsidiary
Cl4 Subsidiary Subsidiary Subsidiary Subsidiary
C15 HQ Subsidiary Subsidiary Subsidiary
Cl6 HQ Subsidiary Subsidiary Subsidiary
C17 Subsidiary Subsidiary Subsidiary Subsidiary

The main reason for Chinese companies to practice high levels of decentralised decision-
making is linked to the market seeking goals for their French FDI. Most Chinese firms of
our sample invested in France with the aim to sell on the French and European consumer
markets, and even on African markets (which for political, historical and geographical
reasons are linked to France), though they lack international marketing competencies.
The Chinese managers of the parent company not always have sufficient knowledge
of the French or European markets their company wishes to penetrate, which exhibits
large cultural differences with the Chinese market. European consumer behaviour is
different both in terms of preferences and purchasing habits. A lack of knowledge about
these markets prevents Chinese HQs from making the right decisions. So, decentralising
decisions especially in the field of marketing and HRM, allows Chinese companies to
adapt correctly their sales strategy the local consumer needs.

Our interviews reveal that the decentralisation of decision-making provides some
substantial advantages for the Chinese parent company. First, local decision autonomy
enables Chinese companies to benefit from the knowledge of local managers of the
French and European consumer markets and to implement quickly decisions. Secondly,
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the decision-making autonomy enjoyed by local managers creates a sense of belonging,
which motivates, involves and empowers local staff and increases trust between the
parent company and the subsidiary. In turn, it reduces turn-over of local managers after
an acquisition. Finally, the autonomy of local managers is an effective way for the
Chinese parent company to learn from their experience and managerial techniques and
thus compensate for the international inexperience of Chinese managers.

3.3 Control and coordination by formalising the subsidiary’s organisation

Ghoshal and Nohria (1989) define formalisation as routine decision-making and
resource allocation through the use of manuals, standing orders, and procedures to
ensure that rules have not been violated. Birkinshaw (1998) confirms that formalisation
is routinised decision-making power through rules and procedures.

Chinese subsidiaries in France generally benefit from a high level of
decentralisation in their decision-making. To compensate for this autonomy, the
Chinese companies in our sample put the formalisation of the organisation at the
centre of their coordination and management control system. The objective the parent
companies pursue with the implementation of formalisation mechanisms is to better
look over and control the activities and operations of its subsidiaries in France.

All the 17 subsidiaries of our sample report regularly to their parent company in
China. Ten companies (C2, C4, C5, C6, C10, C11, C12, C13, C15 and C16) report at
least once a month. According to these companies, frequent reporting facilitates the
communication between the parent company in China and the subsidiary in France.
It enables the HQs to measure the performance of their subsidiary and to carry out
a diagnosis of the situation in the case of a problem. In the context of decentralised
management, reporting also enables the Chinese HQs to verify that the subsidiary
complies with the general rules.

The second formalisation tool which Chinese companies use to monitor the
performance of their subsidiary in France are ERP systems. Nine companies of our
sample (C2, C4, C6, C7, C10, C12, C13, C15 and C16) implemented an ERP. The
objective that Chinese parent companies pursue with these ERPs is to coordinate
international operations, including production, inventories, accounting, purchasing
and sales of their company on a same central platform. ERPs allows Chinese HQs
to standardise processes, to keep a global overview and to optimise coordination and
communication between subsidiaries and HQ.

Seven companies (C1, C4, C5, C6, C8, C15 and C16) of our sample stressed
the importance of written standardisation of processes, as this contributes to better
coordination of work between the parent company in China and the subsidiary in
France. Culturally, Chinese companies extensively use written documents to prevent
misunderstandings. According to the companies we interviewed, standardising
processes with formal written documents leads to better coordination.

In short, in the context of decentralised management practiced by most Chinese
companies of our sample, formalisation plays a complementary and necessary role in
coordinating and controlling Chinese subsidiaries in France.
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3.4 Control and coordination by international human resources

Sending expatriate managers to a foreign subsidiary is a frequently used control
mechanism. However MNC might pursue different and complementary goals
when appointing expatriates. First, “from a control and coordination perspective,
the appointment of an expatriate [...] helps to ensure that the way the affiliate is
managed is in line with the interest of the parent company [...]; the expatriate can
thus be considered either as a means of headquarters supervision or as a mechanism
of social control” (Belderbos and Heijltjes, 2005, p. 345). Second, “from a perspective
of knowledge creation and learning, the objective of the parent when assigning an
expatriate is to develop managers by means of foreign experience or [...] to develop the
organisation so that a knowledge network is created through expatriation” (Belderbos
and Heijltjes, 2005, p. 345).

Table 3 lists whether key management positions in the subsidiaries of our sample
are occupied by a local manager or by a Chinese expatriate. In addition, the last column
gives the number of Chinese expatriates working in the Chinese subsidiary in France.

Table 3: Key management positions held by Chinese expatriates and local managers.

Subsidiary Key Positions No. .of
CEO Marketing CFO Production HRM  expatriates
C1 Local Local Local Local Local 0
C2 Chinese Local Local / Local 2
C3 Chinese Local Local Local Local 1
C4 Local Local Local Local Local 0
C5 Chinese Local Local / Local 1
Cé6 Local Local Local Local Local 1
C7 Chinese Local Local Local Local 3
C8 Chinese Local Local / Local 1
C9 Chinese Local Local Local Local 1
C10 Local Local Local Local Local 0
C11 Chinese Local Local Local Local 1
C12 Local Local Local Local Local 0
C13 Local Local Local Local Local 1
C14 Local Local Local / Local 1
C15 Chinese Local Local / Local 3
C16 Chinese Local Local / Local 3
C17 Local Local Local Local Local 0

Table 3 clearly shows that control and coordination by expatriation is relatively weak
for Chinese companies in France. Only nine of the seventeen subsidiaries in our sample
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have a Chinese CEO. This result is rather different from the French case in China. For
instance, Schaaper et al. (2011) reveal that many French subsidiaries in China grant a
central role to expatriates in their Chinese subsidiaries, and underline the importance of
appointing an expatriate CEO. French companies in China show a more ethnocentric
management than Chinese companies in France, which show a rather polycentric
management style (Gao & Schaaper, 2018).

Sending expatriates to foreign subsidiaries is costly (Latta 1999; Wong and Law
1999; Selmer 2003) and not always efficacious (Tung 1981; Black et al. 1991) leading
sometimes to failure or negative effects in host-country business (Harris and Brewster
1999). To limit the extensive use of expatriates, MNCs send experts from headquarters
or other units of the MNC’s network, on short-term assignments to their subsidiaries
abroad. Short-term international assignments are longer than a business trip but
shorter than the typical expatriate assignment, usually between one and six months.
A short-term assignee is both less costly and more flexible than traditional long-term
expatriates while performing some of his or her functions (Mayerhofer et al., 2004).
Short-term missions are of increasing importance, and studies show that their use is
growing at least as fast as the use of expatriates (Bonache et al. 2010; Mayerhofer et al.
2004). The main purpose of short-term assignments is to set up projects, provide expert
knowledge, support technical problem solving, conduct audits, deliver training courses,
do negotiations and supervisory activities (Welch et al., 2007, Mayerhofer et al., 2004).
Short-term assignees thus bring in skills and knowledge to specific locations, which
might lack locally, on short notice. Also, through their frequent travel, international
short-term assignees collect and transfer information and knowledge about foreign
markets and operations through the subsidiary network of the MNC as well as between
HQs and foreign subsidiaries. Moreover, sending managers and engineers on short-
term assignments contributes to their personal managerial development and prepare
them for future expatriation (Tahvanainen et al., 2005).

The Chinese companies of our sample do not practice intensively control and
coordination of their subsidiaries through expatriation. To compensate, they send
rather frequently short-term assignees to their subsidiaries in France. Sometimes these
assignments are intended for high-level Chinese executives coming from the HQs
who visit briefly the French subsidiary. The duration of assignments varies greatly,
depending on the company and the mission, but in our sample, this type of travel rarely
exceeds 6 months. In most cases, Chinese assignees come to France alone, without
their family, while keeping their main job in China. Chinese companies confirm that
short-term assignments can sometimes offer young Chinese executives the opportunity
to work with French or European teams so that they gain international experience,
preparing them for future expatriation.

Conclusion

The main objective of this research is to understand how Chinese companies use various
mechanisms to manage their subsidiaries in France and maintain control over them. In
order to provide empirical answers to our research questions, we conducted 17 face-to-
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face interviews with managers in charge of Chinese subsidiaries in France. We note that
Chinese companies use four main dimensions of coordination and control mechanisms
to manage their subsidiaries in France: control through the share of capital they detain
in a subsidiary, control and coordination by decentralised decision-making, control
and coordination by formalising the subsidiary’s organisation as well as control and
coordination by international human resources coming from the Chinese headquarters.

As far as the share of capital is concerned, Chinese companies have a clear
preference for wholly owned subsidiaries or a large majority share of the capital in
case of a joint venture. This strong equity investment facilitates the acquisition and
transfer of technology and knowledge to the parent company. In addition, the parent
company must maintain strong control over the activities of their subsidiary in
France. As regards centralisation, Chinese companies primarily decentralise and
grant decision-making autonomy to local managers in order to compensate for the
lack of international experience of Chinese managers. Such decentralisation allows
Chinese companies to better meet the needs of local consumers. It also allows Chinese
companies to establish a relationship of trust and cooperation with their local, French,
managers, which creates a sense of belonging and strengthens long-term cooperation.

Within the framework of decentralised management practiced by Chinese
companies in our sample, formalisation is a central tool to coordinate foreign activities
and exert control over subsidiaries in France. Formalisation allows Chinese companies
to have a global and transversal view on the operations of their subsidiaries. The
Chinese companies of our sample formalise the relationship between HQs and the
subsidiaries through a mix of reporting, integrated ERPs as well as written standards
and procedures.

For the Chinese companies in our sample, we note that the coordination and
control mechanisms they implement are not independent. Formal mechanisms
are complemented with more informal mechanisms with human interaction. Also,
the Chinese companies of our sample do not practice intensively control of their
subsidiaries through expatriation. Expatriates have more observational roles. In
addition to expatriation, Chinese companies frequently send short-term assignees to
their subsidiaries in France. This international HRM policy generates exchanges and
communication between managers of the parent company and those of the subsidiary,
with an emphasis on non-hierarchical information flows between managers. This
allows them to share the company’s values and goals in a more relaxed environment.

Our research on the coordination and control of Chinese subsidiaries in France has
its limits. First, due to the small sample size, we cannot generalise without caution
our results to a broader context. Also, the control and coordination mechanisms that
Chinese companies implement in their subsidiaries abroad can be radically different
if the strategic objectives of the subsidiaries are not market-seeking or asset-seeking
in developed countries, but the acquisition of natural resources, in Africa, or low-cost
production, in South-East Asian countries. In such case, the Chinese control model and
management style are probably different.
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The Role of Foreign Capital Inflows on Economic Growth of
the Southeast Asian Least Developed Countries

Utai Uprasen’

Abstract The economic development of the least developed countries relies on
foreign capital inflows significantly. The existing literature indicates the ambiguous
effects of capital inflows on economic growth. This work investigates the effect of
foreign capital flows on Southeast Asian least developed countries: Cambodia,
Lao PDR and Myanmar, by including remittance, foreign direct investment and
official development assistance in the regression simultaneously. An autoregressive
distributed lag (ARDL) model, based on neoclassical growth theory, is employed
using annual data between 1980 and 2017. Our empirical findings reveal that the
short run effect of international remittance becomes insignificant in the long run in
Cambodia and Lao PDR, whereas the short run positive impact still remains in the
long run for Myanmar. The foreign direct investment raises economic growth in all
three countries in both short run and long run. Lastly, while the short run contribution
of official development assistance on economic growth of Cambodia and Lao PDR
still remains in the long run, the effect becomes insignificant for Myanmar.

Keywords: Foreign capital inflows; Economic growth; Southeast Asia
JEL classification: 040; C22

1. Introduction

The countries in Southeast Asia have formed the Association of Southeast Asian
Nations or ASEAN since 1967 in order to promote economic growth and regional
stability among the member states. Currently, the member states comprise Brunei,
Cambodia, Indonesia, Laos, Malaysia, Myanmar or Burma, the Philippines,
Singapore, Thailand, and Vietnam. Among ten states, three countries are classified
as least developed countries: Cambodia, Lao PDR and Myanmar. Due to the low
domestic investment, these least developed countries rely on foreign capital inflows
to promote their economic growth considerably. However, the existing works reveal
the unclear impact of foreign capital flows on economic growth. Additionally, most
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of the studies examine the effect of a single foreign capital inflow on economic growth,
which may create omitted variable bias in the study. As a consequence, this study
scrutinizes the role of foreign capital inflows on growth of economy of three least
developed Southeast Asian countries by including three important kinds of foreign
capital inflows in the estimations simultaneously: remittance, foreign direct investment
and official development assistance. Hence, the study minimizes the potential omitted
variable bias. This produces more reliable empirical outcomes.

The study is structured as the followings. While section 1 is introduction, section
2 gives background of least developed Southeast Asian countries. Literature review
is presented in section 3 and the methodology is demonstrated in section 4. While the
estimation results are presented in section 5, conclusion of study is drawn in section 6.

2. The least developed Southeast Asian countries

The general backgrounds of the ASEAN member states are presented in table 1. The
statistics exhibit the different level of economic development across ten member states.
As stated by the World Bank and the United Nations, while Brunei and Singapore are
high-income economies, the rests are either lower or upper middle income economies.
Nonetheless, Cambodia, Lao PDR and Myanmar are classified as least developed
countries. Not only low level of GNI per capita, but also the poverty rates in these
three countries are significantly high. For instance, the population living under the
national poverty line in Myanmar accounts for around 32 per cent.

Table 1. ASEAN’s country profile

Country  Population  GNI per Poverty HDI Level
(2018) capita (2016) (2017) (2018)
(2018)
Million USD %
Brunei 0.43 31,020 n.a. 0.853 HII
Cambodia  16.25 1,380 14.0 0.582 LMI*
Indonesia 267.66 3,840 10.9 0.694 LMI
Lao PDR 7.06 2,460 23.2 0.601 LMI*
Malaysia 31.53 10,460 0.4 0.802 UMI
Myanmar 53.71 1,310 32.1 0.578 LMI*
Philippines  106.65 3,830 21.6 0.699 LMI
Singapore 5.64 58,770 n.a. 0.932 HII
Thailand 69.43 6,610 8.6 0.755 UMI
Vietnam 95.54 2,400 7.0 0.694 LMI
Note:

1. Poverty shows the population living under the national poverty line.
2. HDI = Human Development Index, HII = High-income economies, UMI = Upper-middle-income
economies, LMI = Lower-middle-income economies
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3. * denotes the least developed countries, based on the United Nations.
Source: World Development Indicators (WDI) and ASEANstats.

In addition, the standard of living in three countries are considerably poor. For
example, the infant mortality rate in Lao PDR is 49 per cent. The life expectancy at
birth is lower than 70 years old in all three countries. Most of the population depend on
agriculture for their survivals.

Table 2. ASEAN’s Least developed countries

Indicator Cambodia Lao PDR  Myanmar
Adult Literacy Rate %) 84.4b 84.7¢c 89.7b
Infant Mortality Rate, IMR (per 25.0 a 49.0 a 39.0a
1,000 live births)

Life Expectancy at Birth (year) 69.9 a 67.0 a 66.7 a
Employment-Agriculture (%) 549 ¢ 71.7b 51.7b
Employment-Manufacturing (%) 13.1c 35D 109b
Employment-Services (%) 32.0c¢ 24.8b 37.4b

Note: a, b and c denote data in the year 2017, 2016 and 2015, respectively.
Source: World Development Indicators (WDI) and ASEANstats

The foreign capital inflows of the ASEAN’s least developed countries are presented
in figure 1. For Cambodia, the foreign direct investment (FDI) plays the major role
compared to international remittance and official development assistance (ODA). FDI
increased from 40 per cent to 97 per cent of GDP during 2000 to 2017. The statistics
reveal that China and other ASEAN countries were major investors in Cambodia. Two
sources made up 45 per cent of total FDI in Cambodia in 2017. Most of the FDI flew
to financial, services and mining industries. The ODA was approximately 8 per cent of
GDP over the last two decades. China was also the major donor of ODA. The value of
international remittance was around 7 per cent of GDP in the same period. Thailand
and the United States accounted for 60 and 20 per cent of Cambodian remittance,
respectively.

For the case of Lao PDR, the patterns of foreign capital inflows were similar to
Cambodia. Nevertheless, the FDI was approximately only 45 per cent of GDP and
China alone accounted for 78 per cent of total FDI in 2017. Most of FDI belonged
to electricity and construction industries. The values of ODA and remittance were
small. While Japan was the major donor for ODA, Thailand was the major source of
remittance (68 per cent in 2017) of Lao PDR. The similar patterns of foreign capital
inflows were found for Myanmar. The average of FDI during 2000 to 2017 was 40 per
cent of GDP. Most of FDI came from the other ASEAN member states (60 per cent of
total FDI in 2017). Mining and quarrying industries were the major industries for FDI.
While Thailand was also the major source of remittance (54 per cent of total remittance
in 2017), Japan was the biggest donor of ODA (28 per cent of total ODA) of Myanmar.
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Figure 1. Foreign capital inflows and GDP

Note: REM, ODA, FDI and GDP denote personal remittances received, net official development assistance
received, stock of foreign direct investment and gross domestic, respectively.
Source: World Development Indicators (WDI) and UNCTADstat

3. Literature review

The related literature pertaining the influence of inflows of foreign capital on economic
growth might be explained in three categories, based on the type of capital, as the
followings.

First, foreign direct investment or FDI: on a theoretical point of view, according
to the neoclassical growth theory, FDI may affect economic growth through either
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capital accumulation of the economy or technology transfer (Lucas, 1988; Barro,
1991). Alternatively, the dependency theory asserts that FDI from developed country
may lower economic growth of developing country through exploitation of resources
(Fan, 2002; Khan, 2007). The existing empirical studies also reveal the mixed results.
While the positive impact of FDI on growth of developing countries were found by
Driffield and Jones (2013), Herzer et al. (2008) presented the insignificant effect of
FDI in 28 developing nations, in both short and long run perspective. In contrast, FDI
reduced economic growth of 50 African economies during 1980 to 1994 (Gui-Diby,
2014). For the case of ASEAN’s least developed countries, the positive effects of FDI
on economic growth were found in Cambodia (Sothan, 2017; Sokang, 2018) and Lao
PDR (Wattanakul and Watchalaanun, 2017; Khamphengvong et. al., 2017; Srithilat et
al., 2018). Nonetheless, Anitta (2013) reported that FDI in mining sector reduced GDP
of Lao PDR by 0.19 per cent during 1990 to 2011. The impact of FDI on Myanmar’s
GDP has never been investigated.

Second, international remittance (REM): the remittance may promote economic
growth through the processes of capital accumulation. Three mechanisms have been
mentioned as follows. While Barajas et al. (2009) suggested that remittance increases
availability of funds for investment, Imai et al. (2011) proposed that remittance lowers
investment risk premium. Additionally, Jawaid and Saleem (2017) argued that remittance
stimulates economic growth through productivity improvement in financial industry.
However, the remittance may reduce economic growth in two ways: income effect
(Barajas et al., 2009) and the Dutch disease (Amuedo-Dorantes and Pozo, 2004). The
income effect emanated from the decrease of labour force in production function as labour
enjoys more consumption and leisure from increase in remittance. Regarding the Dutch
disease, the inflow of remittance leads to appreciation of domestic currency. This reduces
export and economic growth, therefore. The existing empirical studies also display the
ambiguous results. While Giuliano and RuizArranz (2009) claimed that the remittance
promoted economic growth of 100 countries between 1975 and 2002, Ahortor and
Adenutsi (2009) found that it reduced economic growth of the Caribbean countries and
also the countries in Sub-Saharan Africa and Latin America. For the case of ASEAN’s
least developed countries, the positive contribution of remittance on economic growth
was reported in Cambodia and Myanmar (Woraphand, 2015). Nevertheless, Taguchi and
Lar (2017) found the negative effect in their study, using panel data of Cambodia, Lao
PDR, Myanmar, and Vietnam during 1984 and 2015.

Third, official development assistance (ODA): the impact of ODA on economic
growth is still controversial. It increases availability of funds for investment (Chenery
and Strout, 1966). It contributed to economic growth of Kenya (Ojiambo et al., 2015)
and Ethiopia (Girma, 2015). In contrast, insufficient capacity to utilize ODA reduced
economic growth of Bangladesh (Hossain, 2014). Nonetheless, Nyoni and Bonga (2017)
reviewed 33 existing works which covered 100 countries. They reported the ambiguous
effect of ODA on economic growth in both theoretical and empirical aspects. However,
the empirical findings tended to show the positive contribution of the ODA. For the
case of ASEAN’s least developed countries, while Souvannaleth (2014) found that
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ODA contributed to GDP of Lao PDR by 3.02 per cent between 1985 and 2012, Moolio
and Kong (2016) also reported the positive effect of ODA using panel data analysis for
Cambodia, Laos, Myanmar, and Vietnam during 1997 and 2014.

According to the above literature review, it is worth mentioning three points. First,
the effects of inflows of foreign capital on economic growth of the recipient country
are ambiguous. Second, the existing works mostly scrutinize the effect of a single type
of foreign capital inflow on economic growth. This may create an omitted variable bias
in the estimation. Third, the study on the case of ASEAN’s least developed countries
is insufficient. Consequently, our paper contributes to the existing works in that we
examine the effect of foreign capital flows on economic growth of each ASEAN’s least
developed countries individually and all three foreign capital variables are incorporated
into the regression simultaneously.

4. Methodology
4.1. The model

The theoretical framework in our study is based on the neoclassical growth model
(Solow, 1956, 1957). The Cobb Douglas production function is expressed as equation

(D.
Y, =AK/L!™ (1)
where Y is output of the economy and A, K and L represent technology, stock of capital

and labor force, respectively. Foreign capital inflows are incorporated into the model
through capital stock (Drifeld and Jones, 2013; Gutema, 2018) as in equation (2).

= OREMfFDI; ODA? KOT/ 2)

Accordingly, capital stock of economy is a function of foreign direct investment (FDI),
remittance (REM), official development assistance (ODA) and other capital (KOT).
Define y=InY the log form of equation (1) and (2) is stated as equation (3), where gdp,
is gross domestic product.

gdp. = Bo+ Birem, + B,fdi, + Bs0da; + Bikot, + B5lab. + &, (3)

The B, to B, are expected to give positive values. The autoregressive distributed
lag (ARDL) model (Pesaran et al., 2001), equation (4), is employed for empirical
estimation since it possesses two major advantages. It produces reliable estimation
results under limited sample size (Toda, 1994) and it is still valid with different degree
of cointegration of estlmatlng variable; 1(0) or I(1) variable.

Agdp. = CY"‘ZBlAgdpz #Z%Areml L+Zé‘ Afdi,-

d
+> 7 Aoda,-;+ Z & Akot,-; + z 0:Alab,-; + Agdp,-: + Orem,—; )
) i=1 i=1
+7del,g—t + lﬂodam + C()k,'Ott—i + xlabH + &,
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The A denotes the first difference and represents short run characteristic of the model.
Term a to f are optimal lag lengths. The coefficients of one lag variables (A,0,m,ym,x
represent long run multipliers.

Accordingly, the long run coefficients can be estimated by assigning all short run
variables equal to zero. Consequently, the long run coefficients are obtained from
equation (5).

gdp, = @0+ Sirem, + Osfdi, + Dsoda, + D.kot, + Dslab, + € ®)
The long run coefficients ( are estimated using @o =—"5, @1 Z—% Dy =—%, D3 =—%,

— @ —_*
Dy = A,andgs— 1.

Based on the long run coefficients from equation (5), equation (4) could be transformed
to equation (6) to obtain the short run coefficients.

a b c d 13
Agdpg =a+ Z 81 Agdpg—l + z Y1 A?"emm- + z 81 Afdl;—z + Z /B Aodam + Z 51 Ak:otm-
i=1 i=1 i=1 i=1 i=1
f
+> 01Alab,- i+ 9ECM,-, + &, (6)
i=1

The short run coefficients are B,y,8,m,&, and p,. While ECM,_, is error correction
term, the represents speed of adjustment of disequilibrium in the short run toward the
long run equilibrium.

4.2. Data

The annual data (1980-2017) are employed in our estimations. The real GDP per capita
(USD at 2010 constant prices) is used to represent economic growth (gdp). The data
are obtained from the World Development Indicators (WDI). To obtain real variables,
the remittance (rem, million USD), net official development assistance received (oda,
million USD), foreign direct investment (fdi, million USD) and other capital or kot
(represented by gross capital formation, in million USD) are divided by gross domestic
product (GDP, million USD). While the data of rem, oda, kot and GDP are obtained
from WDI database, fdi data come from the United Nations Conference on Trade
and Development database (UNCTADstat). The number of persons engaged (million
persons) that is divided by number of population (million persons) is used to represent
labor force (lab). The data of number of persons engaged are derived from the Penn
World Table (9.0) and the population are obtained from WDI database.

5. Estimation results
5.1. Unit root test

The ADF or Augmented Dickey-Fuller test is conducted to check the degree of
cointegration of variable since the ARDL model is not applicable if the estimations
contain the cointegrated of order two, I(2), variable. The results in table 3 exhibit that
the I(2) variable is not detected in our works.
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Table 3. Augmented Dickey-Fuller unit root test

Variable Level form First difference form I(n)
t-stat Prob. t-stat Prob.

Cambodia

gdp -1.583 0.777 -5.148 0.001 I(1)
rem -2.562 0.299 -6.647 0.000 I(1)
fdi -3.807 0.028 1(0)
oda -2.604 0.281 -4.007 0.021 I(1)
kot -0.842 0.952 -5.715 0.000 I(1)
lab -2.021 0.571 -5.346 0.001 I(1)
Lao PDR

gdp -1.026 0.928 -7.230 0.000 I(1)
rem -1.398 0.845 -6.596 0.000 I(1)
fdi -6.047 0.000 1(0)
oda -0.797 0.957 -5.226 0.001 I(1)
kot -4.250 0.009 1(0)
lab -1.228 0.890 -7.520 0.000 I(1)
Myanmar

gdp -1.606 0.771 -3.413 0.065 I(1)
rem -2.592 0.286 -6.173 0.000 I(1)
fdi -1.407 0.841 -3.533 0.051 I(1)
oda -2.250 0.450 -4.485 0.006 I(1)
kot 0.142 0.997 -4.451 0.006 I(1)
lab -7.880 0.000 1(0)

Note: 1(n) stands for integrated of order n variable

5.2. The ARDL bounds test

The bounds test is adopted to examine long run cointegrations among the studied

variables, using equation (4).

Table 4. The bounds test

Calculated F-statistic

Cambodia 5.027%*
Laos 7.375%%*
Myanmar 7.419%%*

Critical F-statistic
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Lower bound Upper bound Significance level
2.879 4.114 10 %

3.426 4.790 5%

4.704 6.537 1%

Note: The *** ** * indicate level of significance at 1%, 5% and 10%, respectively.

According to the bounds test, if the calculated F-statistic stays below the lower
bound critical value, it implies that the cointegration relationships among studied
variables do not present. The results in table 4 reveal that the cointegration properties
are present in all three countries since the calculated F-statistics are bigger than the
critical F-statistics, at 5 per cent significance level.

5.3. The estimating coefficients

The existence of cointegration relationships enables us to estimate for both long run
and short run influences of foreign capital flows on economic growth of each country,
as exhibit in table 5 and table 6, respectively.

According to table 5, the international remittance shows the mixed effects in the
short run. While the remittance promotes economic growth of Lao PDR and Myanmar,
it creates negative effect in Cambodia. The mixed effects are also found for the impact
of ODA. While the ODA contributes to economic growth of Cambodia and Lao PDR,
its positive effect changes to negative effect in the case of Myanmar. Nonetheless, the
FDI raises the GDP of all three countries in the short run.

Table 5. The short run coefficients

Cambodia Lao PDR Myanmar
Variable Coefficient  Variable Coefficient  Variable Coefficient
Agdp, 0.430%** Agdp, 0.270%** Agdp, -0.277
(2.709) (3.239) (-1.245)
Agdp,_, -0.292 Arem, 0.008 Agdp, 0.344%%
(-1.364) (1.766) (2.806)
Arem, -0.009** Arem,_, 0.000 Arem, 0.004**
(-2.362) (0.111) (2.429)
Afdit 0.032%** Aremti? 0.007* Afdit 0.000
(3.700) (1.826) (0.071)
Aoda, -0.001 Afdi, 0.015 Afdi, | 0.016**
(-0.122) (1.592) (2.123)
Aoda,_, 0.004 Afdi, | 0.010 Aoda, -0.006%**
(0.621) (1.075) (-3.047)
Aoda,_, 0.023%** Afdi,, 0.026* Aoda,_, 0.005%**

(3.653) (1.929) 2.911)
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Cambodia Lao PDR Myanmar
Variable Coefficient  Variable Coefficient  Variable Coefficient
Akot, 0.062*** Aoda, 0.104%** Akot, 0.010
’ (2.818) (4.480) ’ (0.354)
Alabt -0.876%** AkOtt -1.109 Alabt -0.991
(-9.653) (-0.993) (-1.087)
Alab, 0.693** Alab, 4.054%** Alab, 0.002
(2.365) (2.586) (0.011)
Alab,_, -0.335 Alab, -1.157 Alab, , 0.344%**
(-1.540) (-1.213) (2.817)
Alab, , 3.886%**
(3.640)

Note: The *** ** * indicate level of significance at 1%, 5% and 10%, respectively. t-statistics are
presented in parentheses.

Table 6. The long run coefficients

Variable Cambodia Lao PDR Myanmar
rem -0.029 0.007 0.006*
(-1.621) (1.143) (1.916)
fdi 0.104%%* 0.054** 0.019%**
(2.818) (2.736) (4.337)
oda 0.067*** 0.190%*** -0.022
(3.845) (6.408) (-1.523)
kot 0.202%* 0.807 0.015
(2.771) (1.091) (0.389)
lab -0.362 0.657*** 0.904***
(-1.107) (7.455) (5.827)

Note: The *** ** * indicate level of significance at 1%, 5% and 10%, respectively. t-statistics are
presented in parentheses.

Based on table 6, the short run effects of international remittance in Cambodia and
Lao PDR become insignificant in the long run. This indicates that remittance is not
allocated for investment properly. The statistics in 2017 revealed that household
consumption accounted for 76 and 64 per cent of GDP composition of Cambodia and
Lao PDR, respectively. Therefore, it is high likely that the remittance was allocated for
consumption rather than investment, implying that the income effect plays an important
role in Cambodia and Lao PDR. Its short run positive impact remains in the long run
for Myanmar. A 1 per cent increase in remittance spurs economic growth of Myanmar
by 0.006 per cent. The magnitude of our estimating coefficient is much smaller than
the finding of Woraphand (2015) who claimed that remittance stimulated economic
growth of Myanmar by 0.39 per cent. In addition, while Imai et. al. (2011) reported
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the positive impact of remittance on economic growth of Lao PDR, our finding shows
that the effect is insignificant. These different findings indicate that the omitted variable
bias problem is improved in our works.

The short run positive impact of FDI still remains in the long run in all three
countries. Even though our findings are in line with the exiting works, the magnitude
of the impact is significantly smaller. For instance, while Anitta (2013) claimed that a 1
per cent increase in FDI stimulates economic growth of Lao PDR by 1.29 per cent, our
empirical finding shows only 0.05 per cent.

The short run contributions of ODA on economic growth of Cambodia and Lao
PDR also stay in the long run. While Souvannaleth (2014) reported that the long
run effect of ODA on economic growth of Lao PDR is 3.02 per cent, it is 0.19 per
cent in our finding. For Myanmar, while Moolio and Kong (2016) claimed that ODA
contributes to GDP growth, using panel data analysis of three Southeast Asian least
developed countries together with Vietnam, the finding from ARDL model of our study
indicates insignificant effect of ODA on Myanmar economic growth. The insignificant
impact of ODA in Myanmar could connect to the significantly low degree of absorptive
capacity of the country, given that Myanmar has long been closed from the outside
world by the military junta.

A 1 per cent rise in other form of capital stimulates economic growth of Cambodia
by 0.20 per cent. However, it shows no impact in Lao PDR and Maynmar. In contrast,
while an increase in labour force does not give significant effect on economic growth
of Cambodia, it contributes to economic growth of Lao PDR and Myanmar by 0.66
and 0.90 per cent, respectively.

5.4. Diagnostic tests of the model

The validity of our studied ARDL model is checked using various diagnostic tests. The
speed of adjustments are lower than one, in absolute value, in all three countries. Their
negative values are statistically significant. These indicate that short run disequilibrium
are adjusted toward long run equilibrium in all models. The LM statistics from
Breusch-Godfrey LM tests are insignificant at one degree of freedom. These imply
that the residual in all estimating models are free from autocorrelation problem. The
chi-square statistics from Ramsey’s RESET are insignificant which indicate that our
models are specified correctly. The values of are 0.61, 0.69 and 0.79 in Cambodia,
Laos and Myanmar, respectively.

Table 7. Diagnostic statistics of the ARDL model

Test Cambodia Lao PDR Myanmar
ECM, -0.306*** -0.990*** -0.688***
(0.000) (0.000) (0.000)

R 0.614 0.699 0.798
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Test Cambodia Lao PDR Myanmar
LM test 0.642 1.665 0.322
(0.436) (0.226) (0.580)
RESET test 2.189 0.445 2.065
(0.199) (0.517) (0.176)

Note: The ***_ ** * indicate level of significance at 1%, 5% and 10%, respectively. P-values are provided
in parentheses.

Finally, the stability of estimating coefficients over time are supported by the graphs
from cumulative sum of recursive residuals (CUSUM) together with cumulative sum
of squares of recursive residual (CUSUM of Squares) as in figure 2.

Figure 2. Stability of coefficients
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5. Conclusions

The economic developments of the least developed countries rely on foreign capital
inflows significantly. The existing literature indicates the ambiguous effects of capital
inflows on economic growth. In addition, most of the current works observed the effect
of a single kind of foreign capital individually which may create biased empirical result
due to an omitted variable problem. Accordingly, we scrutinize the impact of foreign
capital inflows on Southeast Asian least developed countries: Cambodia, Lao PDR and
Myanmar, by including remittance, FDI and ODA in the regression simultaneously.
The ARDL model, based on neoclassical growth theory, is employed using annual data
between 1980 and 2017.

Our empirical findings reveal that the short run effects of international remittance
become insignificant in the long run in Cambodia and Lao PDR, whereas the short run
positive impact still remains in the long run for Myanmar. Regarding the impacts of
FDI, the short run positive impacts still remain in the long run in all three countries.
Nevertheless, the magnitude of estimating coefficients from our study are considerably
smaller than the existing works which used a single foreign capital independent
variable in the estimation. This indicates that the omitted variable bias problem is
improved in our works. Additionally, while the short run contributions of ODA on
economic growth of Cambodia and Lao PDR still remain in the long run, the effect
becomes insignificant for Myanmar.

The policy implications to improve economic growth using foreign capital inflows
could be drawn accordingly. In terms of international remittance, Cambodia and Lao
PDR should apply policy to attract remittance to move into investment sector more
than to consumption. Regarding official development assistance, Myanmar should
improve absorptive capacity to utilize ODA efficiently.
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Is China’s Financial Sector Reform the Answer to Economic
Globalisation?

Lucia Morales” * Bernadette Andreosso-O’Callaghan™

Abstract The Chinese banking system is of interest to the analysts and scholars who
seek to understand whether China’s financial reforms are susceptible to contribute
to the needed conditions that support fast economic growth and development.
Before the Global Financial Crisis, China’s economy was growing rapidly, and
the country has now embarked upon a “new normal economic model.” This
entails a greater development scope for China’s financial system. “The Big Four”
Chinese commercial banks remain under the control and surveillance of the central
government, a situation that raises significant criticisms among those who support
banking deregulation, liberalisation and efficiency. However, China has shown that
it was relatively prepared to manage two major crises — the Asian Economic and
Financial Crisis, and the Global Financial Crisis — and that the close monitoring of
its financial system should not be too easily dismissed. The main findings from this
study highlight that the “Big Four” do not seem to be impacted upon by regional or
global uncertainty, but that causal dynamics exist between Chinese top banks and
regional market uncertainty, a phenomenon that needs to be carefully considered by
policy makers.

Keywords: “The Big Four”; Financial Reform; Economic and Policy Uncertainty;
Market Models; Dynamic Causality.

JEL Classification: F36; G15; G18

Introduction

In November 2013, with the 18" Party Congress Third Plenum Decision, the Party’s
Central Committee called for significant reforms in favour of changes to its economic
model towards a more decisive role played by market forces. With its ongoing
economic reforms since the late 1970s, the Chinese economic model has evolved
over the years from being a centrally planned economy to allowing market forces
to play some significant role. When compared to the rest of the world economies,
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China’s economy has grown rapidly for several decades (see figure 1 below) and it
has shown an extraordinary resilience to regional and international shocks. Chinese
leaders have played a major starring role in the country’s performance and the planning
system has outlined a very ambitious agenda for the years to come. Efforts have been
made to seek for substantial financial reforms that aim to support its growth strategy, a
strategy that has lately been supported by the encouragement of domestic demand and
innovation, and more engagement with regional economies in the context of a more
equitable and environmentally friendly economy (Min, et al., 2018).

Figure 1: China’s GDP Growth Rate
GDP PER CAPITA GROWTH (ANNUAL %)

20
10
o
-10
-20
-30

65 70 75 80 85 90 95 fo]e) os 10 15
*Source: DataStream (2018)

As the country progressed with its reforms, the Global Financial Crisis hit the
world economies and acted as a breakpoint for China. The country’s growth rates
slowed down, and new macroeconomic policies needed to be implemented to guide
the economy towards a more active investment approach that helped to stabilise and
keep high levels of growth. Chinese authorities realised that double digit growth
rates might have come to an end, and that the country’s economic performance has
transitioned towards a “new normal” economic growth state. But, at the centre of the
needed reforms, we find an archaic financial system, a system that is entrenched, rigid
and heavily dominated and monitored by the government. China’s financial institutions
are heavily controlled by the state that, with continuous intervention, creates structural
inertia hampering the well-functioning of its financial system where the banking
sector plays a prominent role. Some relevant facts to be considered are: a) the state-
owned banks have control of almost 60 percent of the country’s banking sector assets,
b) and state-owned enterprises account for more than 90 percent of the capital raised
in China’s corporate bond market. These facts offer a clear picture of the dominant
role played by the state in the Chinese financial system. Consequently, in this study
we examine whether the banking sector has managed to increase its level of resilience
to uncertainty by analysing China’s four top listed banks known as “the Big Four”;
this is done in the context of two market models and spectral (dynamic) causality
that seek to understand if China’s Economic and Political uncertainty are a driver of
uncertainty to the country’s banking sector. Global market and regional economic and
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political uncertainty are also considered by developing an empirical framework that
integrates four indexes that proxy for market and economic policy uncertainty: i) the
Chinese Economic Policy Uncertainty index (EPUi); ii) the World’s Economic Policy
Uncertainty index (Global EPUi); iii) the Hang Seng Volatility Index (HSI Vix); iv)
and the VIX index are integrated as part of this study, with the aim of understanding
if the “Big Four” are showing resilient features to global and domestic uncertainty,
in the context of statistic and dynamic causality modelling that allows to examine the
banks performance.

Research Motivation

The study seeks to examine the following issues: i) what is the role of the financial
system in the shaping of a strong economic model? and ii) why is China in dare
need of introducing changes to its financial system? An initial issue to consider is
that financial institutions play a core role in a country’s economic success, as they
facilitate investment that yields higher levels of productivity and foster innovation
that contributes to economic growth, development and that raises living standards.
A second issue of interest can be found in the role of financial institutions when
determining the quantity and quality of investment. They facilitate the collection of
savings and the selection of projects in which to invest those savings. The financial
system is responsible for the provision of corporate governance and the legal systems
make sure that those investments are used in an effective manner. Therefore, financial
institutions can be considered as the conduit for quality investment, as through them,
financial resources are collected and administered to select optimal projects where to
allocate scarce financial resources in an efficient manner. Moreover, they provide the
channels and a legal framework that guarantee the effective use of financial resources.
Without doubt, the Chinese authorities are facing many challenges when looking at the
reform of their financial system. Without significant reforms, China’s rigid financial
system will remain trapped in a cycle of inefficient investment and rising inequality,
as China’s financial markets remain remarkably underdeveloped by international
standards (Nazmi, 2006; Min et al, 2018; Paulet and Relano, 2018). Another aspect
that needs attention relates to the state intervention and controls on financial flows that
can undermine the country’s ability to become a competitive international player with
sound governance rules and guidelines.

This paper offers first a brief overview of China’s financial system that will help
position the study. As such, it is of interest to explore the Chinese financial system and
how its financial structure has evolved to identify the kind of challenges that economic
and financial authorities are facing as they look to implement much-needed reforms.
There is no argument around China’s needs to transform its underdeveloped financial
system into a competitive one that aligns with international standards. However, we
also need to remember that China’s financial system managed to remain stronger
during the GFC, while the world’s most developed economies were submerged in a
deep recessionary period that shambled their financial system. Then, it is important to
consider that China might not be interested in developing a model that mimics those
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of Western economies; rather, it aspires at borrowing key aspects that can strengthen
its model whilst safeguarding other aspects of its “traditional model’’; this is a lengthy
process as the country needs to find its own way around existing models, until it finds
the one that suits and supports its economy and political ideology.

A Brief Overview of China’s Financial System and its Major Challenges

Over the years, researchers have been intrigued by China’s economic growth that
has been subject to many studies trying to decipher the country’s ability to keep
a consistent and rapid performance for more than a quarter of a century, since the
economic reforms started in 1978, with important changes made in the banking sector
(Yao et al., 2006; Zhang and Daly, 2011; Tan, 2014; Shen et al., 2009; Kobil and Dow,
2013; Min et al, 2018). The reforms sought a transition from a centralised, state-owned,
monopolistic and policy driven approach to a model that shared some characteristics
of well-developed banking systems that are decentralised, have multi-ownership,
that are competitive and profit-oriented systems (Nazmi, 2006; Tan, 2014). Quite
generally, China’s financial system has been perceived as a weak system on the verge
of collapse. The situation is quite different today, as the Global Financial Crisis showed
how industrial countries’ financial systems were badly affected, - systems that were
considered to be efficient -; these liberalised and deregulated systems were met with
severe liquidity problems, with major failures in terms of corporate governance, and
with a serious inability to cope with global market demands. On the other hand, China
managed to fend off strong external turbulences and the Chinese authorities were able
to use their banking system to act as a key tool for the implementation of the largest
fiscal stimulus package in the country’s history (Garcia-Herrero and Santabarbara,
2013). China’s resilience to the global turmoil can be explained by its relative external
isolation of its financial sector and by strong public intervention in credit allocation,
along with lax monetary and fiscal policies. The typical criticism of an underdeveloped
financial system in China helped to shield the country from the global mayhem.
However, caution is needed, as the limited impact of the GFC on China’s financial
system should not lead towards the perception that its financial reforms have been
sufficient. China needs to progress further with its efforts to reform its financial system
and it should start by looking at the banking sector, as historically, Chinese banks
have been used as the primary source of finance for state-owned companies and local
governments (Dorrucci et al., 2009). While the banking system has become bigger and
sounder in terms of solvency and asset quality, there is still a high degree of public
intervention in credit allocation and of instances of financial repression that lead to a
severe disruption in terms of competitive levels.

Timeline of China’s Main Reforms to its Banking System

The Chinese authorities’ main efforts to reform the country’s financial system can be
summarised as follows.
* In the late 1970s, the People’s Bank of China (PBC) dominated the sector that
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was considered a mono-bank banking system, and the PBC acted as a central
bank and also as a commercial bank.

* During the 1980s, the PBC remained in charge of the country’s monetary policy
and also of its banking regulation. However, at that time, the Chinese authorities
decided to separate the central bank and commercial bank functions. To achieve
their objective, four state-owned commercial banks (SOCBS) were created,
and at the same time smaller financial institutions were also settled and their
operations were limited to the local and regional level.

* In the early 1990s, the Shanghai and the Shenzhen stock exchanges were re-
established allowing China to open its doors to a capital market. However, at this
time the country started to face problems with regard to non-performing loans
(NPLs), as the creation of three policy banks continued to accumulate NPLs
as bank lending was growing significantly without appropriate assessment of
the underlying risks. The main role of the banks was to provide funds to state-
owned enterprises (SOEs) without conducting assessments on their repayment
capabilities as the state acted as a guarantor of last resort. As a result, and during
the 1990s, China experienced a sharp reduction in economic growth in the
wake of the Asian Crisis that can be associated with the rapid increase of non-
performing loans. In 1998, the PBC started a multi-year restructuring process
that aimed to clean up its banking system.

* The year 2000 witnessed the introduction of the reform process of banks and
SOEs with the transfer of massive amounts of NPLs to newly created Asset
Management Corporations. At least 2.5 trillion yuan (about $300 billion) or 31
percent of China’s GDP at the time were transferred from the banks’ balance
sheets to the newly created corporations.

* In 2003, a new institution was created — The China Banking Regulatory
Commission (CBRC). CBRC was tasked to deal with the financial supervision
and regulation of the financial system and it was in charge of continuing with the
country’s ambitious financial reform.

* Between 2003 and 2010, the China’s commercial banking sector experienced
rapid growth that led to its structural diversification.

* From 2013 onwards, the country was left with a dangerous legacy of non-
performing loans (NPLs). Structural reforms were introduced with the aim
of reducing huge loads of NPLs from the balance sheets of the “Big Four”.
At the same time, China’s embraced the guidelines outlined by the Basel III
Accord by introducing domestic rules and regulations that were stricter than
those considered at the international level. The Basel Committee gave Chinese
regulators the best possible overall grade of compliance, as China committed to
tighter implementation of the Basel III schedule; this is perceived as a positive
reform and as a commitment from the part of regulators to enhance and improve
the sector’s surveillance mechanisms.

In sum, China’s vision to its financial system revolves around the introduction

of prudential banking regulation that is far stricter than the standards settled at
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international level, and the Chinese authorities are very committed to it, to the point
that they are moving faster than anybody else on the implementation of the Basel 111
recommendations and that they are going much further than required. However, there
are significant aspects that still need to be considered: i) Chinese banks have been
shielded and instructed by their government for years, a strategy that has undermined
their international competitive position, and that has created massive amounts of NPLs.
i1) China’s economic growth and the risks associated with its rooted socialist economy
and its sustainability are driving the political discourse in a country that seeks to reform
its financial system without losing control of its top banks.

As China becomes a new powerful global economic player - in a context of global
ambiguity, led by the indecisive economic and political game played by the new US
administration - there is a need of examining its financial system and its stability in
terms of global and domestic uncertainty. While the Chinese financial sector appears
to exhibit signs of stability, there is remarkable inner-party opposition as the central
leadership tries to commit to further internationalisation (Andreosso-O’Callaghan
and Gottwald, 2014). Strong political control from Beijing and vested interests are
aspects that bring serious challenges and concerns to the government’s efforts to
introduce further reforms that contribute to China’s aspirations of becoming a global
and market-oriented economy (Garcia-Herrero and Santabarbara, 2013; Andreosso-
O’Callaghan, 2013). Economic reforms introduced in the 1980s and 1990s helped the
country to achieve fast economic growth; however, the foundations of the model that
is heavily reliant on exports has sacrificed productive efficiency that, with the outburst
of the Global Financial Crisis, has led to significant questioning of its efficiency
and sustainability among the political class. China’s export-led growth model was
heavily sustained by under-priced production factors and it has become obsolete
(Fabre, 2013), opening the door to the development of the real estate and financial
sectors that have taken momentum. The country is shifting from an economic model
that relied heavily on its exports and on a foreign investment-led approach towards
a model where the services sector appears to be taking central stage. In this regard,
the need for liberalising and making more competitive the financial sector is an aspect
that needs to be examined carefully, due to the critical role of financial services when
supporting economic growth and development. This is particularly the case when
sustainable economic growth is linked to the development of financial services that act
as a stimulator to economic progress.

What are the Main Challenges Faced by the Chinese Banking System?

China’s economic expansion and aspirations to become a major global economic player
need to be supported by an agile, responsive and responsible banking system that is
capable of keeping money flowing throughout its economy. Failing to introduce the
needed changes will lead to severe financial implications with far reaching consequences
at both the regional and global level in the long term. The Chinese authorities need to
find a way of modelling their financial system that contributes to the country’s economic
development levels that align with those achieved by economic superpowers of the size
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of the US, Japan and the EU. But to be able to compete at international level, China’s
financial industry needs to consider the commercial and the shadow banking sector, as
neglecting the needed changes can lead to a trade-off between short term growth for a
long-term financial sector that is not able to respond to the country’s needs (Lu et al.,
2015). But, is China doing enough to prepare itself to regional and global economic
challenges? This is a key question that needs to be answered.

Firstly, China needs to push reforms that minimise the role of the state-owned banks
that have historically acted as a conduit to channel financial capital into government run
projects that are heavily represented by state-owned enterprises (SOEs) and where the
Chinese government should reduce its market intervention and create incentives that
facilitate free-market forces to identify the efficient allocation of capital.

China’s banking industry is concentrated around the “Big Four” that are responsible
for almost 50 to 60 percent of all China’s loans. As such, the banking sector is shaped
around an oligopoly that creates significant market distortions as it does not allow for
competition between foreign and domestic banks as the sector remains privately owned.

The efficiency and effectiveness of the banking industry is significantly obstructed,
as less profitable banks are blooming by issuing loans to uncompetitive and poorly
managed SOEs that end up harming the country’s economic potential.

Interest rates are also an area of concern, as China’s central bank — the People’s
Bank of China (PBOC) - exercises continuous control on interest rates. While some
efforts have been made to relax interest rate restrictions, such as having variable
interest rates for deposits, full interest rate liberalisation remains a dream objective to
be achieved.

Moody’s estimates of China’s shadow banking industry is around $8.5trillion,
raising serious concerns, as this unregulated activity could lead to a financial meltdown
if a loan default or a third party must suddenly come up with money to guarantee debts.

Chinese policy makers are aware of the problems and risks associated with shadow
banking, as recognised by President Xi Jingping in October 2013: “... we are soberly
aware of potential problems and challenges from falling demand, overcapacity, local
debts and shadow banking, and we are paying close attention to possible impacts
coming from the outside.” Authorities have taken some steps in the right direction,
for example, President Xi Jingping appointed Guo Shuqging as CBRC chairman in
2016, a highly regarded technocrat that has been quite aggressive by instituting new
rules and regulations in the country’s banking industry. The China Banking Regulator
Commission is trying to place controls and develop regulations on shadow banking,
that try to determine if banks have been using shadow banking products in order to
cover up loans to money-losing ‘“zombie firms” or businesses in government restricted
industries (Hsu, 2016; Lu et al., 2015; Tan, 2014). Stricter lending standards have
been introduced, monthly lending ceilings are imposed as also disclosure requirements
regarding off-balance sheet assets, but are the introduced changes enough? Some
analysts consider that China’s biggest challenge to keep growing at sustainable rates
are significantly tied to the country’s banking system and the introduction of policies
that help liberalise the sector in a context where the central government keeps insisting
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on maintaining an authoritarian control on top banks leads to some suspicion. The
oligopolistic structure of the banking sector contributes to enhance market distortions
and does not allow for open competition from private banks. As the Big Four control
about half the loans in the country, there is a dominance of the State on the banking
sector that leads to less profitable and efficient activities in the country (Jiang et al.,
2013; Wong and Wong, 2001). China’s banking sector has important elements in place,
such as for example: the mechanisms to carry out monetary policy are well developed,
and many interest rates controls have been lifted. Monetary policy is smoothly carried
out by the central bank through quantitative measures such as required reserve ratios,
opening market operations, central bank lending and rediscount mechanism and to
some extent through the price mechanism and through administrative policies. The
findings by Fernald et al., (2014) indicate that China’s monetary policy transmission
channels, particularly interest rates, are moving closer to those of Western economies.
On the other hand, changes seeking to improve price-based monetary policy are
needed, as the creation of short-term interest rates to guide expectations. There are
over 3,500 banking institutions outside the Big Four within China’s financial system,
including, policy banks, joint-stock commercial banks, city commercial banks, rural
commercial banks, rural cooperative banks, rural credit cooperatives, village and
township banks, foreign banks, and others. Around 120 types of interest rates were
reformed between 1996 and 2007 signalling clear efforts to update and modernise the
structure and functioning of China’s financial system (Huang et al., 2013; Hsu, 2016).

Chinese Banking System Weaknesses

China’s banking system was able to survive the international financial crisis; however,
the introduced reforms do not seem to be sufficient to deal with the challenges of
globalisation and with very competitive markets, as there is a strong continuation
of excessive control and intervention that, when combined with weak corporate
governance, highlights significant challenges ahead. Public ownership is hindering
the establishment and development of a commercially driven financial system as
banks continue to be used to pursue broader policy goals. While important efforts
have been made to introduce regulation to the financial system and to improve
corporate governance, enforcement remains a major area of concern, due to the lack
of independence of bank managers and regulators and to the continuous intervention
of China’s government. Solvency problems are an area of concern as commercial
banks are exposed to solvency problems due to public interference exercised by
central and local governments that are not willing to abandon rooted practices of
using banks as powerful policy tools that help to exercise control over the economy.
Furthermore, competition remains low, as the Big Four enjoy an oligopoly position
limiting the scope for competition, an aspect that the government is not willing to
address and that can be a central part of the Chinese sui generis model. A banking
system with a high degree of intervention, tight control over interest rates, credit
quotas, licenses and a small opening for foreign banks does not offer an appropriate
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environment that encourages competition or efficiency. At the same time, the growth
of the shadow banking system is adding pressures on the need of further reforms that
reduce financial repression and look to open up the banking sector due to the fact that
an informal, largely unregulated, financial market has become increasingly risky as
it can threaten the viability of the financial system (Lu et al., 2015). The traditional
banking system in China has nurtured the development of shadow banking due to a
credit regulatory policy that put severe restrictions on the ability of firms to obtain
capital that, as a result, has prompted significant growth of the shadow banking
system. Financial underdevelopment and financial repression have distorted saving
and investment decisions affecting China’s macroeconomic imbalances, aspects that
need to be considered by the central government due to its global market economy
aspirations. Government-induced distortions in the banking system impact negatively
on financial development and undermine economic growth. Financial opening and
deregulation are desirable features of a mature financial system, but the liberalisation
process is associated with significant costs like the increase of market uncertainty,
increased levels of competition, practices that seek to evade prudent regulations
and the potential occurrence of a lending book that can lead towards the creation of
systemic vulnerabilities that would end up creating financial stress and ultimately,
crises (Martin, 2012; Huang et al., 2013; Claessens et al, 1998).

Data and Methodology
Data Insights

Barker et al., (2012a, 2016) developed an index to measure economic policy uncertainty
that is known as the EPUi. The EPUi has been used in a significant number of studies
over the past few years. Researchers are very keen to develop the analysis of economic
and market uncertainty and its implications for the macro-economy, the development
of economic, monetary and fiscal policies and the repercussions and spillover effects
to major macroeconomic fundamentals. The EPU index is understood as a good
indicator of economic risk, and as such, we considered suitable its integration as part
of this study. The analysis of the Chinese banking system and the historical dominance
of the “Big Four” helps understand if the Chinese banking system is exhibiting fragile
features during times of remarkable distress. As such the VIX, the HSI VIX the Global
EPUi, and China’s EPUi indexes were selected as suitable proxies that help capture
market and economic dynamics and implications for China’s tops banks in a context of
two market models, Granger causality and Frequency Domain causality tests.

Our research sample is formed by: the “Big Four” indices that account for
China’s top listed banks in the Shanghai and Hong Kong stock exchanges; we use four
proxies for market uncertainty (the Global index for Economic Policy Uncertainty,
the Chinese Economic Policy Uncertainty index, the Hang Seng Volatility Index and
the VIX). Monthly data was used because the Economic Policy Uncertainty index for
China is only available on a monthly basis, so the study starts with the development
of a market model supported by monthly data and it moves towards the analysis of
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dynamic causality using daily data with those variables which there is some available
information, as the VAR approach followed by the frequency domain model did not
work with the limited number of observations due to the use of a monthly frequency.
As such, the study required the development of staged modelling to ensure that we
were able to capture the banks’ dynamics over the period of study. The time period
under study spans from July 2010 to June 2018 subject to data availability and sample
consistency.

Table 1: “The Big Four”- Chinese State-Owned Banks

Four State Owned Banks Total Assets Stock Sectors of Operation
The Big Four USS$bn 2017  Exchange P
Foreign exchange, foreign
Bank of China (BoC) 3,037.34 Shanghai trade and the national
economy
China Construction Bank Hong .
(CCB) 3,451.90 Kong Construction sector
Agricultural Bank of China 3,284.79 Shanghai  Rural Banking businesses
(ABC)
Industrial and Commercial . Commercial and industrial
Bank of China (ICBC) 4,0070.22 Shanghai activities in urban areas

*Source: Thomson Reuters Annual Information (2018). Four of the world’s top 5 largest banks are Chinese financial
institutions

The Chinese banking system is characterised by a multi-tiered system that is the
outcome of the economic reforms introduced in the late 1970s as discussed earlier.
The system contains wholly state-owned policy banks, local banks, private commercial
banks and a growing underground sub-system that right now is a serious area of
concern for Chinese policy makers. Overall, the Chinese banking system is considered
to be very inefficient, due to the significant level of intervention from the central
government, as the “Big Four” allocate around 60 percent of total credit to State Owned
Enterprises (Martin, 2012; Fabre, 2013). The selected research framework integrates
a market model, an augmented market model, static and dynamic causality tests that
seek to offer robust outcomes regarding Chinese banks and their exposure to market,
global and domestic uncertainty. The modelling process is summarised as follows: 1)
First, the data is transformed into returns (equationl) and realised volatilities are also
estimated (equation3). ii) Afterwards, we identified the market models that would help
capture the performance of the “Big Four” in the context of market uncertainty as
outlined in equation 4 and 5 below. iii) The final part of the study is focused on the
analysis of causal relationships between the “Big Four” and the selected proxies to
capture for market uncertainty.

Market Model

Realised volatility is considered in the context of this study to gain an initial
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understanding of the “Big Four” behaviour over the period under study (see appendix

figure 4)
rn=In(P)—In(P-,) (1)
RW:iﬁ )

&)
RVol, =RV,

The estimated market model is outlined below:

R.= Bo + BlRin—l + Bszt + Bs VIX,- + B4ChinaEPUiz—1 + ,85 GlOb(llEpum—l +éeu (4)
where:

R, = “Big Four” returns with i = ABC, BOC, CCB, ICBC.

R, = “Big Four” returns lagged one period as per the outcome of the estimated VAR

model

R = market return (Shanghai Composite Se Index).

VIX, , = CBOE Implied Volatility Index; variable lagged one period as per the

outcome of the estimated VAR model.

ChinaEPU,_,= Economic Policy Uncertainty Index for China.

GlobalEPU, = Global Economic Policy Uncertainty Index.

the Proxy variable would be equal to Global EPUi, VIX and China’s EPUi and Rm

for market risk measured by the Shanghai Stock Exchange.

Augmented Market Model

The market model (equation 4) is augmented to integrate the HSI VIX index
that is a proxy to capture regional market uncertainty, as the HSI Volatility
index tracks expected volatility of the Hang Seng Index implicit in the prices
of the Hang Seng Options. The market model is then adjusted as follows:

R, = Bn + BlRit—l + ﬂszn + B:s VIX;- + 64 ChinaEPU,_, + Ba GlobalEPU,, - (5)
+ BbHSIVIXzI—l + &1

The outlined market models help understand if the “Big Four” are sensitive
to increased levels of market and economic uncertainty derived from the selected
proxies. The China EPUi and the Global EPUi are introduced to measure the banks’
reaction to economic and policy uncertainty with the aim of introducing a variable
that measures domestic levels of uncertainty (China EPUi) and global levels of
market uncertainty (GLOBAL EPUi); this will offer some insights with regard to the
banks’ level of openness to the global economy. For robustness purposes, the model
is augmented to include the HSI VIX index that measures market uncertainty at the
regional level. The next step in the modelling process involves the analysis of causal
dynamics between the banks’ performance and the selected proxies for regional and
global uncertainty.
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Granger Causality and Frequency Domain

Through the Granger causality and the frequency domain approach, we seek to
examine frequency-varying causal effects across the banks under study with the
aim of understanding how they are impacted upon by economic, equity and market
uncertainty during the selected time period. The purpose is to identify the existence of
a potential static and/or dynamic impact on the performance of the “Big Four” returns
under a situation of market uncertainty that, in this case, would be measured by the
selected proxies for uncertainty that are the VIX index (measuring a global impact) the
HSI VIX index (measuring a domestic impact); and the Policy Uncertainty Variables
for China (ChinaEPU) and the Global Context (Global EPU). The causality analysis
is presented as a bivariate relationship that identifies the causal dynamics between the
banks returns and the proxies for uncertainty, as outlined in the equation below:

Ri=ay+ 04Ri+ v UProxys + pa 6)

where:

UProxy, = Uncertainty Proxy variable that integrates the four indexes capturing uncertainty in
the context of bivariate causality modelling.

UProxy, = VIX, ; HSIVIX, ,;ChinaEPU,_, and GlobalEPU,

it-1’

In order to be able to estimate the frequency domain model, there was a need to
use daily data, as the VAR estimation required a sufficient number of observations;
this was however not possible in the case of the Economic Policy Uncertainty indexes
since they are only monthly frequencies, limiting thereby the research sample to
less than one hundred observations (95 observations in the context of this study); as
a result, it was not possible to run an estimation including the Global EPUi and the
China’s EPUi as both indexes are available as monthly frequency with an outcome of
95 observations. As the main aim is to determine whether banks reacted differently
to domestic or global uncertainty and to draw some connections regarding market
volatility over the period under study and how they were impacted upon by episodes
of remarkable market distress, the VIX and the HSI VIX indexes were considered
appropriate proxies for regional and global uncertainty. A bivariate causality analysis
between the selected banks and the proxies for market uncertainty is considered as part
of the methodological framework with particular attention to causal effects running
from the uncertainty indexes to the “Big Four” banks. A bivariate causality analysis
in the context of the frequency domain brings further information to the indexes’
behaviour over the sample period. The study by Breitung and Candelon (2006) is
based on earlier work by Geweke (1982) and Hosoya (1991) that considered the two-
dimensional vector containing with a finite-order VAR representative of order p,

ow(¥)=(e1) ool ¥)=¢ o

where, O(L)=I-0 L-... @pr is a 2x2 lag polynomial and @, ... , @P are 2x2
autoregressive parameter matrices, with L‘X'=X and L‘Y'=Y . The error vector g
represents white noise with zero mean and E(€,&!) =X , where 2 is positive and
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finite. The MA representative of the system is
(L)=¢(L) _ Yu(L) Yu(L) (77u> .
X g Y (L) ¥u(L) )\ 72 M
with G being the lower triangular matrix of the Cholesky decomposition such that
and The causality test developed by Geweke (1982) can then be written as:

zy 2
M, (T) =1o [1 + IZ( [Yulef H ®)
Within this framework, no Granger causality from to with a frequency corresponds

to the condition. Breitung and Candelon’s (2006) main contribution is to show that this
condition leads to

|©:(e) | =

; Oz cos (k) ’— z; O;.12sin (ky) ‘ =0 )

where, @k, 1, 1s the (1,2) element of O, such that a sufficient set of conditions for no

causality is given by

Z@k 12 COS (k7) | =0and z@k 12 sin ]C}’) O (10)

Hence we can test the null hypothesm of no Granger causality with a frequency y
using a standard F-test for the linear restrictions imposed by the VAR representative of
order p, which follows an F(2, T-2p) distribution for every y between 0 and &, where T
is the number of observations in the series (Breitung and Candelon, 2006).

Research Framework Justification

The implementation of a combined research framework supported by market models
and causal tests offered a rich analysis to understand China’s main banks performance
in the context of regional and global uncertainty. The frequency domain causality
test was selected because it is a dynamic test that can measure how the relationship
between variables changes over the period under study and enrich the estimation from
traditional static causal tests by bringing a dynamic approach to the study. Furthermore,
as the study is analysing stability patterns exhibited by the “Big Four” it is important
to consider if market uncertainty impacts on the performance of bank returns and if the
relationship is dynamic, justifying the need of a close monitoring of banks behaviour
as rising levels of market uncertainty can help policy makers to design and identify
appropriate short-term policy measures that minimise potential negative spillover
effects to the macroeconomic fundamentals so as to limit long-lasting effects in terms
of market uncertainty.

Research Findings and Critical Insights

China’s banking sector has experienced significant changes that have led to the
deconstruction of the sector’s functions, the need to address and resolve banks’ major
problems associated with non-performing loans, and the changes and continuous
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transformation of the shareholding system that has settled the foundations to allow the
sector to grow in strength and to start improving its international status (Min et al.,
2018).

Figure 2: China Top Banks Share Prices

t
*Source: Thomson Reuters Annual Information (2018)

After the Global Financial Crisis, the Chinese economy was dealing with slow grow
and entrenched deflation. Realised volatility (see figure 5 in the appendix) for the banks
showed that late in 2014 and during 2015 the banks performance was characterised by
high levels of market uncertainty that lasted for a few months. However, since late
2016, the performance of the Big Four shares reflect clear improvements in terms of
market sentiment. The shares of the Industrial and Commercial Bank of China and of
the China Construction bank (the nation’s biggest lenders) rose to their highest levels in
February 2018 setting a record high and offering initial signs of good macroeconomic
performance, with analysts expecting “banking stock to be on the rise in 2018 amid a
pickup of the Chinese economy” (South China Morning Post, 2018).

Table 2: Correlation Matrix

China_ Global_

ABC BOC CCB ICBC VIX EPUi EPUi HSI VIX
ABC 1.000000  0.899483  0.962161 0918767 -0.294487  0.306871  0.167348 -0.130832
BOC 1.000000  0.857825  0.793973 -0.168055  0.180053  0.056518 -0.005840
CCB 1.000000  0.972655 -0.223161  0.250201  0.115737 -0.103419
ICBC 1.000000 -0.184442  0.236139  0.133727 -0.065402
VIX 1.000000 -0.047258  0.150476  0.735554
China_ 0.031548
EPUIi 1.000000  0.880811
Global _ 0.206195

EPUi 1.000000
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China_ Global_
EPUi EPUi

HSI VIX 1.000000
Research Sample: July 2010 to June 2018; data frequency: monthly data, number of observations: 95.

ABC BOC CCB ICBC VIX HSI VIX

The correlation matrix above shows very interesting outcomes. As expected, there
is a strong interlinkage between the “Big Four”, as correlations are positive ranging
from 0.79 to 0.97 offering initial evidence of the strong connection that exists between
the Big Four. However, the outcomes for market, domestic and global uncertainty
are quite different. The correlations between the Big Four and the VIX are quite low
and negative suggesting that the Big Four do not seem to be negatively affected by
global market uncertainty. The outcomes for the HSI VIX align with patterns showed
by the VIX, but in this case, correlations are slightly smaller (see figure 3 below for
further insights). In the case of economic policy uncertainty in China, correlations are
positive but quite low, a result that mirrors the outcomes for global economic policy
uncertainty. However, it is worth to notice that the correlations for domestic uncertainty
are higher than the ones registered for global uncertainty, suggesting that the banks are
more impacted upon by economic and policy issues with a domestic origin rather than
a global origin. The charts available in the Appendix (see figure 3) confirm the insights
from the correlation matrix, as there is a clear positive correlation between the “Big
Four” with lower connections detected between the banks and the proxies for market
and economic uncertainty.

Figure 3: “The Big Four” and HIS VIX Prices
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Before estimating the outlined market models (see equation three and four for
details), basic time series tests were run to ensure that the econometric framework
was properly developed. The analysis started with the estimation of a VAR model that
allowed selecting the optimal number of lags to be used on the market model (the VAR
suggested one lag). The ADF test was implemented to ensure stationarity properties of
the series under study, and the multivariate cointegration test — Johansen and Juselius
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— was estimated (there was no evidence of a long relationship between the “Big Four”
and the proxies for market and economic policy uncertainty) to ensure that the static
and dynamic Causality tests were properly defined. The outcomes for the market model
are presented in table three below.

Table 3: Market Model Estimation

“Big Four” B, B, B, B, B, Bs
0.004 -0.252 0.430 -0.0183 0.001 -0.0318
ABC
(0.4097)  (0.0110)**  (0.000)* (0.4586) (0.9360) (0.3493)
0.0012 -0.2110 0.500 -0.0096 0.0135 -0.0616
BOC
(0.8481) (0.0322)** (0.000)* (0.7531) (0.4223) (0.1431)
0.005 -0.1666 0.4904 -0.02811 0.0096 -0.0566
CCB
(0.3256) (0.0956)*** (0.000)* (0.2873) (0.510) (0.1191)
0.004 -0.239 0.4526 -0.022 0.0053 -0.043
ICBC

(0.3794) (0.0142)** (0.000)* (0.3696) (0.6937) (0.1973)
*** 10% significant level, ** 5% significant level, * 1% significant level; p-values are presented
in brackets. The market model was augmented to include the HSI Index to ensure robustness
of outcomes (see table 5 below). Research Sample: July 2010 to June 2018; data frequency:
monthly data, number of observations: 95.

The market model shows that overall, the “Big Four” lagged value explains
the behaviour of bank returns over the period having a negative impact on returns
performance, with weak evidence reported in the case of the CCB (10% level of
significance). Regarding market performance, the banks underperform the Shanghai
Composite Se with beta coefficients ranging from 0.43 to 0.50, indicating that the
banks are quite conservative and risks levels associated with the banks are below
expected market levels. The outcomes for the proxies for market and economic
policy uncertainty showed that the “Big Four” do not seem to be exposed to market
uncertainty levels rising in the domestic and global markets. The outcomes for the
augmented market model (see table 4 below) are in line with the results for the market
model (equation 3), confirming the importance of lagged prices to explain market
prices behaviour. The Big Four could be considered as exhibiting conservative patterns
when compared to market performance with beta coefficients () exhibiting values quite
below one, and smaller than the ones estimated by the market model with the exception
of BOC that is slightly higher.

Table 4: Augmented Market Model including HSI VIX Index

“Big
i B, B, B, B, B, B B,
ABC -0.0007 -0.3336 0.3654 -0.0147 -0.0152 -0.0108 -0.0236

(0.8667)  (0.0000)*  (0.000)*  (0.5108)  (0.6346)  (0.3735)  (0.4491)
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“Big

i B, B, B, B, B, B B,

BOC -0.003 0.3142 05326  -0.0352  -0.0106  -0.0106  -0.0304
(0.4216)  (0.0000)*  (0.0000)*  (0.2727)  (0.3857)  (0.3857)  (0.3336)

CCB 0.000 -0.1622 0.3627 -0.0080  -0.0458  0.0031  -0.0500
(0.9199)  (0.0481)**  (0.0000)*  (0.7200)  (0.1499  (0.7943)  (0.1096)

ICBC 0.0000 -0.2300 03714  -0.01387  -0.03737  -0.0014  -0.0129

(0.9909)  (0.0139)**  (0.0000)*  (0.5719)  (0.2859)  (0.7059)  (0.7059)

*#% 10% significant level, ** 5% significant level, * 1% significant level; p-values are
presented in brackets. The market model was augmented to include the HSI Index as follows:
(the outcomes of the model did not changed the initial model results in a significant manner,
showing consistency on results confirming the insignificant impact of proxies for market and
economic uncertainty on the performance of the Big Four). Research Sample: July 2010 to June
2018; data frequency: monthly data, number of observations: 95
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The outcomes from the causality analysis offer conflicting results (see table 5
below). The Granger causality test did not find evidence of causal effects from the
proxies for market and economic policy uncertainty towards the “Big Four”. On
the other hand, the results from the frequency domain offer evidence of bidirectional
causality that are linked to registered episodes of increased market volatility with no
evidence of causal effects when the volatility levels are considered at “normal” levels
(see figure 4 above and 7 in the appendix). These results are pointing to the need of
short-term monitoring of banks performance, with domestic and regional events
appearing to have a stronger impact on the Chinese banking system rather than any
global exposure, as dynamic causal effects were relatively limited when compared to
domestic uncertainty with a more dynamic behaviour identified.
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Table 5: Causality

Granger Causality Frequency Domain
“Big Four”
VIX ChinaEPUi  GlobalEPUi  HSI VIX VIX HSI VIX
ABC No No No No —* ¥
BOC No No No No o* —*
CCB PR L L PR L L No No ¥ ¥
ICBC No No No No —* —*

*The Granger causality test offers weak evidence on unidirectional causality running from the
VIX and the China EPUi to CCB with p-values at ten percent level (the test was performed
on calculated returns). Research Sample: 16™ July 2010 to 8" June 2018; data frequency:
monthly data, number of observations: 95 for Granger Causality. In the Case of the Frequency
Domain Research Sample: 16 July 2010 to 8" June 2018; data frequency: daily data, number
of observations: 2061.

Critical Insights

The Chinese authorities have introduced significant reforms to the country’s banking
system with the aim of improving banks in terms of size and capital. However, despite
all the efforts and implemented measures, there is still a need of further work, as
the asset quality, business profitability and diversification of services are not well-
developed, and as they are considered to be quite far from international standards
(Paulet and Relano, 2018). Researchers question the capacity of the Chinese banking
system and its ability to support and promote sustainable growth and to deal with
international demands. Hou, Wang and Zhang (2014) argue that the Chinese banking
system appears to be surrounded by more uncertainty than ever. Dobson and Kashyap
(2006) go a step further by identifying conflicting goals as part of the reform process,
as authorities seek to accomplish incompatible objectives in a simultaneous manner.
Government authorities are safeguarding their ownership and control of banks, as they
are considered as key tools to implement the government social-driven polices, and at
the same time they are looking to achieve greater levels of efficiency. This contradiction
is considered as one of the biggest originalities of the Chinese financial system, that
despite four decades of successive reforms, the government still preserves a strong
influence on the banking sector (Allen, Qian and Qian, 2007; Kobil and Dow, 2013). A
significant number of research studies examining the efficiency of the banking sector
seem to converge towards the view that privatisation, deregulation and the presence
of foreign banks are generally associated with improved performance and efficiency
in the overall system (Heffernan and Fu 2008; Garcia-Herrero and Santabarbara 2008;
Laurenceson and Qin 2008; Ferri 2009; Fu and Heffernan 2009; Lin and Zhang 2009;
Shen, Lu, and Wu 2009; Zhang and Daly 2011; Jiang, Yao, and Feng 2013; Xu and
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Hu 2013; Dong et al. 2014; Foo and Witkowska 2014; Tan 2014, 2016). On the other
hand, a very limited amount of studies seems to bring a different view, arguing that the
results are still not entirely conclusive (Fu and Heffernan 2009; Lin and Zhang 2009;
Shen, Lu, and Wu 2009). Paulet and Relano (2018) argue that China’s banking system
is increasingly shaped by Western standards and will most likely continue to be so
in the near future. However, is this really the case? Chinese authorities seem to have
a different understanding of the role of the banking system as they are moving quite
ahead with their reforms and strict compliance with Basel III recommendations by
establishing a system of prudential banking regulation that is stricter than international
standards. This approach highlights the importance for Chinese authorities of keeping
tight controls on their banking system, and this should be considered carefully as
deregulated and liberalised banks can harm the macro-economy, as the painful lesson
learnt from the GFC has taught; from China’s perspective, this implies that the plans
ahead for its banking and financial system might not be that closely connected to the
model followed by the Western economies.

Conclusions

China’s ability to keep growing and gaining in terms of efficiency is tightly connected
with the development of its banking and financial system. Despite tremendous
changes over a relatively short period of time, the country’s capital markets remain
underdeveloped when compared to other emerging economies in the East Asian region.
China’s financial deregulation and globalisation is affected by significant deficiencies
in terms of credit culture and information transparency. The government’s backing of
SOEs borrowing has created moral hazard issues, as banks finance unviable projects
because of the state’s implicit insurance. Chinese banks are not able to offer proper
support to the non-state sector; as a result, they are not capable of acting as the
financial engine of the economy, since the banks are mainly a source of soft-lending to
loss-making SOEs and since shadow banking is on the rise. China’s banking system is
clearly dominated by few large banks that are facing serious quality asset problems, a
fragmented credit culture, a noisy information set, a weak regulatory framework with
supervisory deficiencies that require further progress (Nazmi, 2006). An issue that
needs to be questioned is how economies that have liberalised their financial system
defending deregulation, market efficiency, innovation and global integration were
badly affected by the GFC, while China with its closely monitored and interventionist
financial system has managed to weather two major crises — the Asian Financial Crisis
and the GFC. There is no doubt that market efficiency, innovation and competition
are desirable features, but there is also a need of considering that the financial system
requires some level of regulation and market intervention to ensure that systemic risk
is under control. The key challenge for Chinese authorities is how to implement the
needed reforms without creating disruptions and moving towards the implementation
of a model that goes against the foundations of its economic model.

Finally, China’s reform of its financial system can perhaps bring new aspects that
might open the debate towards a different banking model that offers an alternative
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to the existing western-dominated financial systems. This is a line of research that
remains open as China keeps progressing with its ambitious reform strategy.
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Appendix

Figure 5: Big Four Prices and Proxies for Market Uncertainty Indexes
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Figure 6: “Big Four” Realised Volatility
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Toshiba’s market valuation in the midst of a long term turmoil

Serge Rey" ¢ Sophie Nivoix™

Abstract Since 2008 Toshiba is experiencing a major fraud and financial scandal,
which has impaired its stock price, governance and reputation. As this conglomerate
is one of the largest and more ancient Japanese industrial group, it is highly
interesting to analyze the impact of this situation on the main financial indicators
of the company in a long run perspective. Our study underlines that while the risk
level of the firm was increasing the returns and stock price were dropping. Such
an evolution really endangered the group, as showed by the stock market ratios. In
addition, the calculation of abnormal returns confirms that the news considered a
priori as good (or bad) generated cumulative increases (or decreases) in the returns
of the Toshiba stock.

Keywords: Toshiba; Japan; abnormal return; risk; auditing; scandal
JEL Classification: G00; G14; G32; G33

1. Introduction

Toshiba, founded in 1875, is one of the largest Japanese industrial group, with
close to 4000 billion yen sales in 2017. The group includes more than 140 000
employees throughout the world, and operates in electronic devices, digital solutions,
social infrastructures and energy business. Its development has been done in line
with the Japanese economic rise over the last century. But since its historical high
of 1169 yens in July 2007, the Toshiba stock price fell dramatically to a historical
low of 158 yens in February 2016. Such a tremendous value drop was caused by
several accounting and fraud scandals, by the costly acquisition of Westinghouse
electric company in 2007, the bankrupt of this subsidiary in 2017, as well as the
consequences of the financial crisis. The sustainable development and energy issue
is important here as Westinghouse is operating in the nuclear power industry, while
Japan experienced the Fukushima carastrophe in 2011.

We intend to investigate the impact of the major events concerning Toshiba
both on the financial situation and on its share price and volatility, considering
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that according to the efficient market hypothesis the stock price adjustment should
be immediate (Fama et al., 1969). Many event studies (McKinlay, 1997) focused on
the market reaction after specific announcements, such as earnings surprises, fraud
or disasters (Jaussaud et al., 2015). The issue is to determine the effects of events on
main indicators of risks and returns and the amplitude of the market price and volatility
reaction, i.e. abnormal stock returns in relationship with the kind of event in a specific
firm.

It is all the more interesting that Toshiba is a major worldwide company in the
industries of energy and infrastructures, community solutions, electronic devices and
components, and lifestyle products'.

In order to understand the long run evolution of the group, we investigated the
financial situation of Toshiba from 1997 to 2017. This includes the analysis of the
main return and risk key indicators as well as its stock price evolution. As our results
point out, the hitherto unknown financial issues of Toshiba are associated with a sharp
long term drop of its stock. In addition, the calculation of abnormal returns confirms
that the news considered a priori as good (or bad) generated cumulative increases (or
decreases) in the returns of the Toshiba stock.

Section 2 presents the context of the events and section 3 lists the main events
on the period 1987-2019. Section 4 proposes an empirical analysis of financial ratios,
while section 5 shows the impact of news on abnormal returns. Section 6 concludes.

2. The general context of the events
2.1 The main information about the scandals

The fraud events over 2008-2017 took place during a difficult economic period, both
at the worldwide and at the Japanese levels. Indeed, the OECD (2017) anticipated
that the fiscal support in Japan was expected to fade in 2018, despite an estimated
growth close to 1%. In 2018, the primary deficit of the country was -3.7%, which is
well above the government’s benchmark of 1% of GDP, leading to a further rise in
the government debt to GDP. Moreover, the 2019 deficit should reach -3.8%. As for
companies themselves, the OECD indicates that because of the increasing integration
of the country in global values chains, especially in Asia, the benefits of international
trade are concentrated in large firms, such as Toshiba for instance.

It is important to note that Toshiba is a major worldwide company in the industries
of energy and infrastructures, community solutions, electronic devices and components,
and lifestyle products. Toshiba group comprised in 2016 more than 550 consolidated
subsidiaries and 188 000 employees, but the seminal firm was created in 1875 (Tanaka
manufactures), and its actual name was given in 1939 as a short name of firm after the
merger between Tokyo Denki and Shibaura Seisakujo. Before world war II Toshiba was
a member of Mitsui zaibatsu, and since then it is affiliated to the Mitsui keiretsu.

As will be detailed in the timeline of the events, the problem Toshiba is facing is

not only about accounting irregularities in 2008-2014 fiscal years. The fraud, which
1

source: https://www.toshiba.co.jp/about/press/2017_07/pr1801.htm.
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was revealed by third parties at the Securities and Exchange Surveillance Commission
(SESC), lasted several years and both internal and external controls failed. Rahman and
Bremer (2016) identified five main causes: “domineering top management, compliant
middle-managers who embody the worst of the salaryman mentality, duplicitous
auditors, percentage-of-completion method accounting abuse, and the secular decline
in several of the company’s business lines”.

As any company operating in a fast growing high-tech industry, Toshiba can
experience hard times if it misses a major technological innovation. Meanwhile, the
diversification of the group can help to mitigate such threat. The main issue here is
that Toshiba not only had low incomes but tried to hide this weakness with fraudulent
use of the “percentage-of-completion” accounting method, which is relevant for long
term projects. The violation of the principles of this method lies in the estimation of
progress toward completion of the projects, as it “implies the ongoing recognition of
revenue and income related to longer-term projects™. Such a method requires a good
ability of the firm to estimate the gains and losses related to every stage of completion,
and to assess the remaining costs to complete the project in every fiscal year.

These irregularities took place during the 2008-2014 period and involved a 2
billion USD global amount. Moreover, the top management of Toshiba forced the
executives to act fraudulently and the accounting audit did not unveil these wrong
reports and the earnings’ artificial inflation. The goal of the overstatement of profits
was not only the refusal to announce losses, but also to win new major contracts.

Such a governance scandal is all the more negative for the firm reputation that, as
mentioned in the concluding remarks of the independent Investigation Report (2015),
Toshiba “became a ‘company with committees, etc.” (iinkai-to secchi kaisha) early
on, and has been recognized as a front runner in (...) having an advanced corporate
governance structure”. Because of this betrayal of trust, a 143 year-old successful
company thus became a foil and a shame instead of a model.

2.2 The auditing failure

As for the auditor, Ernst& Young (EY) ShinNihon LLC has been built through several
mergers and acquisitions since its establishment in 1967 (see appendix 1), and had
6250 employees and more than 4000 customers in July 2017. Interestingly, this
prominent auditing company became a limited liability company (LLC) in 2008, i.e.
just when Toshiba began its frauds. In a LLC the members of the company cannot
be held personally liable for the company’s liabilities, and it mixes the features of a
corporation and a partnership (considering the taxation of its members, as losses can be
used to offset other income). It is worth to mention that an LLC is “easier to set up than
a corporation, and it provides more flexibility”, but the “creditors may be able to pierce
the corporate veil of an LLC in case of fraud or when legal and reporting requirements
haven’t been met™. Rahman and Bremer (2016) even suggested that “it is likely that
the auditor cooperated in hiding the scandal”.

2 https://www.accountingtools.com/articles/2017/5/15/percentage-of-completion-method
3 http://www.investopedia.com/terms/l/limited_company.asp
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On 22" December 2015, Japan’s financial regulator fined the audit company 2.1
billion yens after its poor auditing of Toshiba accounts. This amount is close to two
years of auditing fees paid by Toshiba. As for the auditing fees, they are far lower
in Japan compared with the United Kingdom and the United States, with respectively
3.2, 5.3 and 11.8 basis point of turnover, while the international average is 5.6 basis
point*. Toshiba’s fees are even lower than the Japanese average, as the company paid
EY ShinNihon only 1.5 basis point of its turnover. Nevertheless, Toshiba considered
that such fees were “appropriate”, and stated that the very value of this remuneration
was not an issue of the auditing process seeing that the company received a “necessary
and sufficient audit”.

Moreover, the Financial Services Agency (FSA) suspended Ernst & Young
ShinNihon LLC from accepting new engagements during the first three months of
2016. Toshiba indicated at the same time that it would not renew its auditing contract
with this company for the fiscal year starting in April 2016° and it chose to be audited
by PricewaterhouseCoopers (PwC) Arata. The FSA explained its decision by the
“negligence of due care™ of the financial statements of Toshiba Corporation for
fiscal years 2009, 2011 and 2012. It is also worth to mention that the FSA issued an
administrative order to suspend certified public accountants who are partners of the
firm, from providing services for 1, 3 or 6 months.

Such a major financial scandal reminds the Enron debacle in 2001, and in 2002
Arthur Andersen, one of the former “Big five” of the world auditing sector, which hid
accounting information about this firm to some extent. It is rather funny to mention that
after the Arthur Andersen auditing failure, the American Institute of Certified Public
Accountant reported on February 2002 that Ernst & Young indicated that “no client is
too big to say ‘no’” (Zulauf and Grierson, 2002).

More recently, in 2009 the Indian leader of computer services Satyam, was
responsible for data theft and staff bribery. Enron collapsed in 2001, and Satyam
merged with Mahindra in 2009, which is not the case of Toshiba, but some common
features can be pointed out. Indeed, the major issue was also related to financial
reporting, disclosure, and the role of Enron’s board of directors and top management.
The other common characteristics are that the scandal implied an auditing major group,
considered as innovative in its business. The betrayal was all the more painful that
Enron put forward four values, i.e. communication, respect, integrity and excellence
(Lundblad and Berger Davidson, 2003); in the same way as Toshiba mentions in its
website and communication documents that it is “Committed to people, committed
to the future”, and wants to “serve the needs of all people, especially our customers,
shareholders and employees”. The group also adds that “managers provide leadership,
inspiration and strategic direction, cultivate our organizational power (...) to realize
sustainable, sound growth and profit™”’.

http://www.reuters.com/article/us-toshiba-accounting-auditor-idUSKCN0Q320Y20150729
http://www.reuters.com/article/us-toshiba-accounting-ernst-idUSKBNOU505520151222
http://www.fsa.go.jp/en/news/2015/20151222-2 html

4
5
6
7 https://www.toshiba.co.jp/worldwide/about/commitment/vision.html



Toshiba’s market valuation in the midst of a long term turmoil 75

3. Toshiba’s financial key facts and Tokyo Stock Exchange listing
department reactions

3.1 The recent timeline

In order to assess the stock valuation’s consequences of major events during a long
timespan, we selected some key dates of Toshiba’s recent activities that may have
impacted its stock volatility during the last 35 years. The events that have potential
industrial or financial or strategic consequences on the group’s businesses are the
following ones. While we mainly consider microeconomic events that directly affect
the company, we also take into account some more macroeconomic events such as the
Fukushima disaster.

-22" June 1987: Toshiba and the Norvegian firm Kongsberg Vaapenfabrikk
exported sensitive military equipment to the former Soviet Union while the cold war
was not over. The issue is that the machineries sold gave the technical possibility to
the USSR to build quieter submarine propellers, making submarines more difficult to
detect®. Obviously, this industrial and military scandal was a bad news.

-29th October 1999: Toshiba agreed to a $2.1 billion settlement after having
sold more than 5 million defective laptops in the United States. The technical issue
concerned the semiconductor chips which control the floppy-disk drives. After a six
month-class action in Texas, the group also said it would give customers some cash
rebates and free products’. This was really bad news seeing that the competition is
fierce in this industry on a worldwide scale.

-16™ October 2006: acquisition of Westinghouse Electric Company for $5.4
billion was completed, with Toshiba obtaining a 77% shares. Considering the growth
expectations and the industrial anticipated synergies, this was considered as good news.

-11"" March 2011: Fukushima catastrophe including a major earthquake, a tsunami
on the Tohoku shores and the largest nuclear accident ever experienced in Japan. There
is no need to mention how awful was this event.

-19™ May 2011: Toshiba acquires Landis+Gyr for 2.3 billion USD. In the same
way as the acquisition of Westinghouse in 2006, this was seen as good news with
positive business forecasts.

-21% July 2015: Toshiba Corp chief executive and President Hisao Tanaka steps
down after the group admitted overstating its profits by more than 150 billion yens
between 2008 and 2014, and the Investigation Committee concluded that Toshiba
reported false profits on 20" July 2015. This was one of the major bad news of the
Toshiba long term scandal.

-15™ March, 2016: the group published an “Improvement plan and situation report”
six months after its stocks were labelled as securities on alert. This plan referred to the
Principles of companies in scandal issued by the Japan Stock Exchange Regulation.
The plan includes better practices such as clarification of responsibilities, strengthening
of monitoring, reviewing the chain of command for financial accounting, or enhancing

8 Source: New York Times
° Source: https://www.zdnet.com/article/toshiba-to-pay-2b-settlement-on-laptops/
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the information disclosure'®. In order to promote organizational reforms, the group also
set up the “Toshiba rebuilding initiative” in December 2015, while the net income of
the company dropped at the end of 2015 fiscal year from -37.8 billion of yens to -460
billion one year later. This news was supposed to be good, as it showed the way of a
safer management and the end of the financial scandal.

-29" March 2017: Toshiba approves the file for chapter 11 bankrupt of
Westinghouse, which exhibits a 9.8 billion USD debt. This is the most difficult event to
assess, as it can be seen as both a good and a bad news. The investors may have been
scared by such large debt and by the losses Toshiba had to bear. Meanwhile they were
probably relieved to know that this financial nightmare was over for Toshiba.

-18" July 2017: A news is reported by Toshiba, concerning the amicable settlement
of a dispute with SanDisk, a subsidiary of WesternDigital. In short, WesternDigital
did not win its case in the California court and Toshiba is entitled to continue its
activities and conclude contracts, even before the signing of the amicable agreement
with WesternDigital, expected 10 days later'!. In addition, on July 19, 2017, the San
Francisco Court of Appeal authorized Toshiba to continue to protect its data and
intellectual property against Western Digital'?. Therefore, this event is a good news.

-1% August 2017: Toshiba share is demoted to the second ranks of the Tokyo Stock
Exchange (TSE), and it is replaced by Seiko Epson in the Nikkei 225 index. This kind
of news is obviously bad, but as it is usually anticipated by the market weeks before its
official announcement, it is difficult to assess at that date.

-1%t June 2018: Toshiba spun off its lucrative semiconductor Toshiba Memory
subsidiary under a 2 trillion-yen ($18.3 billion) deal, but will keep 51.1 of the voting
rights. This earning is expected to help the group to re-enter the TSE 1% section in the
coming three years. Toshiba will still own 33.4 % of the voting rights. Meanwhile, Toshiba
now has to be able to create new sources of profits as Toshiba Memory represented 90 %
of its operating profits'3.” As a consequence this is good news for the group.

-13™ February 2019 : Toshiba reduced its operating profit forecast for the 2018-
2019 fiscal year (from 60, as announced las November, to only 20 billion JPY), because
of losses and additional costs related to its semiconductor manufacturing equipment
and energy businesses. The profit net earnings of this branch were reduced from 920
billion JPY to 870 billion while the whole group’s net profit is expected to rise 8.2 %
thanks to the sale of Toshiba Memory in 2018. According to these recent news, after
a 0.6% operating margin (operating profit/sales) this year, Toshiba still hopes to reach
more than 4 % for the coming fiscal year (2019-2020), and it even forecasts to reach
8% for fiscal year 2023'. Thus, whatever the future profits might be, in the short run
this was bad news.

102016 Toshiba Annual report, Operational review, p.8

' Source : https://www.toshiba.co.jp/about/press/2017_07/pr1801.htm

12 Source : https://www.toshiba.co.jp/about/ir/en/news/20170719_1.pdf

13 Source : http://www.asahi.com/ajw/articles/AJ201806020030.html

4 https://www.japantimes.co.jp/news/2019/02/13/business/corporate-business/toshiba-cuts-fiscal-2018-
profit-outlook-sluggish-semiconductor-sector/
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3.2 The consequences on Toshiba listing in 2017

The group has shown a misbehavior several times in the last decade, and probably
during a longer timespan. Indeed, the independent Investigation Committee Report
(2015) pointed out long run pressures from the top executives on the employees to hide
the true financial situation of the firm after the 2008 financial crisis.

After a long term investigation, the Japanese Securities Exchange and Surveillance
Commission concluded in January 2017 that the accounting frauds of the group were
done on the instruction of the top executives. Problems were found in all six Toshiba’s
major divisions, including overruns, construction delays, profit overstating, booking of
future profits early or pushing back losses!'.

Considering the Toshiba share listing, the Tokyo Stock Exchange (TSE) designated
Toshiba stock “on alert” and imposed a listing agreement violation penalty of 91.2
million yens on 15" September 2015. The company fell under the case where the listed
company made a false statement in its securities report, and the TSE pointed out that
“the improvement of the internal management system” was required, according to the
Securities Listing Regulations, Rule 501, Paragraph 1, Item 2, Sub-item a. Moreover,
under the Securities Listing Regulations, Rule 509, Paragraph 1, Item 1, the TSE
noticed that “there were matters requiring investigation other than the accounting
processing”. The Independent Investigation Committee, set up on April 3% 2015, was
expected to complete its investigation by mid July 2015, but postponed its report from
30% June to 31 August 2015, and then to 7" September 2015, for fiscal year end of
March 2015. As mentioned by the TSE listing department on 15" September 2015,
“these disclosures revealed that the company conducted inappropriate accounting,
including postponing the recording of losses from the fiscal year ended March
2009 until 2015, and that the overstatement of the total net income climbed up to
155.2 billion yens. The reason indicated by the TSE for such a misconduct was the
“company’s excessive pursuit of recording short-term profit (...) difficult to achieve
in the course of ordinary business activities. (...) there were actions possibly taken as
a result of instruction from the management to the business divisions”. The TSE also
mentions that the governance was poor and that the management control was aware of
the regulation violations: “Even though some directors and audit committee members
had knowledge of the beginnings of the inappropriate accounting, the information
was not shared”. More generally, it is a concern for Japanese market authorities that
such a behavior may also impair the confidence of shareholders and investors in the
Japanese stock market, and beyond this it may have an impact on the good integration
of company information by the market.

Considering the numerous events and news about Toshiba accounts since three
decades, we cannot set up a common event study focused on one or two dates, with pre
and post-event analysis. Indeed, there is a continuous process of bad news impacting the
consolidated accounts of the group as well as its stock price. This is why we focused on a
long time period to study both corporate finance and market finance data.

The financial and stock market data come from Toshiba website and the International
15 http://www.fraud-magazine.com/current.aspx, website of the US Association of certified fraud examiners
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Factset database. We will analyse the impact of news on the Toshiba group using two
complementary approaches. The first will deal with the consequences of fraud on Toshiba’s
financial ratios over the period 1997-2016. The second will be to analyse the impact of
good and bad news on Toshiba’s share price for the period 1987-2017.

4. Accounting fraud and financial ratios

This empirical part includes the main corporate finance features of Toshiba, considering
both risk and return indicators, as well as the impacts on the main market ratios of the
stock and the share price variations themselves in the long run.

4.1 Corporate finance features

As explained above, the accounting fraud of Toshiba began in 2008 after a historical
high and was caused by the pressure of the senior management to hide the poor sales.
As a matter of fact, figure 1 shows the sales increase from fiscal year 1997 to 2008
(+40.6%) followed by a 13.2% decline in 2009 and another 26.8% drop between
2009 and 2016. The Earnings Before Interest and Taxes ( =EBIT) and net income
also exhibited large increases between 1997 and 2008, whereas they became largely
negative in 2009 as well as in 2016, with moderate positive values in between. The
2008-2017 period is worse than a “lost decade” for Toshiba, seeing that in 2017 there
is no hint of a real business recovery.

Considering the balance sheet of the group, the total assets exhibited in 2015 a value
close to its previous level in 2008 and in 1997, before decreasing in fiscal year 2016 and
2017. Such a flat trend shows that overall Toshiba did not create much financial value
over the last two decades. In a mature or declining market this would not be a poor
achievement, whereas in the fast growing markets where Toshiba operates it questions
the confidence investors can put in the growth potential of the firm.

Figure 1. Sales and total assets of Toshiba over the 1997-2017 period
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A weak expansion may not be a problem in itself if a company experiences a
low risk level and a sufficient return level. Thus, we calculated the debt and return
indicators of Toshiba, in order to assess its risk-return equilibrium. Figure 2 presents



Toshiba’s market valuation in the midst of a long term turmoil 79

two of the most significant debt ratios. First, the total debt ratio (total debt/total assets)
shows that the debt level of Toshiba remained moderate during the past 20 years,
between 0.20 and 0.37. Unsurprisingly the recent rating of Toshiba debts is poor, as in
2017 its long term debt was rated CCC- by Standard & Poor’s, Caal by Moody’s and
B by Rating & Investment Inc. Its short term debt was respectively rated C, Not Prime,
and B. The Caal rating was issued by Moody’s on 28" December 2016, and the market
reaction was a 23% drop of the stock price, close to its 21 century lowest price. These
speculative grades are the outcome of a long term downgrading process, as Toshiba
was rated B2 by Moody’s in February 2016, and Baa2 between September 2009 and
June 2014 (which was an investment grade rating). In October 2008 Moody’s changed
Toshiba A3 rating outlook to negative.

Meanwhile, the gearing ratio (long term debt/total equity) indicates the structure
of the long term financing and the potential leverage effect of the firm. The higher the
gearing, the higher the leverage effect, whether positive or negative. As a moderate
gearing ratio is close to 1, we can see that Toshiba has been exhibiting a fairly high
to very high gearing during the last 20 years. This means that the firm relies more on
debt than on equity to finance its activity. Whereas it is easily understandable when
the net income is negative, in case of profits the firm should carefully use them to
invest and develop its business. The extremely high gearing in 2009 (4.05) and in
2016 (4.41) has been followed by a negative value in 2107 after a negative net income
in fiscal year 2016 and in 2017 (non-significant gearing of -2.18, not shown in the
figure). It is worth to mention that the 2009 and 2016 (and 2017 in fact) situations with
a historical increase of the gearing above 4 are uncommonly risky for such a large firm.
Unsurprisingly, these are the two worst years of the company, with consequences that
can still be felt many months after these fiscal years.

Figure 2. Gearing and debt ratio of Toshiba

As a consequence, because of its poor net incomes, Toshiba has not benefited
from a positive leverage effect in the past years to boost its return, whereas it was
impaired by a low economic return, as can be seen in figure 3. As the long term debt
level is moderate compared to the total assets, we can conclude that the firm is strongly
relying on operating liabilities to finance its short term assets. As Toshiba has a strong
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negotiation power with its suppliers, which are mainly included in the Mitsui keiretsu,
it can incent them to accept hard commercial conditions and thus improve Toshiba’s
cash situation.

The comparison of Return On Equity (net income/equity) and Return On Asset
(operating income/total assets) confirms the negative leverage effect in 2002, 2009
and 2016. In 2017 (end of the previous fiscal year end in March), both the net income
and the shareholders’ equity were negative, thus the ROE has not been calculated.
Moreover, the long term level of the ROA is weak (between -5.79% in 2009 to 2.70%
in 2011), with sharp drops in 2016 (-14.14%) and 2017 (-22.62% for fiscal year ending
in March 2017). Considering the ROE, except in 2011 (11.96%), the values never
reached the usually required level by the investors in relationship with the risk level
of the group, despite the low long term interest rates in Japan, which declined from
2.5% to -0.1% over the analyzed period. Because of the 2002, 2009, 2010, 2015, 2016
and 2017 losses, the ROE exhibited negative values, and the equity became negative
in 2017. As mentioned above, these dramatically low values were released 5 months
overdue after the end of fiscal year (and of March 2017).

Figure 3. ROA and ROE of Toshiba (in%)
ROA and ROE of Toshiba (in %)

M
i

0 4

m

5 .
120 - R -

19497 199G 2001 2003 20085 2007 2005 2011 X113 2015

e BECLTR O Equany (%e) (el sclac) Retirm on Assets (%) (rght scale)

4.2 Impacts on the market valuation ratios

Considering the previous risk and return indicators, the market valuation of Toshiba
has been unsurprisingly poor and shaky. Looking at the past values of the price-to-book
and price-earnings ratio, we can notice huge variations (figure 4). The price-to-book
reflects the comparison between the market and the accounting value of the stock, and
the higher it is the more confident the market is in the future development of the firm.
This ratio fluctuated between 1.4 and a historical high of 3.4 in 2000, in relationship
with the internet bubble. Interestingly, despite the very low book value of the firm
in 2016 after its huge losses, the ratio was only 2.81. As the shareholders’ equity
represented only 6% of the total liabilities, this means that the market valuation of the
group reached less than 20% of its total liabilities. As a consequence, the apparently
usual values of this ratio hide a real lack of confidence of the investors in Toshiba,
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and not only in 2017 where the ratio became negative (not shown in figure 4). If the
historical low of 2016 and 2017 was just a short period crisis, the market valuation
would have been far higher and this ratio would have climbed to more than 5.

Figure 4. Price-to-book and PER of Toshiba over the 1997-2017 period

The PER experiences such large changes over the whole period that figure 4
presents only the values under 40 to ease the reading. As the usual PER values are close
to 15 or 20, we can notice that Toshiba stock has rarely exhibited such figures. Either
the PER was extremely high or it was too low. Its high values were for instance more
than 200 in 1998 because of a very small earning per share, and over 50 in 2003 and
2004 for the same reason. Indeed, such values were not related to a high stock price,
and did not mean that the market made optimistic income forecasts. At the opposite,
when the net income was negative the PER dropped under 0 and is not represented in
figure 4 (values are set to 0). Finally, there were few years with a moderate PER (2007,
2008 and 2011 to 2013), which creates much uncertainty and risk for the investors.
This underlines the high risk level they had to accept, despite the poor returns.

We can thus wonder whether this uncertainty has been partly compensated by a
good dividend yield, with the potential risk of a lack of cash for the firm. As shown by
figure 5, the dividends were suspended in 2010, 2016 and 2017, but during the other
17 years out of 21 the company continued to pay dividends. As the dividend yield was
always low (under 2% except in 2012), it may indicate a cautious pay-out policy, but
the reality is somewhat different. Indeed, despite its low profits and several annual
losses, Toshiba continuously paid dividends to its shareholders until 2010, when the
company experienced a second consecutive loss after its bad income of 2009, and
again until the repeated losses in 2016. This means that after 2008 the company not
only disclosed irregular accounts, but it tried to send an optimistic signal to the stock
market according to the signalling theory (Ross, 1977). Moreover, the pay-out ratio
remained high, even during bad performing years: 34% in 2001 despite a weak income
per share, 44% in 2012, 39% in 2013 and up to 62% in 2014, which was far over the
average 25% pay-out in Japan during this period'®.

16 https://seekingalpha.com/article/2688275-on-the-dividend-payout-ratio-of-japanese-stocks
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As mentioned by Fama and French (1988), the signalling power of dividend yields
to indicate future stock returns increase with the forecasting horizon. They explain
this result by the increasing effect of return autocorrelation on the value of variance as
the timespan gets longer. They also indicate that the effects of unexpected returns or
dividends on the price are mitigated by the impact of the discount rate on these future
financial flows.

Figure 5. Dividend per share of Toshiba over the 1997-2017 period

Such signals are reliable if they are confirmed by other financial indicators. This
was less and less the case, and the pay-out impaired the cash level of the company,
which endangered it even more. In the next sub-section we will describe the effects of
the scandal on the stock price of the firm.

5. Consequences of news on Toshiba stock prices

5.1 Measuring abnormal returns

Despite major technical breakthroughs, like the NAND flash memory in 1989 or the
Solid State Disk in 1991, we did not include these events because their announcements
could not be identified with a specific date. Moreover, the scientific innovations are the
result of a long process rather than a single decision or event.

The events studied here concern both specific announcements about Toshiba and
natural events that have a more global impact, such as the Fukushima disaster.

A significant investor reaction to these announcements can lead to abnormal
returns, i.e. differences between the firm’s share return and its normal return. We
define the normal return as the expected return conditional on a set of information ®

independent of the event that occurs at date 7, with R” = E(R_/®_). In other words,
if we study the impact of an event over a given period, which we will call the event
window, the normal performance will have to be defined on a separate window/
estimation period that is not affected by that event. A sufficiently long estimation
period is used before the event window.

The event window covers periods before and after the event. The pre-event period
is justified when information can be disseminated on the markets, which may lead to
a price reaction following changes in investors’ expectations. After the event, these
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same investors will be able to revise their expectations and reallocate the composition
of their portfolios accordingly. If there is no procedure to define optimally the event
window, it must be long enough to understand the market’s reaction to the information.
In a study of 600 ads for 30 Dow Jones Industrial Index companies over the period
January 1989 to December 1993, MacKinlay (1997) used a 41-day, 20-day before and
20-day after announcement window and a 120-day before this event period for normal
return estimation.

Here we consider that 10 days before and 10 days after the event date, i.e. a 21-
day window, are sufficient to account for the effects of announcements. This relatively
short window is justified because as Fama (1998 p. 283) notes: “The assumption in
studies that focus on short return windows is that any lag in the response of prices to an
event is short-lived”.

For the estimation of the normal return, a period of 150 days is used as shown in
the figure 1.

Figure 1. Time line for event analysis
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The abnormal return is the difference between the observed performance R_of the
stock on a given date t and the expected or normal performance R: for that same date.
The stock return is R, =1In(S, /S, ), with S the stock price, and the abnormal return
for an e event on event window is AR, . =R, — R:,T .

There are generally two models that can be used to estimate normal (expected)

return. The first and simplest approach is to use a constant average return (noted E)
over the estimation period, i.e.

R =pu+d,
E)=0 (M
var(¢,) = o

with = -160, ...-11 and ¢ a stochastic error term with an expected mean of zero
and a constant variance. The abnormal return is:

AR, =R, -R &)
The second approach is based on a market model. This model relates the security’s
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performance to the performance of the market portfolio'’, noted R, . We retain a linear
relationship and the market model is based on Sharpe (1964) well-known Capital Asset
Pricing Model, with B representing the sensitivity of the stock return to the market
portfolio return:

R =a+ ,B-Rm,, +¢&,
E(s)=0 3)

var(g,) = o’
with ¢ an error term of zero mean and constant variance.
Therefore, the normal/expected return is
R =R =a+p.R,, 4)
The symbol (") represents estimated coefficients and a, B are estimated with 150
daily returns. We consider the stability of the pre-event model for the event period.
Thus, the estimated abnormal yield () for each period of the event window will be:

gRe,r = Re,z‘ _d _ﬁ.R

A third and even simpler form of the model is to define abnormal performance
as the difference between stock performance and market performance byz . In
practice, the Nikkei 225’s performance is used as an indicator of the market portfolio’s
performance. However, as MacKinlay (1997 p.18) points out, “The benefit from using
the market model will depend upon the R? of the market model regression. The higher
the R? the greater is the variance reduction of the abnormal return, and the larger is
the gain”.

To investigate abnormal returns, it is necessary to accumulate them on the event
window. The estimated cumulative abnormal retyrn (CAR) is:

CAR (7,,7,)= Y AR, (©)

where AR is respectively calculated from the constant average return (equation 2),
the market model return (equation 3) and the Nikkei 225 performance.

)

m,e,r

5.2 Plots of cumulative abnormal returns

The financial and stock market data come from Toshiba website and the
International Factset database. For each date of the event window, the abnormal return
is calculated and then we deduce the cumulative abnormal returns over the entire event
window, according to the relationship (6). In a second step, the average cumulative
return (ACAR) for each date 7 is calculated as:

RS ()
ACART =—"CAR,
Ne ‘S ’
With Ne represents the number of e events, e=1,... N.
Events are represented by either good news, or bad news. However, how to discriminate
between bad and good news? There are two ways to approach the question.
17 We are interested here in a one-factor model. Other multifactor models can be used. See among others
Ziobrowski et al. (2004).
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Either we look at the effects of a news item or we qualify it ex-post as bad or good
depending on the response of the stock price. For example, by studying the responses
of the dollar exchange rate, Laakkonen and Lanne (2009 p.8) classify news as positive
(good) if the announcement effect produces an appreciation of the dollar and negative
(bad) if it results in a depreciation.

Either one is interested a priori/ex-ante in the nature of the news and on the basis
of the anticipated effects it is considered as bad or good. In a certain way, news are
classified according to expectations, the expected effects of the dissemination of
information. For example, if we consider firm-specific information, announcements
of acquisitions, conflict resolution or improvements in economic and financial
performance will be classified as good news. In contrast, news revealing a drop in
performance, a downgrading of the rating by the agencies, the resignation of executives
following a scandal or a global shock of extreme violence such as the Fukushima
disaster will be considered a priori as bad news.

By focusing mainly on specific-firms information and aggregating the effects on
returns for different periods, we do not explicitly take into account the state of the
market and avoid the difficulties that could result. Indeed, if investors are uncertain
about the state of the market, responses to good and bad news may be asymmetric
(Conrad et al 2002, p.2508). Thus, a good news will have little effect on a market that
has been performing well for a relatively long period. On the contrary, if the state
of the market is bad the same news will increase the probability that the state of the
market will improve significantly. On the other hand, a bad news will strongly degrade
a bull market while it may have little effect on a strongly degraded market. In other
words, we analyze the aggregate effects of news considered ex-ante as either good or
bad, whatever the state of the market.

According these criterions, we retain five bad news and five good news. The table
1 gives details of each news. If the news are considered as good (respectively bad) the
stock market should anticipate a future increase (resp. decrease) of the sales and profits
of Toshiba and thus the stock price should lead to abnormal positive (resp. negative)
returns.

Table 1. Classification of the news

Good news Bad news
e 16th October 2006 (acquisition of e 22" June 1987 (military security scandal)
Westinghouse) e 29th October 1999 (industrial drawback)

19th May 2011 (acquisition of Landis+Gyr) e 11" March 2011 (Fukushima catastrophe,
15th March, 2016 (publication of an  as TEPCO is an industrial partner)

improvement plan after scandal) e 21 July 2015 (president Hisao Tanaka
e Ist June 2018 (spin off of lucrative semi-  steps down)
conductor subsidiary) e 13" February 2019 (downgrading of

18" July 2017 (amicable settlement of the dis-  group’s operating profit forecast)
pute with SanDisk)
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The following figures show the average cumulative returns curves for good and bad
news. We did not include two events for which the interpretation was more complex.
First, on 29" March 2017 the Chapter 11 bankrupt for Westinghouse can be seen as
bad news for this subsidiary, but also as good news for Toshiba. Indeed, this event
meant that the group would not have to suffer from the losses from its US subsidiary
anymore. As a matter of fact, the market seemed to be relieved by the end of this costly
acquisition 11 years before.

Second, considering the 1% August 2017, the bad news of the delisting of
Toshiba from the First section of the Tokyo Stock Exchange was an information the
investors had integrated weeks before. Thus, it was no surprise at that date, but only
a confirmation, and may be a relief, after a long series of warnings and alerts from
the market authorities since nearly one year (the first serious warning happened in
September 2016). And there was even some speculation, as the Japan Times indicated
on the 1st August 2017 : “At the TSE on Monday, Toshiba's last trading day on the
first section, it ended at ¥246.00, up ¥6.80, or 2.8 percent, from Friday on speculative
buying aimed at obtaining short-term profits ’'®. Moreover, on Toshiba website, there
is nothing about this in the press releases on 1% August 2017, but on the 3 August the
company mentions an investment announcement of 195 billion yens in the Toshiba
Memory subsidiary on flash memories!’. Finally, on 10" August Toshiba presented,
after 2 months delay, both its very bad results of fiscal year 2016-2017 (ending in
March 2017), which were already anticipated by the market after such a long wait®,
and its slightly better results for the first semester of 20172'. Then the future seemed a
little more attractive for the investors.

Figures 1 to 3 show the average of cumulative abnormal return from the market
model return for good and bad news.

Figure 1. Daily Cumulative Abnormal Returns for constant return model

18 Source: https://www.japantimes.co.jp/news/2017/08/01/business/corporate-business/toshiba-shares-
demoted-first-section-tokyo-stock-exchange/

¥ Source : https://www.toshiba.co.jp/about/ir/en/news/20170803 _1.pdf

20 Source : https://www.toshiba.co.jp/about/ir/en/finance/er/er2016/q4/ter2016g4e.pdf

21 Source : https://www.toshiba.co.jp/about/ir/en/finance/er/er2017/ql/ter2017qle.pdf
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Figure 2. Daily Cumulative Abnormal Returns for market model

Figure 3. Daily Cumulative Abnormal Returns for Nikkei return model

We can notice that for both good and bad news the CAR changes were fairly similar
for the three of them, which indicates that the three methodologies provide convergent
results. The largest CAR was not always the same, depending on the pre-event
Toshiba prices and the Nikkei 225 values and general market conditions. The three
figures exhibit positive reactions of the market to good news and negative returns
after bad news. This shows that the market is fairly efficient according to the semi-
strong form (Fama et al., 1989). Meanwhile, one single event may highly influence
the results, as the Fukushima event did. For instance, in all figures, the market
reaction to bad news is not so negative if this very particular event is removed. In
the same way, if the supposedly positive event of the acquisition of Landis+Gyr on
19" May 2011 is removed, the returns of Toshiba stock are higher according to all
calculation methods for CAR.

Table 1. Comparison of the three CAR calculation methods

Strengths Weaknesses

CARI Simpleandstraightforward Less significant if Toshiba experiences
another shock during the [-160 ; -11] period
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Strengths Weaknesses

CAR2 Simpleandstraightforward Less significant if some macro-economic
factors did influence the Nikkei and not
Toshiba during the [-160 ; -11] period
CAR3 Close to the CAPM logic One single factor (Nikkei index) is
insufficient to explain Toshiba returns
(R*=0.02 for example)
The differences between the three CAR (table 1) depend highly on the price
changes of Toshiba and the Nikkei 225 over the 5 pre-event months (for CAR1 and

CAR3, see equation 2), and mainly on the macro-economic events impacting the index
during the event period (for CAR2, see equation 5).

5.3 Volatility-return relationship

To compute volatility, we use daily prices F  and returns R. If

R, =100.In(P,/P_,), then R, = p + &,, for which y is the average of R, , conditional
on past information y, . Before estimating the GARCH model (Bollerslev, 1986;

Engle, 1982), we test for the presence of ARCH effects in the residuals ¢, of the
stock return model. With a null hypothesis of no ARCH effects, the statistic test is

M =TR?~ y*(p), where T is the sample size (here T=8032 observations),

and R? is computed on the basis of an AR(p) process for gtz . Considering the ARCH
effects, with a 10-day lag, Table 2 exhibits significant values. The 7'R* and F-statistics are
significant at the 0.1% error level, indicating that the null hypothesis (i.e., no ARCH effect)
can be rejected.

Table 2. ARCH effect test

Toshiba Stock Return
Lags

M TR p-value F-Statistic p-value

10 36.6041 0.0001 3.6713 0.0001

Furthermore, volatility ¢ can be computed with the standard deviation of daily
returns in a GARCH model, defined by o = \/Z , where # is the conditional variance
derived from GARCH(1,1), such as:

h =8+ae’, +pBh,_ (1)

where 8 >0, a > 0, and B > 0, because these conditions are sufficient to ensure a
positive 4. Then ¢ is the residual of an underlying process for a set of information
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v, such that & /¥, , ~N(0, h,), so it is a weak white noise (implying a constant, finite
variance). Unconditional expected variance exists when the process is covariance

stationary, that is a + f <1,. Figure 4 provides the volatility over the period
1985-2019.

Figure 4. Volatility of Toshiba stock 1985-2019
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The stock prices variations are naturally affected by the macro-economic
conditions, and figure 4 shows that for Toshiba some volatility peaks are clear in 2008
during the subprimes crisis (days 6000 to 6200) and in 2011 during the Fukushima
disaster (days 6600 to 6700). Another volatility factor is related to the portfolio
adjustment of large Japanese or international investors and shareholders, such as
pension funds, banks and insurance companies. Some of these investors may have
been progressively less confident in Toshiba’s future activities and profits, and they
could have rebalanced their portfolios while underweighting this firm or its industry,
or even underweighting Japan vs. Korea or China, as these countries may experience a
larger growth than Japan in the future.

Figure 5. presents the relationship between volatility and return, ten days before
(average on 10 days) and ten days (average on 10 days) after each news.

22 The estimate of equation 1 is; h = 8.10°° + 0,0713(5[271 +0.9168%, with all coefficients statistically
different of zero at the 1% error level.
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Before the events the volatilities are generally lower, which shows that everything
has not been anticipated by the market (no insider trading or predictability of events,
especially for Fukushima). The event is quickly integrated by the market, but it is
logical that a temporary higher momentum of prices is noticeable on a few days after
the event. Regarding profitability, it is on average the same before and after the event,
which can be explained by the mix of good and bad news in our set of observations.
In terms of informational efficiency the volatility was expected to rise, and it probably
went down again after the observation window. It would have been embarrassing for
the market efficiency if after the event there had been a big difference in profitability in
the same direction for all events, because that would have meant that the market could
not distinguish between good and bad news. Eventually, except for the Fukushima
earthquake and accident, one single event is not too influential in Toshiba’s risk/
profitability balance on the market, and the memory of the event does not persist for
too long. Overall, volatility appears as lower before the news, except for March 2016.

6. Conclusion

Considering the informational efficiency, this study focused on the stock price
reaction of Toshiba after major events during the last 35 years. These events included
important industrial acquisitions, one military scandal, a recent financial fraud and
the environmental and energy Fukushima catastrophe. The leading position of this
Japanese group and its worldwide activities, it was interesting to study the investors’
reaction to announcements that may widely improve or impair its future activities. Our
results show that the distinction between good and bad news is sometimes tricky, as
the market may have anticipated the event. Meanwhile, on average there is a positive
market reaction on Toshiba stock price after good news and negative returns after bad
news. Moreover, we noticed that there is no influence of the choice of the cumulative
abnormal return method on our conclusions. Finally, the econometric analysis indicates
that the volatility of Toshiba stock price is generally lower before the events, whether
good or bad, which shows that in most cases the announcements were not anticipated.
We can also add that except for the Fukushima accident, we can see that one single
major event does not strongly influence the results. As a consequence, the information
is quickly integrated by the stock market and the semi-strong form of efficiency cannot
be rejected for this company.
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Appendix 1

History of Ernst & Young ShinNihon LLC

-January 1967: Tetsuzo Ota & Co. established

-December 1969: Showa Audit Corporation established

-October 1985: Tetsuzo Ota & Co. merged with Showa Audit Corporation to create
Showa Ota & Co.

-January 1986: Century Audit Corporation established

-April 2000: Showa Ota & Co. merged with Century Audit Corporation to create
Century Ota Showa & Co.

-July 2001: Century Ota Showa & Co. changed its name into Shin Nihon & Co.

-April 2004: Shin Nihon & Co. became a member of Ernst & Young, and changed its
name into Ernst & Young ShinNihon

-July 2008: Ernst & Young ShinNihon changed its name and form of incorporation into
Emnst & Young ShinNihon LLC

Source: Ernst & Young ShinNihon LLC website

Appendix 1:
Table Al. Market model regression

Coefficient of
E R?
vent Nikkei Constant

22% June 1987 1.2287*** -0.0023 0.1705
(0.00) (0.28)

29% Qctober 1999 1.0169%** -0.0016 0.3243
(0.00) (0.33)

16" October 2006 0.9368*** 0.0009 0.4809

(0.00) (0.33)
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11" March 2011 0.8694%% 0.0003 0.4260
(0.00) (0.75)

19" May 2011 1.5764% % 9.10 0.6823
(0.00) (0.99)

21 July 2015 0.534 %% -0.0019 0.0657
(0.00) (0.23)

15" March 2016 0.9875% % -0.0037 0.2933
(0.00) (0.11)

29" March 2017 1.1564%%x -0.0026 0.0817
(0.00) (0.45)

1 August 2017 0.8959* -0.0051 0.0186
(0.09) (0.23)

1% June 2018 0.6276%** -0.0009 0.1161
(0.00) (0.58)

13™ February 2019 0.6422%** 0.0004 0.1548
(0.00) (0.79)

**% * indicate significance at 1% and 10% levels, respectively.
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PAPER

Does Tax Avoidance Diminish Firms’ Sustainability?

Chika Saka® » Tomoki Oshika™ « Masayuki Jimichi™*

Abstract Firm tax avoidance has gathered substantial public attention in both the
real world and academic literature. Stakeholder theory suggests that firms need to
maintain good relationships with all firm stakeholders to be sustainable. Although
it makes the firm profitable (i.e., higher net income after tax) in the short run, tax
avoidance may diminish the sustainability of firms. We thus examine the relationship
between tax avoidance and sustainability. First, we find that

on the specific charts we draw, the location parameters of sustainable firms are
clearly greater than those of others. Second, we examine the relationship between
firm tax avoidance and financial sustainability using the LOGIT model and find that
the effective tax rates (ETRs) of the firms are tied with their sustainability. Our results

indicate that tax avoidance diminishes sustainability.

Keywords: Tax avoidance; Sustainability; Effective tax rates (ETRs);
Statutory tax rate.

JEL Classification: C55; G15; M14.

1. INTRODUCTION

The Panama Papers and the Paradise Papers reveal shocking findings of corruption
and tax avoidance. Since tax constitutes the backbone of governmental finance,
rampant tax avoidance is so toxic that the related country is virtually at stake.
Using tax payment records from tax authorities for more than 20 countries, Piketty
approaches the issue from a long-term perspective and presents some economic
principles (e.g., rate of return on capital > growth rate) in his book Capital in the
Twenty-First Century (Piketty, 2014). While Piketty (2014) deals with individual-
centric big data, we deal with financial big data from firms and find an economic
consequence of tax avoidance.

If tax avoidance is ubiquitous around the world and has existed for many years,
what are the economic consequences for firms? If a firm engages in tax avoidance
actions, it may obtain benefits in the short term; however, it may bring potential
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harm to the company’s reputation as many multinational firms have been recently
criticized for their tax avoidance. According to stakeholder theory (Freeman, 2004;
Freeman et al., 2004), firms must take care of their stakeholders as they are vital to
the organization’s survival and success. The government, which collects taxes, is one
of the stakeholders, thus, a firm’s choice regarding whether to engage in tax avoidance
actions may be tied to their economic consequences; that is, the firm’s sustainability.

To answer this question, to obtain the evidence of the probability of firms’ tax
avoidance (Saka et al., 2019), the difference of the degrees of tax avoidance between
sustainable firms and other firms is examined using two visualization methods. First,
we examine the distribution (i.e., histograms) of the effective tax rates (ETRs) of
sustainable and non-sustainable firms and find that the ETRs of the sustainable firms
tend to distribute more in the higher locations compared to non-sustainable firms.
Second, we examine the time trend of ETRs for 20 years and find that the higher ETRs
of the sustainable firms have lasted for the long term.

After confirming the difference, we analyze if ETRs are tied with sustainability,
using the LOGIT model, as our third analysis. Since tax payment is a civic duty
(David and Gallego, 2009), and a firm has a societal obligation to pay its fair share
of taxes (Lanis and Richardson, 2015), firms engaging in tax avoidance are criticized.
This suggests that firms that avoid taxes tend to have bad reputations, and socially
responsible firms are expected to engage in less tax avoidance. However, there is little
evidence of how tax avoidance damages a firm’s survival or sustainability. Thus, to
examine the relationship between firm tax avoidance and financial sustainability,
ETRs are analyzed to reveal if they can be used to distinguish sustainable firms from
those that are not. Our results indicate that ETRs are higher in the sustainable firms,
and higher ETRs are tied with sustainability; thus, the tax avoidance can diminish
sustainability.

The findings have some potential implications: first, the results encourage firms to
change their mindset about engaging in tax avoidance. Second, we can assume a firm’s
ETR is a useful indicator to distinguish firm sustainability, which provides a potential
key performance indicator for integrated reporting. Overall, the study sheds light on
the tax avoidance issue that has grown to the point that it can no longer be ignored by
researchers or citizens. Accounting should ultimately serve to enhance social welfare
(Lehman, 1992), and should not neglect the social consequences of tax avoidance. We
provide evidence that the value-added distribution of paying tax has the potential to
distinguish a firm’s sustainability.

The remainder of this paper is organized as follows. Section 2 provides the
background of the analysis and reviews related research. Section 3 develops the
hypothesis and describes the data used. Section 4 describes the results for the
hypothesis, and section 5 concludes the paper.

2. BACKGROUND
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2.1. Tax avoidance and sustainability

According to agency theory, a firm is simply a nexus of contracts of shareholders.
Firm directors have no legal obligation to take actions that will result in their firm
paying more tax than required (Hasseldine and Morris, 2013). Agency theory implies
that corporate income taxes represent a significant expense to shareholders. From this
point of view, increased tax avoidance can result in both higher cash flows and higher
after-tax earnings, which leads to widespread interest and concern over the magnitude,
determinants, and consequences of firm tax avoidance (Shackelford and Shevlin, 2001;
Hanlon and Heitzman, 2010). Many researches explore the role of agency frictions in
explaining variations in tax avoidance (e.g., Khan et al., 2017). From the perspective
of financial reporting, Frank et al. (2009) and Sikka (2017) investigate the association
between aggressive financial reporting, corporate profit shifting, and tax avoidance.
Previous research related to corporate governance has examined the association
between tax avoidance and ownership structure (Chen et al., 2010; Badertscher et al.,
2013; Richardson et al., 2016; Khan et al., 2017), foreign investors’ interests (Salihu
et al., 2015), labor unions (Chyz et al., 2013), and business globalization (Rego, 2003;
Hope et al., 2013; Finér and Ylonen, 2017). Desai and Dharmapala (2006), Dyreng
et al. (2010), and Armstrong et al. (2015) examine the links between corporate
governance, managerial incentives, and tax avoidance.

On the other hand, the costs of tax avoidance are much less clear (Austin and
Wilson, 2017). However, many multinational firms have recently been criticized
because of their tax avoidance. Margaret Hodge, the chair of the United Kingdom’s
Parliament Committee on Public Accounts, accused Starbucks, Google, and Amazon
of immoral behavior because of their use of the letter of the tax laws, both nationally
and internationally, to minimize their tax obligations (Davis et al., 2016). In the case
of Starbucks, a Reuter’s article in October 2012 compared the amount of Starbucks’
U.K. sales to the amount of U.K. income taxes paid by the firm and emphasized
that while Starbucks reported no profit for tax purposes in the U.K., the firm was
concurrently telling analysts and investors that U.K. operations were profitable.
Following this article, Starbucks became the target of protests. During a speech at the
World Economic Forum in January 2013, Britain’s Prime Minister, David Cameron,
publicly reprimanded Starbucks for its lack of tax payments. Following the comments,
Starbucks volunteered to forgo enough tax deductions to pay an additional £20 million
in taxes in the succeeding two years (Austin and Wilson, 2017).

As seen above, tax avoidance is a politically charged topic that can attract
unfavorable attention for both firms and their large investors from media, government,
and consumer and public interest groups in a phenomenon referred to as “tax-shaming.”
Many quasi-indexers manage pension and other funds for large portions of the general
public, and tax-shaming could result in adverse private consequences for managers of
these funds (Khan ef al., 2017). Many firms now recognize that tax avoidance, in a
broad sense, results in costs for the firm itself. Graham et al.’s (2014) survey shows
that out of 509 firms, 77.6 per cent answered that they decided not to implement a tax
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planning strategy proposed and/or mentioned by an accounting, law, investment, or tax
consulting firm because of potential harm to the company reputation, risk of adverse
media attention, and so on. Academic research finds confirmatory evidence of the
following: a positive and significant association between ETRs and firms’ reputations
(Austin and Wilson, 2017), a relationship between tax avoidance and unethical
behavior, such as accounting fraud (Lennox et al., 2013), and stock price crash risk as
a result of tax avoidance (Kim et al., 2011).

The reason tax avoidance is potentially harmful to firms can be framed as follows.
Tax payment is a civic duty (David and Gallego, 2009) and a firm has a societal
obligation to pay its fair share of taxes (Lanis and Richardson, 2015), although
comparatively little scholarly attention is paid to the payment of democratically agreed
upon taxes (Sikka, 2010). Tax avoidance reduces government revenue, which decreases
the level of various national and social services. Recent anecdotal evidence suggests
that some stakeholders of public firms regard corporate tax payments as socially
responsible. A survey by the Guardian newspaper states that nearly 60 per cent of
financial directors in the U.K. now regard taxes as an ethical issue (Davis et al., 2016).
Therefore, tax avoidance creates a social problem and frequently generates hostility,
damages the firm’s reputation with its various stakeholders, and at worst, could even
result in the cessation of a firm’s business operations (Lanis and Richardson, 2015).

A firm exists above and beyond management, sharcholders, and any specific
stakeholder. Stakeholders are those groups that are vital to the survival and success
of the organization (Freeman, 2004). Although each group of stakeholders (i.e.,
shareholders, consumers, employees, etc.) of a firm is likely to view tax avoidance
differently (Austin and Wilson, 2017), both the institution of a business as such and
individual companies exist only because they offer valuable services for society
(Preuss, 2010). The existing mutual dependence of firms and society implies that
business decisions must follow the principle of shared values, which is consistent with
Porter’s view (Lanis and Richardson, 2015). Regarding sustainable value creation, the
economic, environmental, and societal impacts on all stakeholders must be considered.
According to stakeholder theory, a firm’s success is dependent on the successful
management of all its relationships with its stakeholders, and the firm must work
for the benefit of its stakeholders to ensure survival (Freeman and Evan, 1990). In a
business context, value is created when value is generated for shareholders, as well as
all other stakeholders, simultaneously (Badurdeen and Jawahir, 2017). Response to the
social needs of relevant stakeholders (Moldavska and Welo, 2017) can be measured by
value added distribution including tax payment.

The payment of taxes is both a firm’s crucial contribution to society and essential to
good stakeholder management; it has been researched from the aspect of tax avoidance
and corporate social responsibility (CSR). For example, David and Gallego (2009)
discuss the relationship between firm income tax and CSR. Lanis and Richardson
(2012a, 2012b) compare the CSR disclosure of tax aggressive firms with those of
non-tax-aggressive firms. Lanis and Richardson (2015) indicate that more socially
responsible firms are likely to display less tax avoidance.
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A limited number of studies have focused on tax avoidance from the firm’s
sustainability perspective. This is at least partially due to the many different
interpretations of sustainability and the lack of a solid definition of sustainability. The
concept of sustainability in a business context is interpreted in several different ways
(e.g., Montiel and Delgado-Ceballos, 2014; Lankoski, 2016), and there is no definition
of the relationship between the concept of sustainability and accounting (Caliskan,
2014). The Cambridge Business English Dictionary (Cambridge University Press) has
two definitions of “sustainability.” The first is “the idea that goods and services should
be produced in ways that do not use resources that cannot be replaced and that do
not damage the environment,” and another is “the ability to continue at a particular
level for a period of time.” In the field of academic research, the numerous functional
definitions of sustainability have been analyzed by many authors. In academic literature
after 1970, two categories of the definition of sustainability have been developed: (1)
functional definitions related to the concept of “sustainable development,” and (2)
definitions oriented toward systemic approaches. However, there is lack of clarity in
differentiating the concept of “sustainability” from other concepts close in meaning,
such as durability, resilience, longevity, and others (Pater and Cristea, 2016).

Interestingly, although these two definitions of sustainability are similar, they
have two different meanings. In many corporate social responsibility studies, the word
sustainability is used in terms of sustainable development, from the perspective of the
environment or natural resources, such as “sustainability has been conceptualized as an
emergent characteristic of inter-locking social, environmental, and economic systems”
(Bebbington et al., 2017). However, in this study, the use of the word sustainability
is consistent with the second meaning. There is no time horizon differentiation for
the definition of the concepts of durability and sustainability, and there is no clear
distinction between these concepts. Therefore, this study considers the length of a
firm’s survival, such as for more than 30, 50, or 100 years, as a proxy for the firms’
sustainability, following Oshika and Saka (2017). ETRs are analyzed to determine
whether a firm’s sustainability can be distinguished from that of other firms.

2.2. Measuring tax avoidance

Tax avoidance does not necessarily imply that firms are engaging in anything improper
(Dyreng et al., 2008). Behaviors that reduce a firm’s tax burden include tax saving, tax
avoidance, and tax evasion. Tax saving is reducing tax by making legitimate accounting
choices. Tax evasion is escaping or reducing tax improperly through unlawful means.
Tax avoidance falls into an intermediate category between tax saving and tax evasion,
which involves reducing the firm’s tax burden by engaging in deviant tax behavior
that does not conflict with tax law. It is difficult to distinguish among these three
behaviors, as there are many areas in practice where the law is unclear. In addition, as
highlighted by Hanlon and Heitzman (2010), it is difficult to separate technically legal
avoidance and illegal evasion for two reasons. First, most of the tax planning activities
in question involve transactions that are often technically legal. Second, the legality of
a tax avoidance transaction is often determined after the fact in a court of law, and the
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permissibility of these transactions is almost always ambiguous. There are perennial
debates about the meaning and significance of tax avoidance and tax evasion (Sikka,
2010). In this study, consistent with existing research (e.g., Dyreng et al., 2008; Chen
et al., 2010; Lanis and Richardson, 2015; Saka et al., 2019), firm tax avoidance is
defined broadly as the downward management of taxable income through tax-planning
activities, which reduce the firm’s taxes relative to its pre-tax accounting income,
including both tax reductions that comply with tax law and those that result from grey-
area tax planning; our measures do not specifically distinguish between the two.

We employ ETR measures as the measure of firm tax avoidance because it has
been widely used in empirical tax research (Shackelford and Shevlin, 2001; Hanlon
and Heitzman, 2010; Chen et al., 2010; Badertscher et al., 2013). When the firm’s
ETR is lower, the firm is more aggressive in tax avoidance. Since previous studies
show a variety of ETRs, it is important to consider which ETR is appropriate for the
purposes of this study. GAA4P (generally accepted accounting principles) ETR is widely
used in previous research because it captures a broad range of tax avoidance activities.
GAAP ETR is calculated as the ratio of total tax expense reported on the firm’s income
statement to pre-tax income:

GAAP ETR =

This measure reflects non-conforming tax avoidance and is appropriate for publicly
listed companies where reported book income is important to investors (Hanlon and
Heitzman, 2010). Book income is based upon GAAP; however, taxable income is based
on the tax code. The two systems have different goals and are influenced differently
(Graham et al., 2012). In addition, countries use two systems for conformity between
financial reporting and tax reporting: a uniform reporting system and a dual reporting
system. In uniform reporting system countries, such as Japan, Germany, France,
Portugal, and Italy, both accounting income and taxable income are primarily based on
GAAP, but have several permanent differences, which are not allowed as deductible
expenses for tax purposes. In dual reporting system countries, such as the UK., the
U.S., Denmark, Canada, and Australia, the accounting income calculation and tax
income calculation are basically independent, but partially overlap (Saka et al., 2019).
Since the numerator in GAAP ETR is total tax expense, a tax strategy that
defers taxes (e.g., accelerated depreciation for tax purposes) will not alter the GAAP
ETR (Hanlon and Heitzman, 2010). To detect tax deferral strategies, especially in
dual reporting system countries, Cash ETR, which is the ratio of cash taxes to pre-
tax income, is more appropriate for use. Dyreng et al. (2008) use cash ETR for their
analysis of U.S. firms. In the U.S., firms make estimated tax prepayments; therefore,
cash tax paid (the numerator) corresponds to pre-tax income (the denominator).
However, this does not result in a match in countries that do not have estimated tax
prepayments. A mismatch between the numerator and denominator of annual cash ETR
could exist if the cash paid includes taxes paid on earnings from a different period. In
uniform reporting system countries such as Japan, the appropriate ETR for firms might
be Current ETR, where the numerator is total tax expense minus deferred income

Total Tax Erpense
Pre—tax Income
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taxes, as tax expense is composed of the sum of current tax expense and deferred
tax expense. Current ETR reflects temporary differences. Temporary differences
are differences in the tax and book bases of assets and liabilities. These differences
in bases result in taxable or deductible amounts in future years when the asset is
recovered or the liability is settled. Whereas temporary differences arise because there
are differences when certain transactions are included on the balance sheet and in the
income statement, other differences do not arise from timing issues, but rather are
permanent in nature. Consequently, permanent differences do not cause ETRs to differ
from statutory tax rates (Graham et al., 2012; Saka et al., 2019).

Permanent differences are more important than temporary differences for this
research’s perspective of investigating whether the firm fulfils its social obligation
to pay tax. In this case, GAAP ETR, where the numerator is total tax expense, is
appropriate. GAAP ETR has limitations as a measure of tax avoidance, as discussed
above. Tax avoidance activities that generate temporary differences (i.e., those that
defer cash taxes paid to later periods) are not reflected in GAAP ETR (Hanlon and
Heitzman, 2010). Additionally, GA4AP ETR is also influenced by accounting for tax-
related accruals. For example, changes in valuation allowances and changes in tax
contingency reserves affect total tax expense (Hanlon and Heitzman, 2010). Thus,
GAAP ETR is the product of both tax avoidance activities and financial accounting
rules. Nonetheless, GAAP ETR is a widely used measure of tax avoidance that is easily
accessible in the tax footnote of firms’ annual reports. Because GAAP ETR is easily
identifiable by those without financial expertise, it is widely used by the media, which
has influence on stakeholders (Saka et al., 2019). Therefore, GAAP ETR, which reflects
aggressive tax planning through permanent book-tax differences, is used in this study.

To confirm the existence of tax avoidance with a trend, we must consider the level
of statutory tax rates. Many studies have shown empirical evidence of tax competition
among the European and OECD countries (Suzuki, 2014). If the statutory tax rates of
these countries have a decreasing trend, a decreasing ETR does not necessarily mean
tax avoidance. Therefore, this study analyzes the difference between GAAP ETR and
the statutory tax rate to confirm the existence of tax avoidance.

_ Total Tax Expense
GAAPETR-StatutoryT axRate = Pre—taz Income

—StatutoryTaxRate

In addition, GAAP ETR changes every year, depending on taxable or deductible
amounts in that year. The issue of GAAP ETR is that there can be significant year-
to-year variation, and undefined ETRs due to negative denominators can obscure
inferences about a firm’s tax avoidance. To avoid the effects of extreme observations on
the one-year measures related to changes in tax accruals or fluctuations in profitability,
we also include long-term measures of ETRs. Dyreng et al. (2008) used a long-run
ETR measure, which is estimated as the sum of cash paid for income tax over ten
years scaled by the sum of pre-tax income over the same period. This is not the same
as simply averaging a series of single year ETRs; averaging would tend to be overly
affected by years with unusually large or small ETRs (Dyreng ef al., 2008). The long-
run computation avoids year to year volatility in annual ETRs (Hanlon and Heitzman,
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2010). This study also measures long-term GAAP ETR and the long-term difference of
GAAP ETRs and statutory tax rates over long time periods of 10 and 20 years.

> Total Tax Expense

Long term GAAP ETR = S Pretaz Income

> Total Tax Expense
> Pretaxz Income

Long term GAAP ETR — Statutory Tax Rate = — Statutory Tax Rate (Average)

3. Hypothesis development and data
3.1 Hypothesis development and definition of variables

Recently, many multinational firms have been accused of tax avoidance, which is a
politically charged topic that can attract unfavorable attention from stakeholders in a
phenomenon referred to as “tax shaming.” Many firms now recognize that, in a broad
sense, tax avoidance represents a cost for the firm itself. Previous research has shown
evidence of the association between tax avoidance and reputation (Austin and Wilson,
2017) and stock price crash risk (Kim et al., 2011).

Tax payment is a civic duty (David and Gallego, 2009) and a firm has a societal
obligation to pay its fair share of taxes (Lanis and Richardson, 2015). Therefore, tax
avoidance causes a social problem, and frequently generates hostility, damages the
firm’s reputation with various stakeholders, and at worst, could even result in the
cessation of a firm’s business operations (Lanis and Richardson, 2015). Stakeholders
are those groups who are vital to the survival and success of the organization (Freeman,
2004). According to stakeholder theory, a firm’s success is dependent on the successful
management of all its relationships with its stakeholders, and the firm must work for
the benefit of all stakeholders to ensure survival (Freeman and Evan, 1990).

Sustainable firms distribute a higher proportion of their value-added to stakeholders
(including to governments through payment of tax) than non-sustainable firms (Oshika
and Saka, 2017). In this sense, firms with a higher degree of tax avoidance cannot
achieve sustainability, even though tax avoidance makes the firm more profitable in the
short run. Thus, our hypothesis is as follows:

H: Tax avoidance diminishes sustainability.

The hypothesis is examined in three ways. First, we examine the distribution (i.e.,
histograms) of ETRs of both sustainable and non-sustainable firms. Second, we check
the time trend of ETRs for 20 years. Last, we use LOGIT model to determine if ETRs
are tied to sustainability.

Three variables are employed for sustainability. The first involves a forward-
looking measure of sustainability. The firm is treated as “sustainable” if the listed firm
in 1985 is still listed in 2015 (i.e., after 30 years), regardless of the year of foundation'.
The next two are backward looking measures based on Oshika and Saka (2017). Taking
the year of foundation for a given firm, the firm is treated as a “sustainable firm” if the
! 1985 is the oldest year included in the database (i.e., Osiris).
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firm has achieved 50 or 100 years of sustainability at 2016, the time of the analysis
(i.e., founded on or before 1966 and 1916, respectively). These two variables can be
thought of as “past survivors.” To simplify our explanation hereafter, we classify each
group into 30, 50, or 100 years of sustainability. We use the LOGIT model by setting
the sustainable dummy as one for sustainable firms, and zero for other firms.

We also consider control variables that prior research has established to be
determinants of firm survival rates. These controls include firm-level characteristics,
such as firm profitability, leverage, and size. ROE (net income divided by total net
assets) is used for profitability. Leverage is calculated as total liabilities divided by total
assets, while size is the logarithm of total assets. Thus, the model for the hypothesis is
as follows:

logit(p):=log p/ (1—p) = a + B,ETR+ B,ROE + B, Leverage + B, Size

Pr(Sustainability=1) = p, Pr(Sustainability=0)=1—p

Sustainability is set to one if

(1) a firm has achieved 30 years of sustainability (listed from 1985 to 2015,
regardless of the year of foundation)

(2) a firm has achieved 50 years of sustainability (founded on or before 1966)

(3) a firm has achieved 100 years of sustainability (founded on or before 1916)
where

ETR = effective tax rate

ROE = net income divided by total net assets
Leverage = total liabilities divided by total assets
Size = logarithm of total assets

If the coefficient of ETR (i.e.,8,) is significantly positive, indicating that higher ETRs
are tied to sustainability, the hypothesis is supported.

This hypothesis assumes that the degree of tax avoidance differs from one firm
to another. Even though tax avoidance is ubiquitous and has lasted for many years,
it is not clear if all firms engage in tax avoidance. Therefore, it is worth confirming
the phenomena and the cross-sectional variation. In addition, a long run computation
should be done to avoid year-to-year volatility in the annual ETR (Hanlon and
Heitzman, 2010). Theoretically, even though one year’s ETR is lower or higher than
the statutory tax rate, in the long run, the firm’s ETR should be closer to the statutory
tax rate if the firm does not engage in tax avoidance. On the other hand, if many firms
stay at lower ETRs for a long period, such as 10 years, then these firms should be
considered as engaging in some sort of tax avoidance.

3.2 Data collection

To gain the broadest possible global perspective, the financial data set is obtained
from Bureau van Dijk’s Osiris database for listed firms worldwide from 1985 to
2015. We used the OECD.Stat to obtain the statutory tax rate, which we used for
our robustness check. Firms without all the necessary financial data for analysis are
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excluded. As a result, the sample consists of 61,549 firms. ETRs are defined as the
ratio of total tax expense divided by pre-tax accounting income. The ETR is set as
missing if either the denominator (i.e., pre-tax accounting income) or the numerator
(i.e., total tax expense) is zero or negative.

4. Results of analysis

In this section, we present three types of evidences of the relationship between firms’
tax avoidance and the firms’ sustainability, under the assumption of the probability
of firms’ tax avoidance (Saka et al., 2019). The first two evidences are the visualized
results using histograms and box plots of ETRs to distinguish sustainable firms from
those that are not, as described in section 4.1. The third evidence is the empirical
result showing that firms’ sustainability is explained by ETRs, as described in section
4.2. Note that the ETR is treated as missing if either the denominator (i.e., pre-tax
accounting profit) or numerator (i.e., total tax expense) is zero or negative, as ETR is
defined as the ratio of total tax expense divided by pre-tax accounting profit.

4.1. Tax avoidance and sustainability: visualization

Here, we show two types of visualized evidences (i.e., histograms and box plots of
ETRs) to distinguish sustainable firms from those that are not using ETRs. First, as
ETRs exhibit substantial cross-sectional variation (e.g., Dyreng et al., 2008), we
confirm, in Figure 1, if there is a difference in the cross-sectional variation of the
ETRs between sustainable firms and other firms around the world. Figure 1 shows the
average ETRs of each of the listed firms in histograms for a 10-year period (2006-
2015), divided into sustainable firms (below) and others (above), for three types of
sustainable firms: (a) 30 years, (b) 50 years, and (c) 100 years. The vertical (y) axis
indicates the density of average GAAP ETRs for 10 years of each of the listed firms,
and the horizontal (x) axis indicates the level of ETRs. Figure 1 shows that the location
parameters of sustainable firms are clearly greater than those of others. Similar results
satisfy in all cases of the sustainable firms.

Figure 1 Mean ETRs for 10 years (2006-2015) of sustainable firms and others
(a) Firms with 30 years of sustainability (below) and others (above)
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(b) Firms with 50 years of sustainability (below) and others (above)
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(c) Firms with 100 years of sustainability (below) and others (above)

Second, we show, in Figure 2, the time-series trend (box plots) of ETRs for firms
with 20 years (1995-2015) of sustainability (below) and other firms (above) around
the world, for three types of sustainable firms: (a) 30 years, (b) 50 years, and (c) 100
years. In Figure 2, the vertical (y) axis indicates the GAAP ETRs, and the horizontal
(x) axis indicates the timeline (years 1995-2015), which illustrates the dynamic trend
from 1995 to 2015. Figure 2 shows that ETRs have a downward trend because of tax
rate competition among tax authorities, however, the more important evidence that
the location parameters of sustainable firms are greater than those of other firms. The
similar results satisfy in all cases of the sustainable firms: (a) 30 years, (b) 50 years,
and (c) 100 years.

Figure 2 ETRs trend for 20 years (1995-2015) of sustainable firms and others
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(a) Firms with 30 years of sustainability (below) and others (above)

(b) Firms with 50 years of sustainability (below) and others (above)

(c) Firms with 100 years of sustainability (below) and others (above)
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4.2. Tax avoidance and sustainability: LOGIT model results

Figures 1 and 2 show that the sustainable firms show higher ETRs than other firms, and
that phenomena lasted for long. This is consistent with the conjecture that sustainable
firms engage in less tax avoidance. However, this univariate result may be an artefact
of profitable firms’ tendency for sustainability and payment of more taxes. Thus, we
use the logit regression with control variables as our third analysis.

Table 1 shows the results of the logit regression for three types of sustainable
firms: (a) 30 years, (b) 50 years, and (c) 100 years. Their purpose is to determine if
ETRs can distinguish sustainable firms from others. We calculate the ETR for 1985
(paid tax expense divided by pre-tax accounting income). In our empirical analysis, we
examine whether the ETR in 1985 is related to the three sustainability measures, while
controlling for profitability (ROE), leverage, and size. The result in Table 1 shows that
the coefficients on the E7R are all positive, and two of them (30 years and 50 years)
are statistically significant. These are consistent with the hypothesis.

However, the level of the ETRs themselves may not indicate the level of tax
avoidance. In terms of tax avoidance, it is more important to highlight ETRs compared
to the statutory tax rates. Therefore, not only the distribution of firms’ ETRs themselves
but also the relations between ETRs and statutory tax rates should be investigated.
Additionally, we use the difference between ETRs and statutory tax rates (ETRs minus
statutory tax rates) instead of using ETRs themselves as our robustness check. Our new
LOGIT model thus becomes:

logit(p).=log p/(1—p) = a+ p TRD+ B ROE + 8 Leverage + 8 Size
where ! ’ ’ !

TRD = difference between ETRs and statutory tax rates (ETRs minus
statutory tax rates).
All other variables stay the same.

Table 1. Firms’ ETRs (Effective Tax Rates) and sustainability

30 years 50 years 100 years
Intercept 0.378 -3.938 -8.010
(0.90) (48.66)*** (45.19)***
ETR 0.337 0.522 0.488
(6.83)%** (7.60)*** (1.65)
ROE 0.341 0.160 0.307
(18.93)*** (2.36) (2.15)
Leverage -0.406 -0.833 -0.996

(11.51)%** (28.41)*** (10.81)***
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30 years 50 years 100 years
Size -0.026 0.201 0.413

(0.94) (29.48)*** (29.42)***
Total observations 2039 2039 2039
Sustainable 689 297 70
Others 1350 1742 1969
Proportion of 33.8% 14.6% 3.4%
Sustainable

The results from using LOGIT regression. The dependent variables are the dummy variables of the

three types of sustainability. E7R is the effective tax rate, ROE is the net income divided by total net
assets, leverage is the total liabilities divided by total assets, and size is the logarithm of total assets. The
numbers in the parentheses show the Wald chi square statistics. ***, ** and * indicate that the coefficient
is significant at 1%, 5%, and 10% level, respectively.

The results in Table 2 show that the coefficients on TRD are all positive and significant.
In conclusion, the empirical results of the LOGIT models are largely consistent with
the hypothesis that high ETR firms exhibit sustainability.

Table 2. Firms’ TRD (effective tax rates minus statutory tax rates) and
sustainability

30 years 50 years 100 years
Intercept -2.729 -4.177 -7.580
(25.26) (34.83)*** (28.90)***
TRD 0.427 0.522 0.623
(7.33)%** (3.71)*** (1.98)*
ROE 0.498 0.234 0.203
(24.88)*** (3.55) (0.77)
Leverage -0.813 -0.928 -0.962
(29.88)*** (26.30)*** (7.92)%**
Size -0.247 0.233 0.413
(45.96) (25.83)%** (21.06)***
Total observations 1607 1607 1607
Sustainable 502 249 63
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30 years 50 years 100 years
Others 1105 1358 1544
Proportion of 31.2% 15.5% 3.9%

Sustainable
The results from using LOGIT regression. The dependent variables are the dummy variables of the three
types of sustainability. 7RD is the difference between ETRs and statutory tax rates (ETRs minus statutory
tax rates), ROE is the net income divided by total net assets, leverage is the total liabilities divided by
total assets, and size is the logarithm of total assets. The numbers in the parentheses show the Wald chi
square statistics. ***, ** ‘and * indicate that the coefficient is significant at 1%, 5%, and 10% level,
respectively.

5. Conclusions and discussion

The issue of firm tax avoidance has recently had substantial attention in academic
literature, as well as in the real world. However, little evidence exists on the long-
term worldwide situation and on the economic consequences; in other words, how tax
avoidance affects the firm itself in the long run. Since tax payment is a civic duty (David
and Gallego, 2009), a firm has a societal obligation to pay its fair share of taxes (Lanis
and Richardson, 2015). According to stakeholder theory, a firm’s success is dependent
on the successful management of all its relationships with its stakeholders; therefore,
the firm’s survival and success can be represented by how the firm pays tax. To ensure
survival, a firm must work for the benefit of its stakeholders (Freeman and Evan, 1990).
This study examines the relationship between tax avoidance and firm sustainability.

Using the three types of definitions for the sustainable firms, this paper first
investigated visually. The histograms showed that the location parameters of
sustainable firms are clearly greater than those of non-sustainable firms. The time-
series trend (box plots) of ETRs for 20 years (1995-2015) showed that these
relationships lasted long. Thereafter, we analyzed if ETRs are tied with sustainability,
using the LOGIT model. The coefficients on ETRs are all positive, though insignificant
in one model, and show that higher ETRs are tied with sustainability. This result stayed
similar when we used the TRD (the differences between ETRs and the statutory tax
rates) to take the difference of the statutory tax rates across countries and time. Our
results overall indicate that ETRs are higher in the sustainable firms and higher ETRs
are tied with sustainability, thus tax avoidance diminishes sustainability.

As a conclusion, the study obtained empirical results that are essentially consistent
with the hypothesis that high ETR firms demonstrate sustainability. This study
contributes to the literature in three key ways. (1) It extends the findings of Dyreng et
al. (2017) by calculating the differences between ETRs and statutory tax rates, which
is more clearly representative of tax avoidance than the ETR alone. (2) The empirical
analyses involve firms all over the world and over 20 years, which make the results
generalizable. (3) This is the first study to show the economic consequences (i.e.,
effect on sustainability) of tax avoidance in the long run. Much research has examined
ETRs, but none has decomposed them as done in this study, or examined shifting
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across a worldwide sample of firms over the long term. Our study reaches beyond
Markle and Shackelford (2012), Lee and Swenson (2016), and Dyreng et al. (2017)
by explicitly considering statutory tax rates and ETRs over the long term. We extend
existing research by using a worldwide database, and show the relationship between
tax avoidance and firm sustainability.

Our findings have several potential implications. First, firms should change their
mindset about engaging in tax avoidance. Existing research shows evidence of both
the cost and benefit aspects of firm tax avoidance. We provide additional evidence that
tax avoidance is related to the firm’s sustainability. Second, since ETRs are a useful
indicator for distinguishing whether firms are sustainable firm, our study provides a
potential key performance indicator for integrated reporting. Integrated reporting,
a new trend in corporate reporting, requires information on the value created by an
organization that leads to financial stability and sustainability, and the ETR has the
potential of meeting this requirement.

Finally, our study is subject to some limitations. First, the empirical sample is
somewhat limited, and the threshold of sustainable firms was established ad hoc due
to data availability. Thus, additional tests are needed to certify the robustness. Second,
our ETR measures are drawn from financial statements prepared for investors and not
for tax authorities. To analyze ETRs among countries, considering the conformity
between financial reporting and tax reporting and the individual countries’ tax systems
might be useful. Hence, our results should be interpreted with some caution.

Nonetheless, we believe that this is the best endeavor to date to comprehensively
analyze the tax behavior of firms worldwide. It would be useful for future research to
examine the reality of the situation of firm tax avoidance in the long term. Overall,
this study sheds light on the tax avoidance issue that has grown to the point it can
no longer be ignored by researchers or citizens. Accounting should ultimately serve
to enhance social welfare (Lehman, 1992); accounting should not neglect the social
consequences of tax avoidance. This study is an initial step toward the investigation of
firm tax avoidance worldwide.

References

Armstrong, C. S., Blouin, J. L., and Jagplinzer, A. D. (2015), “Corporate governance incentives
and tax avoidance”, Journal of Accounting and Economics, Vol. 60, pp. 1-17.
Austin, C. R., and Wilson, R. J. (2017), “An examination of reputational costs and tax

avoidance: Evidence from firms with valuable consumer brands”, The Journal of the
American Taxation Association, Vol. 39 No. 1, pp. 67-93.

Badertscher, B. A., Katz, S. P., and Rego, S. O. (2013), “The separation of ownership and
control and corporate tax avoidance”, Journal of Accounting and Economics, Vol. 56, pp.
228-250.

Badurdeen, F., and Jawahir, I. S. (2017), “Strategies for value creation through sustainable
manufacturing”, Procedia Manufacturing, Vol. 8, pp. 20-27.

Bebbington, J., Russell, S., and Thomson, I. (2017), “Accounting and sustainable development:
Reflections and propositions”, Critical Perspectives on Accounting, Vol. 48, pp. 21-34.



112 Chika Saka * Tomoki Oshika * Masayuki Jimichi

Caliskan, A.O. (2014), “How accounting and accountants may contribute in sustainability”,
Social Responsibility Journal, Vol. 10 No. 2, pp. 246-267.

Chen, S., Chen, X., Cheng, Q., and Shevlin, T. (2010), “Are family firms more tax aggressive
than non-family firms?”, Journal of Financial Economics, Vol. 95, pp. 41-61.

Chyz, J. A., Leung, W. S. C,, Li, O. Z., and Rui, O. M. (2013), “Labor unions and tax
aggressiveness”, Journal of Financial Economics, Vol. 108, pp. 675-698.

David, F., and Gallego, 1. (2009), “The interrelationship between corporate income tax and
corporate social responsibility”, Journal of Applied Accounting Research, Vol. 10 No. 3,
pp. 208-223.

Davis, A. K., Guenther, S. A., Krull, L. K., and Williams, B. M. (2016), “Do socially responsible
firms pay more taxes”, The Accounting Review, Vol. 91 No. 1, pp. 47-68.

Desai, M. A., and Dharmapala, D. (2006), “Corporate tax avoidance and high-powered
incentives”, Journal of Financial Economics, Vol. 79, pp. 145-179.

Dyreng, S. D., Hanlon, M., and Maydew, E. L. (2008), “Long-run corporate tax avoidance”,
The Accounting Review, Vol. 83 No. 1, pp. 61-82.

Dyreng, S. D., Hanlon, M., and Maydew, E. L. (2010), “The effects of executives on corporate
tax avoidance”, The Accounting Review, Vol. 85 No. 4, pp. 1163-1189.

Dyreng, S. D., Hanlon, M., Maydew, E. L., and Thornock, J. R. (2017), “Changes in corporate
effective tax rates over the past 25 years”, Journal of Financial Economics, Vol. 124 No. 3,
pp. 441-463.

Finér, L., and Ylonen, M. (2017), “Tax-driven wealth chains: A multiple case study of tax
avoidance in the Finnish mining sector”, Critical Perspectives on Accounting, Vol. 48, pp.
53-81.

Frank, M. M., Lynch, L. J., and Rego, S. O. (2009), “Tax reporting aggressiveness and its
relation to aggressive financial reporting”, The Accounting Review, Vol. 84 No. 2, pp. 467-
496.

Freeman, R. E. (2004), “A stakeholder theory of modern corporations”, in Ethical Theory and
Business, Beauchamp, T. Bowie, N. and Arnold, D. (Eds.), Prentice Hall, Upper Saddle
River, N.J. pp. 38-48.

Freeman, R. E., and Evan, W. M. (1990), “Corporate governance: a stakeholder interpretation”,
Journal of Behaviour Economics, Vol. 19 No. 4, pp. 337-359.

Freeman, R. E., Wicks, A. C., and Parmar, B. (2004), “Stakeholder theory and the corporate
objective revisited”, Organization Science, Vol. 15 No. 3, pp. 364-369.

Goh, B. W, Lee, J., Lim, C. Y., and Shevlin, T. (2016), “The effect of corporate tax avoidance
on the cost of equity”, The Accounting Review, Vol. 91 No. 6, pp. 1647-1670.

Gordon, E. A., Greiner, A., Kohlbeck, M. J., Lin, S., and Skaife, H. (2013), “Challenges and
opportunities in cross-country accounting research”, Accounting Horizons, Vol. 27 No. 1,
pp. 141-154.

Graham, J. R., Raedy, J. S., and Shackelford, D. A. (2012), “Research in accounting for income
taxes”, Journal of Accounting and Economics, Vol. 53 No. 1, pp. 412-434.

Graham, J. R., Hanlon, M., Shevlin, T., and Shroff, N. (2014), “Incentives for tax planning and
avoidance: Evidence from the field”, The Accounting Review, Vol. 89 No. 3, pp. 991-1023.

Gray, S. J. (1988), “Towards a theory of cultural influence on the development of accounting



Does Tax Avoidance Diminish Firms’ Sustainability? 113

systems internationally”, Abacus, Vol. 24 No. 1, pp. 1-15.

Hanlon, M., and Heitzman, S. (2010), “A review of tax research”, Journal of Accounting and
Economics, Vol. 50 No. 2, pp. 127-178.

Hasseldine, J., and Morris, G. (2013), “Corporate social responsibility and tax avoidance: A
comment and reflection”, Accounting Forum, Vol. 37, pp. 1-14.

Hope, O.-K., Ma, M., and Thomas, W.-B. (2013), “Tax avoidance and geographic earnings
disclosure”, Journal of Accounting and Economics, Vol. 56 No. 2, pp. 170-189.

Khan, M., Srinivasan, S., and Tan, L. (2017), “Institutional ownership and corporate tax
avoidance: New evidence”, The Accounting Review, Vol. 92 No. 2, pp. 101-122.

Kim, H.-B., Lee, Y., and Zhang, L. (2011), “Corporate tax avoidance and stock price crash risk:
Firm-level analysis”, Journal of Financial Economics, Vol. 100, pp. 639-662.
Lanis, R., and Richardson, G. (2012a), “Corporate social responsibility and tax aggressiveness:
An empirical analysis”, Journal of Accounting and Public Policy, Vol. 31, pp. 86-108.
Lanis, R., and Richardson, G. (2012b), “Corporate social responsibility and tax aggressiveness:
A test of legitimacy theory”, Accounting, Auditing and Accountability Journal, Vol. 26. No.
1, pp. 75-100.

Lanis, R., and Richardson, G. (2015), “Is corporate social responsibility performance associated
with tax avoidance?”, Journal of Business Ethics, Vol. 127, pp. 439-457.

Lankoski, L. (2016), “Alternative conceptions of sustainability in a business context”, Journal
of Cleaner Production, Vol. 139, pp. 847-857.

Lee, N., and Swenson, C. (2016), “Effects of overseas subsidiaries on worldwide corporate
taxes”, Journal of International Accounting, Auditing and Taxation, Vol. 26, pp. 47-59.
Lehman, C. R. (1992), Accounting’s Changing Role in Social Conflict. Markus Wiener

Publishing, New York, NY.

Lennox, C., Lisowsky, P., and Pittman, J. (2013), “Tax aggressiveness and accounting fraud”,
Journal of Accounting Research, Vol. 51 No. 4, pp. 739-778.

Markle, K., and Shackelford, D. (2012), “Cross-country comparisons of corporation income tax
rates”, National Tax Journal, Vol. 65 No. 3, pp. 493-527.

Moldavska, A., and Welo, T. (2017), “The concept of sustainable manufacturing and its
definitions: A content-analysis based literature review”, Journal of Cleaner Production,
Vol. 166, pp, 744-755.

Montiel, I., and Delgado-Ceballos, J. (2014), “Defining and measuring corporate sustainability:
are we there yet?”, Organization and Environment, Vol. 27 No. 2, pp. 113-139.

Oshika, T., and Saka, C. (2017), “Sustainability KPIs for integrated reporting”, Social
Responsibility Journal, Vol. 13, No. 3. pp. 625-642.

Pater, L. R., and Cristea, S. L. (2016), “Systemic definitions of sustainability, durability and
longevity”, Procedia — Social and Behavioral Sciences, Vol. 221, pp. 362-371.

Piketty, T. (2014), Capital in the Twenty-First Century, Harvard University Press, Cambridge,
MA.

Preuss, L. (2010), “Tax avoidance and corporate social responsibility: you can’t do both, or can
you?”, Corporate Governance, Vol. 10 Iss. 4, pp. 365-374.

Rego, S. 0O. (2003), “Tax-avoidance activities of U.S. multinational corporations”,



114 Chika Saka * Tomoki Oshika * Masayuki Jimichi

Contemporary Accounting Research, Vol. 20 No. 4, pp. 803-833.

Richardson, G., Wang, B., and Zhang, X. (2016), “Ownership structure and corporate tax
avoidance: Evidence from publicly listed private firms in China”, Journal of Contemporary
Accounting & Economics, Vol. 12, pp. 141-158.

Saka, C., Oshika, T. and Jimichi, M. (2019) “Visualization of tax avoidance and tax rate
convergence: exploratory analysis of world-scale accounting data”, Meditari Accountancy
Research, Vol. 27 No. 5, pp. 695-724.

Salihu, 1. A., Annuar, H. A., and Obid, S. N. S. (2015), “Foreign investors’ interests and
corporate tax avoidance: Evidence from an emerging economy”, Journal of Contemporary
Accounting & Economics, Vol. 11, pp. 138-147.

Shackelford, D., and Shevlin, T. (2001), “Empirical tax research in accounting”, Journal of
Accounting and Economics, Vol. 31, pp. 321-387.

Sikka, P. (2010), “Smoke and mirrors: corporate social responsibility and tax avoidance”,
Accounting Forum, Vol. 34 No. 3, pp. 153-168.

Sikka, P. (2017), “Accounting and taxation: Conjoined twins or separate siblings?”, Accounting
Forum, Vol. 41 No. 4, pp. 390-405.

Suzuki, M. (2014), “Corporate effective tax rates in Asian countries”, Japan and the World
Economy, Vol. 29, pp. 1-17.

Tajaddini, R., and Gholipour, H. F. (2017), “National culture and default on mortgages”,
International Review of Finance, Vol. 17 No. 1, pp. 107-133.

Tax Justice Network (2017), Financial Secrecy Index Ranking 2009, 2011, 2013, 2015 http://
www.financialsecrecyindex.com/

Tools

Cran.R. n.d.a. “Introduction to dplyr”, available at:
https://cran.r-project.org/web/packages/dplyr/vignettes/dplyr.html (accessed 1 January
2020).

Cran.R. n.d.b. “The R Project for Statistical Computing”, available at:
http://www.r-project.org/ (accessed 1 January 2020).

geplot2. n.d., available at:

https://ggplot2.tidyverse.org/ (accessed 1 January 2020).



115

Copyright information

For Authors

As soon as an article is accepted for publication,
authors will be requested to assign copyright of
the article (or to grant exclusive publication
and dissemination rights) to the publisher
(respective the owner if other than Transition
Academia Press). This will ensure the widest
possible protection and dissemination of
information under copyright laws. Authors
submitting articles for publication warrant that
the work is not an infringement of any existing
copyright and will indemnify the publisher
against any breach of such warranty. More
information about copyright regulations for this
journal is available

at www.transitionacademiapress.org

For Readers

While the advice and information in this journal
is believed to be true and accurate at the date
of its publication, neither the authors, the
editors, nor the publisher can accept any legal
responsibility for any errors or omissions that
may have been made. The publisher makes no
warranty, express or implied, with respect to the
material contained herein. All articles published
in this journal are protected by copyright, which
covers the exclusive rights to reproduce and
distribute the article (e.g. offprints) as well as all
the translation rights. No material published in
this journal may be reproduced photographically
or stored on microfilm, in electronic data base,
on video disks, etc.. without first the publisher.
The use of general descriptive names, trade
names, trademarks, etc.. in this publication,
even if not specifically identified, does not
imply that these names are not protected by the
relevant laws and regulations.

General information

Transition Academia Press is an indipendent
Journals Publisher established by Transition
Studies and Research Network in Autumn
2014. Based in Venice, Italy, the Network
has references in Universities and Research
Centers worldwide: Singapore, Shanghai,
Salzburg, Berlin, Istanbul, Santiago de
Chile, Washington DC, Udine, Amman,
Vienna, Rome, Munich, Beijing. More
information can be found on our Aims &
Scope and Bodies and Organs at the end
of each Journal or on our website www.
transitionacademiapress.org

Subscription Information

ISSN 2194-7740

ISSN Electronic edition 2194-7759

For more information on subscription rates
please contact:

Transition Academia Press
info@transitionacademiapress.org

Electronic edition
Anelectroniceditionofthisjournalisavailable
at http://www.transitionacademiapress.org

For Orders and Inquires
Transition Academia Press

Associazione CSNEA

via P. Frassinetti, 5 Oderzo TV ITALY
email: info@transitionacademiapress.org

Cancellations must be received by
September 30" to take effect at the end of
the same year.



116

Policies and ethics for authors

Transition Academia Press assumed as
appropriate also for us the general Ethics
aspects by Elsevier Researcher Academy
here selected regarding publishing in Social
Sciences at large bur specifically in Economics,
Finance, International Relations, Innovation,
Technologies, Environment, Defense, Military
Spending, Cultural and Social issues and
analyses tools and applications)

The publication of an article in a peer-
reviewed journal is an essential building block
in the development of a coherent and respected
network of knowledge. It is a direct reflection
of the quality of work of the author and the
institutions that support them. Peer-reviewed
articles support and embody the scientific
method. It is therefore important to agree upon
standards of expected ethical behavior.

Find information about how to publish
ethically under the “Ethics” topic on Elsevier
Researcher Academy (researcheracademy.
elsevier.com/publication-process/ethics). Other
useful information specifically developed
for editors but useful for anyone with a deep
interest in the topic is the Publishing Ethics
Resource Kit (www.clsevier.com/editors/
perk).

Ethics topics to consider when publishing:

e Authorship of the paper: Authorship
should be limited to those who have
made a significant contribution to
the conception, design, execution, or
interpretation of the reported study.
Transparency about the contributions of
authors is encouraged, for example in the
form of a CRedit author statement.

e Originality and plagiarism: The authors
should ensure that they have written
entirely original works, and if the authors
have used the work and/or words of
others, that this has been appropriately
cited or quoted.

e Data access and retention: Authors
may be asked to provide the raw data
in connection with a paper for editorial
review, and should be prepared to
provide public access to such data.

Multiple, redundant or concurrent
publication: An author should not in
general publish manuscripts describing
essentially the same research in more
than one journal or primary publication.
Elsevier does not view the following
uses of a work as prior publication:
publication in the form of an abstract;
publication as an academic thesis;
publication as an electronic preprint.
Note: some society-owned titles and
journals that operate double-blind
review have different policies on prior
publication. Information on prior
publication is included within each
Elsevier journal’s guide for authors.

Acknowledgement of sources: Proper
acknowledgment of the work of others
must always be given.

Disclosure and conflicts of interest: All
submissions must include disclosure of
all relationships that could be viewed as
presenting a potential conflict of interest.

Fundamental errors in published
works: When an author discovers a
significant error or inaccuracy in his/her
own published work, it is the authors
obligation to promptly notify the journal
editor or publisher and cooperate with the
editor to retract or correct the paper.

Reporting standards: Authors of reports
of original research should present an
accurate account of the work performed
as well as an objective discussion of its
significance.

Hazards and human or animal
subjects: Statements of compliance are
required if the work involves chemicals,
procedures or equipment that have any
unusual hazards inherent in their use, or
if it involves the use of animal or human
subjects.


https://www.researcheracademy.com/publication-process/ethics
https://www.researcheracademy.com/publication-process/ethics
https://www.elsevier.com/editors/perk
https://www.elsevier.com/editors/perk

117

Editor-in-chief: G. Dominese

Co-Editor-in-Chief: E. Busek, E. Quah,

H. Su, Z. Zhao T. Muravska, M. Florio,

P. Quang Minh, W. de Vivanco,

V. Jackovich, A. Garlatti

Editors Special B. Andreosso-O’Callaghan
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Serge Rey, Jacques Jaussaud

Journal of Global Policy and Governance
Aims and scope

Global governance is a challenge of our era and us as human beings no matter
where we live and what values we believe in. After a 100 years of development,
international relations are so closely and tightly knit. A problem in a community might
affect the life of the people in a remote part of the world and its solution might also be
in the hands of these people but can’t be assumed outside the more global International
Relations theories and practices approach, an interrelated already practiced at every
policy decision making, economic and financial levels and first of all by the main
powers. How can we manage this complex of various relations matters for our life and
common future? It is the time for us to invest our wisdom and energy to make global
governance work now and to give a sense to the United Nations already reduced to
a zero-sum-game playing on the major emergencies and conflicts due first of all to
the obsolete veto system that would be at least extended to all the 15 countries of the
Security Council, being them permanent or at rotation, with the weighting of votes
bringing less hypocrite the present five Jalta powers partition already 70 years ago. We
are talking of the world not existing anymore.

There is no simple way and framework for global governance. Global governance
is a general term which means to think globally and act globally. It is complicated
because problems might be local. It is complicated because problems might be also
global. It is complicated because the solution of problems might be local but also in a
global framework global. That is why we need to check issues case by case carefully.
We need to sort out what solution is the best choice for the problem. We need to
identify who should be the persons of good will taking the challenge and adding their
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intellectual and scientific capabilities to the human destiny. We have to take an action
worldwide. Global issues are definitely the subjects of global governance. Meanwhile,
global governance takes care of issues with local reasons and local solution because
we believe the experience might be helpful for people living in other parts of the
world. Interdependence of International Relations with finance, economy, technology,
research and advanced knowledge until a few years ago unimaginable, new military
might introduced by innovation must be some of the crucial challenges, where also our
Journal Global Policy and Governance intends to contribute opening its pages, issue
after issue, to faculty, experts, testimonies, articles and relevant review of books, junior
researches working papers. But we know also that traditional conflicts would not have
any perspective in the medium term and will bring to the defeat of the ones who are
imagining a return to the past.

We intend to embrace and reach all the possible interested colleagues and fellows
around the world, as choices and strategies in all the sectors involving public and
private governance, nobody excluded, are under questioning and innovative evaluation.
Global world is not anymore a provocative statement, a kind of utopian return to
realism and the theories dominant up to the German reunification, the end of Soviet
Union and the war in the Balkans have now become obsolete by definition.

Middle East, Black Sea, Eurasia, Ukraine, Baltic, Turkey have the capability to
reshape the future. Even if they are now in the middle of the fire, soon the devastations
and impressive mass killings will be overcome and reconstruction taking the lead in
many of these countries.

But why not underline the successful 30 years development and growth of China,
a unique case in the last 500 years. China is the third world power, after European
Union and USA, and has now similar problems we have encountered and are still
facing nowadays, needs to find a political solution to reforming and giving voice to an
accountability to its almost 1 billion 500 million inhabitants.

We really have to rethink the International Relations and the theories of Global
Governance and Policy Choices, accepting the pluralities of institutional architectures
and ways to give voice and accountability to the citizens. The European Union
represents a “non Statehood” institutional governance, without even a Constitution and
the Sovereignty belonging to the member countries. Do you believe the EU will change
its architecture established by the Treaty of Rome in the future? This is an illusion of
the antagonists of the different strategies and policies that were adopted right up to the
Euro and the high welfare and technologic standards already achieved, even in the face
of a crisis on 2008 that from the Atlantic arrived to Europe three years later and is now
affecting East Asia. By 2020 we will be out of this tunnel everywhere in the world. To
add a valuable contribution to this scientific debate is our very aim and scope.
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