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Internal Control Practices of Information Technology Sector 
(IT Industry) in Bangladesh   

 By Imran Khan, Md. Mahiuddin Sabbir & Md. Anisul Islam Sajib 
 Z. H. Sikder University of Science and Technology 

Abstract- Internal control plays a significant role in maintaining sustainable development of any 
industry. Preventing and detecting fraud and protecting the organization's resources as a whole 
can be achieved easily through proper internal control practices. In this study several aspects of 

internal control practices in the Information Technology (IT) sector have been identified. Sample 
of thirty companies were chosen from both public and private sector. Primary data were 
collected through a questionnaire survey. Results indicate that most of the cases companies are 
practicing acceptable level of internal control, while in some cases they are not doing so 
accordingly which can be the concerning sectors for further improvement. The findings of this 
paper will help managers, owners, board of directors, audit committee and other controlling 
bodies get an overview of the internal control practices within Information technology (IT) sector.   
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Imran Khan α, Md. Mahiuddin Sabbir σ & Md. Anisul Islam Sajib ρ 

Abstract- Internal control plays a significant role in maintaining 
sustainable development of any industry. Preventing and 
detecting fraud and protecting the organization's resources as 
a whole can be achieved easily through proper internal control 
practices. In this study several aspects of internal control 

identified. Sample of thirty companies were chosen from both 
public and private sector. Primary data were collected through 
a questionnaire survey. Results indicate that most of the cases 
companies are practicing acceptable level of internal control, 
while in some cases they are not doing so accordingly which 
can be the concerning sectors for further improvement. The 
findings of this paper will help managers, owners, board of 
directors, audit committee and other controlling bodies get an 
overview of the internal control practices within Information 
technology (IT) sector. 
Keywords: information technology (IT) industry, internal 
control (IC), corporate code of conduct, cost-benefit 
analysis. 

I. Introduction 

he role of the Information Technology (IT) industry 
in the economy of Bangladesh is getting powerful 
gradually. IT sector is emerging as a pivotal player 

in the world economy. Today Bangladesh is one of the 
best destinations of sourcing IT support internationally 
that provides a large contribution to the growing 
economy of this country. The wind of digitalization 
brings a bridge between prosperity and success 
gradually. Thus, its sustainability is of much significant 
for the development and moving the national economy 
faster. Internal control is one of the focal mechanisms to 
establish the long-term sustainability of any institution. It 
obviously aids to ensure the achievement of the 

practice pursued by the companies in the IT sector is 
one of the key-determining indicators of the 
sustainability of this emerging sector. Young energetic 
human resources are devoted in this sector that is 
sometimes out of touch as there is no clear-cut 
guideline from the regulatory body yet. The operating 
costs of IT companies are rising and placing profitability 
and sustainability at stake. 
 

 
 

 

 

The recent Digital Bangladesh concept makes 
the sector more promising internationally. Indeed, 
proper controlling systems, guiding tools and its 
implementation could lead this promising sector faster 
to contribute in the economy. 

II. Statement of the Problem 

Bangladesh is one of the fastest growing IT 
empowering destinations. In near future IT will emerge 
as a key player in the continual push for national 
development. According to the Bangladesh Association 
Software and Information Services (BASIS, 2012) survey 
the IT industry has consistently grown in recent years at 

export was 101.36 million USD and the growth were over 
the last year 54.80% (BASIS, 2014).The area of IT is 
expanding faster where companies are involved in 
customized application development and maintenance; 
IT enabled services, and E-commerce/Web services for 
both domestic and international market. The key 
strength is energetic young talent people. Though the 
sector is growing day by day with the support of 
government and other non-government agencies the 
competition is increasing internationally. Therefore the 
sustainability of this highly valuable sector is therefore, 
of much concern. This study focuses on the vigilance of 
internal control system and policy of companies in the IT 
sector. The outcome aftermath guides to understand the 
present scenario as a whole. 
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practices in the Information Technology (IT) sector have been 

organizational success. Therefore, the internal control 

20 to 30 percent per annum. In 2012-2013 fiscal year the 

Author α: Lecturer, Department of Business Administration, Z. H. Sikder 
University of Science and Technology, Bangladesh.
e-mail: ikimran05@gmail.com
Author σ: Lecturer, Department of Marketing, University of Barisal, 
Bangladesh. e-mail: mmsabbir@barisaluniv.ac.bd
Author ρ: Assistant Professor, Department of Business Administration, 
Z. H. Sikder University of Science and Technology, Bangladesh.
e-mail: aisajib@yahoo.com

III. Literature Review

From the very beginning corporate governance 
had been a major interest to the researchers. The way a 
company is directed and controlled is referred to as 
corporate governance (Cadbury, 2000). Corporate 
governance ensures accountability to shareholders or 
stakeholders (Keasey and Wright, 1997), creates 
mechanisms for controlling managerial behaviour 
(Tricker, 1994), ensures that companies are running 
according to the laws (Dunlop, 1998), ensures that 
reporting systems are prepared in such a way that good 
governance is facilitated (Kendall, 1999).

Corporate governance contributes to the value 
of the firm. According to Black (2001), Klapper and Love 
(2004), Gompers et al.(2003) and Beiner and Schmid 
(2005) corporate governance has been playing a pivotal 
role in developing the value of the firm and the 



relationship between the two is positive in both 
developed and developing countries. Good corporate 
governance practice is required to calculate the cost of 
capital in a capital market. Rouf (2011) identified the 
positive relationship between value of the firm and board 
independent director & chief executive officer duality 
which are two among four mechanisms of corporate 
governance. Corporate governance and internal control 
is closely related. According to Mihaela and Iulian (2012) 
there are important associations between corporate 
governance and internal control and without excellent 
internal control practice corporate governance is not 
feasible. Internal control can be referred to as policies 
and procedures that are used to attain an effective 
management of business. The auditors consider internal 
control as a relevant factor in case of assessing risks of 
material misstatement of financial statements (Mihaela 
and Iulian, 2012). 

Through this study it has been tried to identify 
the internal control practices of Information Technology 
Sector (IT Industry) in Bangladesh. The information 
technology (IT) industry of Bangladesh experienced in 
using computers about five decades. At the very 
beginning days the Information Communication 
Technology (ICT) sector in Bangladesh mainly focused 
on hardware operations. Soon after this several public 
and private financial, non-financial institutions and 
industrial concerns started using computers, mainly for 
accounting and payroll applications and customer 
services. Unfortunately the financial crisis prevailed 
during liberation war in 1971 that hampered largely the 
expansion of computer uses in the Bangladeshi 
corporate sector. However in 1982 a computer center 
was established at the Bangladesh University of 
Engineering and Technology that was renamed later as 
the Department of Computer Science & Engineering that 
played a pivotal role in Bangladeshi IT education and 
expansion. 

At present there are over 800 registered 
software and ITES (IT Enabled Service) companies in 
Bangladesh (BASIS, 2013). Besides there are also few 
hundred of unregistered small and home-based 
software and IT ventures doing business for both local 
and international markets. Individual and organizational 
body conducted different study to understand about this 
emerging industry. One of the main IT governing 
organizations, Bangladesh Association of Software and 
Information Services (BASIS), surveyed on three 
hundred of its member companies to understand the 
business nature, business volume and size of 
companies. The result revealed that over the 70% of the 
companies were found to be involved in development 
and maintenance of software for their clients. Also a 
number of those are simultaneously engaged in 

and almost half of the total surveyed companies are 
involved in providing range of IT enabled services 

(data/form processing, graphic/web design, content 
management etc.)(BASIS, 2013).These emerging new 
business and service delivery models might define the 

industry. With regard to average size of enterprises 
within the industry, it is interesting to note that, the 
distribution is quite spread with respect to both revenue 
size and employment number. Individual entrepreneur’s 
i.e joint venture, private company owns majority of the 
firms where only few are publicly traded companies. 
Currently there are over one thousand registered 
software and ITES companies in the country employing 
over 70,000 ICT professionals. Out of these companies, 
around 60% are mainly domestic market focused while 
40% are mainly export focused (BASIS, 2014). 

Islam, Md. Saiful (2000) said that Bangladesh 
went on line in 1996 but the advancement in the field IT 
is not encouraging as then neighbouring due to various 
barriers encountered in multiple spheres. Moreover, 
poor infrastructure, including frequent power crises, and 
slow and unreliable internet connections are the most 
immediate problems. Despite facing challenges like 
high price of internet bandwidth, absence of submarine 
cable, lack of infrastructure, skilled human resources 
and software Technology Park. The absence of policy 
reforms for software export and import, strict regulation, 
tax waiver for internet use, bank loans and content 
development efforts by the government make the 
survival of new IT companies difficult. The current 
competition level in the software industry is another 
major challenge, since many large and small local 
companies provide fierce competition to new initiatives 
of small companies. Thus, different news articles and 
reports have shown that companies in the IT industries 
need to address several shortcomings to maintain their 
position in the global market and continue contributing 
to the national economy. 

Feng et al (2009) found a positive association 
between internal control and management forecast 
accuracy. They also found a positive relationship 
between management ability and implementation of 
strong internal controls, suggesting that internal controls 
may be one way to address firm’s shortcomings. In-
appropriate recording of accounting transactions, 
making illegal transactions, fraud, all these are the 
results of lack internal control practices which have a 
negative impact on firms’ financial performance and its 
profitability. While there are some studies on policy, 
guide-line, and other physical problems in the IT sector, 
but previous studies have not assessed the internal 
control practices in the IT sector, neither internationally 
nor locally. So lack of attention to the system practices 
and development calls for pioneering research in this 
area. 

INTOSAI (2004) updated the Guidelines for 
Internal Control Standards for the Public Sector, 
originally conceived in 1992. In their guidelines they 
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providing different IT enabled services for their clients 

new wave in the coming years for Bangladeshi IT 



 

 

  

 

 

 
  
  
  
  
  

 

 

  

 

  

 

 

 

Table 1: Responses to questions on management philosophy and operating style

Questions YES NO PNA* Total 
Does management emphasize short-term profits and operating 
goals to detriment of long-term goals? 

70% 30% 0% 100% 

Is the management group dominated by one or a few individuals? 80% 10% 10% 100% 

Is the management conservative toward selecting from available 
alternative accounting policies? 

35% 40% 25% 100% 

* PNA=Prefer not to answer  

 

Up to date organizational chart showing the 
details of the key personnel is important for the 

company. Seventy percent (70%) of the respondents 
maintain this type of chart, which is positive for this 
sector. Separating internal audit function from the 

© 2017   Global Journals Inc.  (US )
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b) Organization Structure

identified internal control consisted of five interrelated 
components. Among the five components the control 
environment is the first, and referred to as the keystone 
for the whole internal control system within the 
organization. It ensures order and discipline, as well as 
the environment which further influences the overall 
quality of internal control. How successive strategy and 
objectives are established, and control activities are 
structured are usually influenced by the control 
environment. The subcomponents of this component 
are (1) the personal and professional integrity and 
ethical values of management and staff (2) commitment 
to competence (3) management’s philosophy and 
operating style (4) organisational structure (5) human 
resource policies and practices. Wilkinson, Michael, 
Vasant & Bernard (2000) also added two more 
subcomponents, which are (1) The Board of Directors 

Later, Saha & Mondol (2012) studied the 
internal control practices of ready-made garments 
sector in Bangladesh. The subcomponent they used for 
their study were as follows - (1) Management philosophy 
and operating style (2) Organization structure (3) 
Assignment of Authority and responsibility (4) Human 
resource policies and practices (5) Cost Benefit 
Analysis. 

IV. Methodology of the Study

This study used survey method to collect 
information on internal control practices within the 
companies in the IT sector. A questionnaire, consisting 
of 18 separate questions was adopted from Wilkinson, 
Michael, Vasant & Bernard (2000) and Saha & Mondol 
(2012). These questions were primarily close ended. 
Besides, some additional questions were used to 
capture descriptive comments. In order to have a clear 
overview of the current situation, 100 respondents were 
surveyed from 30 IT organizations including seven 
Dhaka Stock exchange (DSE) enlisted public limited 

company and rest 23 are private limited company. 
Private limited companies which are operating for 
around ten years and more than ten years were chosen. 
The questions have been placed into five broad 
categories. These are as follows:
1. Management philosophy and operating style 
2. Organization structure 
3. Assignment of Authority and responsibility 
4. Human resource policies and practices 
5. Cost Benefit Analysis 

The respondents were issued separate set of 
question(s) under each category. The complete survey 
appears in Appendix. All the respondents are the 
members of top management of the chosen companies. 
Respondents have been chosen based on purposive 
sampling method.

V. Analysis of the Study Findings

The internal control structure of the companies 
has been analyzed from five different perspectives:

Among the respondents seventy percent (70%) 
of them replied that they accentuate short-term profits 
and operating goals even it is detrimental of long-term 
goals; the remaining thirty percent (30%) claimed they 
focus on long-term goals. This practice should be 
reviewed, because in the long run this practice will limit 
the growth of company. Eighty percent (80%) 
respondents responded that they are dominated by only 
few individuals, whom results in lower participation of 
majority in decision making. In contrast, only ten percent 
(10%) responded that they have well practice as 
management body is dominated by enough members 
that increase accountability. And the rest 10% preferred 
not to answer this question. 

Of the studied companies, more than one third 
(35%) are conservative toward electing accounting 
policies, while 40% of the respondents said they are 
aggressive in selecting from available alternative 
accounting policies. They think that aggressiveness in
selecting and applying accounting policy is necessary 
for profitability.

a) Management Philosophy and Operating Style

(2) Assignment of Authority and responsibility.
According to them, the control environment imitates the 
alertness and attitude of the managers, owners, board 
of directors and audit committee regarding the 
significance and inevitability of the internal control within 
the firm.



accounting unit is good for company. Forty-five (45%) 
percent of the IT companies have separate and distinct 
internal audit function. Half of the companies (50%) do 
the internal audit and accounting functions by the same 
department. This causes more error and inaccuracy. 
This practice also prohibits the cross checking 
opportunity. The rest 5% opted not to answer this 
question. 

Near about three-fourth (70%) of the 
companies’ surveyed, subordinate managers’ report to 
more than one superior. In 25% of such cases, 
subordinates have only one superior for reporting 
purpose. This indicates the lack of proper distribution of 
authority in the companies. Another 5% remained 
neutral. 

Table 2: Responses to questions on organization structure 

Questions YES NO PNA* Total 
Is the up to date organization chart prepared, showing the 
names of key personnel? 

75% 25% 0% 100% 

Is the internal audit function separate and distinct from 
accounting? 

45% 50% 5% 100% 

Do subordinate managers report to more than one superior? 70% 25% 5% 100% 

* PNA=Prefer not to answer      

  
Explicit job description can guide the 

employees and increase their enthusiasm. Employees 

evaluated for their performance. Fairly a large share 
(90%) of the companies surveyed, have written job 
descriptions for its employees defining specific 
functions, attributes needed for job and evaluation 
criteria. Only a small portion (3%) does not have such 
job description. More than half (60%) of respondents 
said that there is a prerequisite for written approval 
before making any changes to the existing information 
systems. More than a quarter (30%) of the respondents 
denied having any such requirements in their company. 
This indicates the lack of adequate assignment of 
authority and responsibility in organizations. 

Forty five (45%) of the companies clearly outline 

employees and managers. Half of the remaining twenty 
percent (10%) do not have delineation of authority and 
responsibility to employees and managers and other 
half (10%) did not respond to the question. 

In most of the companies (72%), there is a 
system of proper delegation of authority to employees 
and departments. In contrast, twenty one percent (21%) 
of the companies do not have such system of authority. 
Delineation of the boundaries and delegation are 
important because these are ways by which opportunity 
for sharing knowledge increases and manager multiples 
himself. This practice also brings steadiness, skill and 
accuracy to a concern. And the remaining rest in this 
regard 7% preferred not to answer. 

Table 3: Responses to questions on assignment of authority and responsibility 

Questions YES NO PNA* Total 
Does the company prepare written employee job descriptions 
defining specific duties and reporting relationships? 

90% 3% 7% 100% 

Is written approval required for changes made to information 
systems? 

60% 30% 10% 100% 

Does the company clearly delineate to employees and 
managers the boundaries of authority responsibility 
relationships? 

80% 10% 10% 100% 

Does the company properly delegate authority to employees and 
departments? 

72% 21% 7% 100% 

* PNA=Prefer not to answer      

 
Proper training practices regarding internal 

controls, ethical policies, and corporate code of conduct 
for newly recruits are prevalent in most of the companies 
(88%); 6% of the respondents said that such training is 
not present in their companies. Absence of such an 
orientation program for new employees may have an 
adverse effect in terms of control and achievement of 
intended goal. In this case, 6% decided not to respond. 

Grievance procedure is a mean of dispute 
resolution used to address complaints by employees, 
suppliers, customers, and/or competitors. This 
procedure should be in place to maintain a congenial 
working environment within any organization. In the 
study, findings revealed that three-fourth (75%) 
companies have this practice. Ten percent (10%) of the 
companies have not implemented any such procedure 
for their employees. The remaining 15% of the 
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c) Assignment of Authority and Responsibility

d) Human Resource Policies and Practices

can know what is expected to them and how they will be 

the margins of authority and responsibility related to 



respondents preferred not to state anything regarding 
this issue. 

Most of the companies (90%) maintain a sound 
employee relation program. Such program ensures 
healthy employee relation practice within the 
organization and show management’s commitment to 
employee. Only six percent (6%) of the respondents 
said they do not have any such program in position that 
signifies that management is careless about the 
significance of employee relation. The other four percent 
(4%) of the respondents opted to remain silent. 

Eighty nine percent (89%) of the respondents 
said that they work in a safe and healthy working 
environment. As almost all the respondents are from 
management group so the responses from them would 
be yes in most of the cases. However, the recent 
establishment of High Tech Park for IT made a great 
mark. But still some IT firms are being operated in 
residential zone where required industrial safety tools 
and equipments are not available in the workplaces. 
These reports indicate there is still gap to maintain a 
safe and healthy work environment in the IT sector. 
Among the remaining 11% of the respondents, 7% admit 
that safety and healthy working environment is absent in 
their organization and rest 4% preferred not to response.  

In today’s competitive business settings 
managing deadlines, meeting targets, lack of time to 
fulfil personal and family commitments may create 
stress, depression among the employees. In force 
counselling program can ease the situation to a great 

extent. Among the surveyed companies 84% of them 
claimed to have such counseling program in their 
organizational setting. Only 9% of the respondents said 
that counseling program is not still in place for the 
employees, while the remaining 7% were silent when 
asked about this issue. 

Employee turnover has been a common 
phenomenon in recent period. Better opportunity, more 
salary, career growth opportunity, and grievance from 
present job etc. may cause the employee to switch 
organization or job. Confidentiality of information and 
goodwill of the company will be maintained if there is a 
proper and well-managed separation program for the 
employees who are leaving the company. Less than half 
(43%) of the respondents said that they have such 
separation programs in force for employees who leave 
the firm. Exactly half (50%) of the respondents replied 
that they do not have such separation program 
available. Employees who have access to cash and 
other negotiable instruments are bonded in thirty three 
percent (33%) of the cases. This practice is in action to 
ensure safety of cash and other negotiable instruments. 
On the other hand, almost half (48%) of the companies 
do not have any such policy to bond employees having 
such access to cash and negotiable instruments. 
Remaining nineteen percent (19%) of the respondents 
opted not to answer. This may be due to the skepticism 
against bonds. 
 

Table 4: Responses to questions on human resource policies and practices 

Questions YES NO PNA* Total 
Are new personnel indoctrinated with respect to internal 
controls, ethics policies, and corporate code of conduct? 

88% 6% 6% 100% 

Are grievance procedures to manage conflict in force? 75% 10% 15% 100% 

Does the company maintain a sound employee relations 
program? 

90% 6% 4% 100% 

Do employees work in safe, healthy environments? 89% 7% 4% 100% 

Are counseling programs available? 84% 9% 7% 100% 
Are proper separation programs in force for employees who 
leave the firm? 

43% 48% 9% 100% 

Are employees who have access to cash and other 
negotiable instruments bonded? 

33% 48% 19% 100% 

* PNA=Prefer not to answer      

e) Cost
 
Benefit Analysis

 

Overall, three-forth percent (75%) of the 
respondents think that internal control practices present 
benefit better than the cost involved to the organization. 

In contrast, nine percent (9%) of the respondents denied 
the statement. Remaining sixteen percent (16%) of the 
respondents opted not to answer.
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Table 5: Responses to questions on cost benefit analysis

Questions YES NO PNA* Total
Are the internal control practices in your organization offering any 
benefit to your organization at all? If yes, how?

75% 9% 16% 100%

* PNA=Prefer not to answer



 

    

 
    

     

Internal control is more than an accounting 
function because it includes people and the relationship 
with them. Several benefits of the internal control 
practices within the organization were identified by the 
respondents. 

It facilitates and accelerates in decision making, 
increases efficiency of internal operations, identifies and 
reduces financial, human resources, technological and 
political risks, increases financial security and credibility, 
empowers to focus on future growth rather than past, 
ensures better control over the organization and 
resources, maximizes profit, eliminates and minimizes 
meaningless cost and expenses from savings, time 
savings, helps proper evaluation of financial and 
nonfinancial performances, managing large employee 
groups effectively, maintains order and discipline and 
ensures safety of employees and resources, helps to 
deal with overall operations related

 

to supply chain and 
others, and ensures good corporate governance as a 
whole.

 

VI.

 

Conclusion and Suggestion 
Further Research

 

The aim of this study is to obtain a concrete 
idea of the effectiveness of internal control practices in 
the Information Technology (IT) sector in Bangladesh. 
The IT sector contributes considerably to the 
development of the national economy of Bangladesh. 
This sector plays well both domestic and international 
market in the means of creating employment and 
generating foreign currency gradually. A handsome 
amount of the foreign export income comes from this 
sector every single year and increasing sharply, thus it is 
gradually getting an influential role running the economy 
wheel faster. In recent time this sector getting more 
focuses nationally and internationally. This recent 
initiative by different wings including national, 
international, government and private suggest the need 
for purposeful evaluation of the sustainability of this 
industry. As the international market is highly 

 

The responses to the eighteen questions asked 
to the respondents suggest that some improvements 
need to be made. However, majority of the organization 
do have control systems in place. Around fifty percent of 
the company’s internal audit function is not separated 
and distinct from accounting.

 

Less than fifty percent of 
the respondents reported that- 

1.

 

The institution is actually not maintaining 
conservatism while choosing from alternative 
accounting policies, 

 

2.

 

There is no proper separation programs for 
employees who leave the firm and

 

3.

 

Employees are not bonded who have access to 
cash and negotiable instruments. 

 

This study includes respondents from 
management only. A future study including respondents 
from representatives of management, employee and 
regulatory groups would discover if there is agreement 
between these stakeholders. No relationship has been 
developed between the benefits derived from the 
internal control practices and the costs involved. A cost 
benefit analysis could be done as well. Another future 
research area can be the relationship between 
organizational profitability and effectiveness & efficiency 
of internal control in place in that organization to verify 
the contribution of internal control to the profitability.
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Appendix

 

Dhaka Stock exchange (DSE) enlisted public limited companies

 

1.

 

aamra technologies limited  2.

 

Agni Systems Ltd.  
3.

 

BDCOM Online Ltd.  4.

 

Daffodil Computers Ltd.  

5.

 

Intech Limited  6.

 

Information Services Network Ltd.  
7.

 

IT Consultants Limited  

 

Private limited companies

 

8.

 

AzolveTechnologies Bangladesh Limited (AZBD)

 

9.

 

Asset Soft Technologies Limited

 

10.

 

Advanced Software & IT Services Ltd.

 

11.

 

ACME IT Ltd

 

12.

 

Best IT Solutions Ltd.

 

13.

 

Beximco Computers Limited

 

14.

 

Computer source ltd

 

15.

 

CSL Software Resources Limited

 

16.

 

DataSoft Systems (BD) Limited

 

17.

 

e-Soft

 

18.

 

Flora Limited

 

19.

 

Genuity Systems Limited

 

20.

 

Hawar IT Limited

 

21.

 

Information Tools South Asia Co. Ltd.

 

22.

 

Multimedia Content & Communications Limited

 

23.

 

Mediasoft Data Systems Ltd

 
  

24.

 

New Era Softwares

 

25.

 

Nexdecade Technology (Pvt.) Ltd

 

26.

 

Orion Informatics Limited

 
 

27.

 

Promiti Computers and Network (Pvt) ltd

 

28.

 

Q-Soft Precise Assistance

 

29.

 

Relisource Technologies Ltd.

 

30.

 

smart technologies bd ltd
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Abstract- The purpose of this study is to shed light on the link between the information content of 
accounting earnings on security returns in the presence of derivatives within firms. To accomplish 
this, a study sample was chosen from years 2011-2015 which included firms within eight 
separate industries.  The sample was partitioned by firms which engage in derivatives and firms 
which do not.   

Results indicate that firms that do not utilize derivatives have a resultant average security 
price change that is almost double that of their derivative using counterparts. Also, the variance 
in the stock movements for non-derivative firms is approximately half of that for the derivative 
firms studied, indicating the potential for less risk in the non-derivative firms.   

Also, analysis shows that industry membership may in fact have some bearing on stock 
price of firms that utilize derivatives.  Accounting earnings of derivative-using firms in high growth 
industries seem to have a greater impact on security prices whereas for those derivative-using 
low growth firms, the security price impact of accounting earnings is not significant.  It may well 
be that the upside of significant growth outweighs the potential downside of derivative usage in 
the minds of the investors when it comes to high growth industry firms. 
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Ronald Stunda 

Abstract- The purpose of this study is to shed light on the link 
between the information content of accounting earnings on 
security returns in the presence of derivatives within firms.  To 
accomplish this, a study sample was chosen from years 2011-
2015 which included firms within eight separate industries.  
The sample was partitioned by firms which engage in 
derivatives and firms which do not.   

Results indicate that firms that do not utilize 
derivatives have a resultant average security price change that 
is almost double that of their derivative using counterparts. 
Also, the variance in the stock movements for non-derivative 
firms is approximately half of that for the derivative firms 
studied, indicating the potential for less risk in the non-
derivative firms.  

Also, analysis shows that industry membership may 
in fact have some bearing on stock price of firms that utilize 
derivatives.  Accounting earnings of derivative-using firms in 
high growth industries seem to have a greater impact on 
security prices whereas for those derivative-using low growth 
firms, the security price impact of accounting earnings is not 
significant.  It may well be that the upside of significant growth 
outweighs the potential downside of derivative usage in the 
minds of the investors when it comes to high growth industry 
firms.   

Lastly, when comparing non-derivative using firms 
along industry lines there appears to be some slight 
differences in significance levels between high growth and low 
growth industry firms. The general result, however, is that 
investors in firms which do not participate in derivative usage 
significantly correlate accounting earnings with security prices. 
Therefore, industry membership is not as crucial in investor 
selection of firms when the firm does not utilize derivatives.   

I. Introduction 

erivatives are viewed by many as complex and 
murky in nature, however, they are not new to the 
financial scene. The early derivatives market 

began in the 1860s and consisted of farmers and grain 
merchants coming together in Chicago to hedge price 
risks in such commodities as corn, wheat, soy and other 
grain products.  This began what came to be known as 
“futures” contracts.  The traditional futures contract is an 
agreement between a seller and a buyer that the seller 
will deliver a product to the buyer at a price agreed to 
when a contract is first entered and the buyer will accept 
and pay for the product at some agreed upon future 
date. In addition, the buyer has the opportunity to 
liquidate some or all of the product prior to delivery.  
Although  developed  initially  in  the  agricultural  sector,  
 

 
 

derivatives quickly spread into the metals, energy and 
financial sectors.   

Because of the debilitating effect of agricultural 
prices during the Depression, President Roosevelt 
recommended to Congress the first market reform that 
impacted derivatives.  The Commodity Exchange Act 
(CEA) of 1936 restricted, as far as possible, the use of 
futures purely for speculative purposes, thus relieving 
commodity producers of injury and thus producing 
some amount of control over the use of derivatives.  In 
addition, the CEA called for a formal and regulated 
exchange through which transactions may occur.  
Futures contracts were required to be traded on a 
publicly transparent market, fully regulated, and 
ensuring that commitments would be backed by 
adequate capital.   

By the 1980s, a variant of futures contracts was 
developed, commonly referred to as “swaps.”  They are 
defined as an agreement between two parties to 
exchange a series of cash flows measured by different 
interest rates, exchange rates, or prices with payment 
calculated by reference to a base amount.  An example 
of an interest rate swap would be where one party 
exchanges a variable rate obligation on an existing loan 
for a fixed rate obligation. The expectation is that the 
fixed rate will be lower than the variable rate. Thus, 
instead of buying or selling a single future rate (as would 
be true under a traditional futures contract) there now 
exists the potential for the “swapping” of commitments.  
As these complex derivative types took hold during the 
1980s and 1990s the Commodity Futures Trading 
Commission (CFTC) granted them exemption from the 
CEA of 1936. This caused the number of interest rate 
swaps, currency swaps, and other swaps to increase at 
a significant rate. This culminated in the Commodity 
Futures Modernization Act (CFMA) of 2000.  Signed into 
law by President Clinton, the CFMA removed derivative 
transactions, from all the regulatory requirements 
established in 1936 by the CEA. Those parties engaging 
in derivatives were now exempt from capital adequacy 
requirements, reporting and disclosure, regulation of 
intermediaries, self-regulation`, and bars on fraud or 
manipulation and excessive speculation.  The Securities 
and Exchange Commission (SEC) was also barred from 
derivatives oversight. Through the passage of this Act 
lay the seeds for the destruction that would come in less 
than a decade. 
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By October, 2008, the value of the unregulated 
derivatives market was estimated to be in excess of $60 
trillion.  Included in that amount was somewhere close 
to $30 trillion in credit swaps.  At the same time, a 
perfect storm was developing.  The Federal government 
was pursuing a course of easy money for home loans 
through maintaining low interest rates and providing 
Federally-backed less-than-secure home loans. Many of 
these “sub-prime” loans became embedded in the $30 
trillion of credit swaps.  As a result, when defaults began 
to occur, they first created a mortgage crisis, which 
developed into a credit crisis, which then turned into a 
“once in a century” systematic financial crisis that, but 
for a huge U.S. taxpayer intervention, may have led in 
the fall of 2008 to a worldwide devastating Depression. 

The use of derivatives has become widespread 
throughout the U.S. economy over the past 25 years. 
Derivative usage is found in a broad range of industries, 
from office equipment producers, to retail, to healthcare. 
Although derivative usage seems to be most common in 
the United States, significant usage also has been 
occurring in Canada, France, Great Britain and Japan 
(International Swaps and Derivatives Association 2009). 
Usage of commodity, equity, and credit derivatives is 
more concentrated among specific industries. 
Multinational companies across all industries use 
derivatives to manage foreign exchange and interest 
rate risk. Indeed, derivatives continue to be an integral 
part of risk management within a growing number of 
corporations worldwide.  

It should be clear that futures contracts in the 
form of derivatives must possess some benefit by 
shifting risk, otherwise they would not be used at all. 
Given that derivatives have been, and will continue to be 
used as instruments that permit the potential 
minimization of future financial risks, the question must 
be asked, “to what extent do they affect the security 
price of the firms that utilize them?”  Clearly, if the 
objective of management is to maximize the return to 
the stockholders, some firms may be inhibited from 
using derivatives if they are viewed to minimize stock 
prices.  On the other hand, if derivative use ultimately 
increases the stock price, more firms would elect their 
use. 

The purpose of this study is to assess the role 
that derivatives play on the security prices of firms.  In 
particular, do firms that engage in derivative use find 
that their change in stock price is significantly different 
from firms that do not utilize derivatives?  This question 
will be addressed by first comparing derivative-using 
firms with firms that do not use derivatives in order to 
assess any general differences between the two groups.  
Next, a similar analysis will be conducted by firms in 
specific industry groups in order to assess if derivative 
usage is more pronounced by industry association. 

  

II. Literature Review 

The use of derivatives is a contentious issue.  
Nevertheless, whether one subscribes to Warren 
Buffet’s warning about the danger of derivatives or Allen 
Greenspan’s assertion that derivatives reduce risk (Berry 
2003), the fact is that derivatives are popular and 
growing in use (Bodner et al 1995, Wolfson and 
Crawford 2010). Therefore, given the place of derivatives 
in the financial market place, it seem reasonable to ask 
what, if any, information content they provide in relation 
to security prices. 

Many studies have examined the risk 
associated with derivative usage (Cornfield 1996, Guay 
1999, Kuprianov 1995, Newman 1994, Hentschel and 
Kothari 2001).  In general, these studies note that firms 
use derivatives as a hedge against exposure, but find 
that compared to firms which do not use derivatives, 
there does not appear to be any measurable difference 
in risk.  This would lead one to suspect that no market 
impact from the use of derivative instruments would be 
found. Stunda (2014) finds that there is a difference in 
market impact for derivative-using firms which accepted 
Troubled Asset Relief Program (TARP) funds versus 
those which did not receive TARP funds. 

In addition to risk, other researchers have 
examined the role of derivatives in an earnings 
management context.  Jan Barton (2001) examined this 
issue and presented evidence “consistent with 
managers using derivatives and discretionary accruals 
as partial substitutes for smoothing earnings.” An 
implication of this finding is that derivatives may indeed 
have a market impact through their effect on corporate 
earnings. 

There is a popular belief that derivatives do not 
contribute any financial or economic substance to the 
general economy but are mere financial gambling 
devices (Gilani 2008).  As a result, some authors arrive 
at the conclusion that derivative usage should play no 
role in security prices (Stulz 2009). 

But how exactly can things go wrong for buyers 
and sellers of derivative instruments and how can this in 
turn lead to adverse earnings results which may in turn 
affect stock prices?  Skeel and Partnoy 2007, describe 
the scenario in which this can occur.  The ease of credit, 
in conjunction with loose U.S. monetary policy can lead 
to the mispricing of credit. This means that loans which 
can be sub-prime in nature are bundled together with 
loans with lesser risk, the risk on the bundle is, therefore, 
underestimated. As a result, mispricing on the bundled 
rate can lead to highly leveraged bets for the holders of 
such bundles.  Subsequent defaults can then lead to an 
attempt to unwind these bundles, the effects can then 
steamroll and permeate national and international 
financial markets, and ultimately, the bottom line of a 
firm.  Holders of undervalued derivatives are forced to 
record current period losses as the swaps take place,
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placing downward pressure on earnings and forcing 
greater securitization (Pertrova 2009). 

Given the use, nature, and circumstances that 
have swirled around derivative financial instruments, and 
based on the research undertaken to date, it becomes 
even more important to determine the link that 
derivatives have to stock prices.  As the Financial 
Accounting Standards Board (FASB) continues to 
struggle to identify what exactly their role should be in 
the derivatives debate, it is important to understand the 
relationship that derivatives have to stockholder wealth, 
and stockholder wealth is ultimately dictated by the 
price of the stock.  

III. Hypothesis Development 

As previously noted, very few studies of 
derivatives directly link derivative usage to information 
content of earnings and security returns [Barton 2001, 
Stunda 2014].  However, if a correlation is established, 
evidence may suggest that firms could directly or 
indirectly affect the price of their stock in the capital 
markets through use (or non-use) of derivatives.  
Controlling for extraneous factors (i.e., change in 
corporate form, change in management, and change in 
ownership) there should not be significant difference in 
information content of earnings across study periods.  
Thus, the first hypothesis tests for the existence of 
market reaction for the sample firms using derivatives 
versus sample firms not using derivatives during a test 
period.  Stated in the null form, the hypothesis tested is: 
H1: Earnings information content effect on security 
prices for firms utilizing derivatives is not significantly 
different from firms not utilizing derivatives. 

Stunda 2014 finds that there is a difference in 
market impact for derivative-using firms which accepted 
Troubled Asset Relief Program (TARP) funds versus 
those which did not receive TARP funds. This provides 
some market-based evidence that firms utilizing 
derivatives may have different characteristics.  If so, a 
question that arises is are any differences associated 
with a particular industry or set of industries?  In order to 
test this, the following hypothesis is stated in the null 
form: 
H2: There is no significant difference in information 
content on security prices when firms utilizing derivatives 
are assessed by industry. 

Lastly, in attempt to place findings from 
hypothesis 2 into perspective, an analysis is made of 

firms not utilizing derivatives. A premise set forth by Ball 
and Brown (1968) and others, is that earnings, more 
specifically, “unexpected earnings” was causing the 
stock price to move. Therefore, this extant theory is used 
to replicate the model first used by Ball and Brown in 
1968 in order to establish that there is a correlation 
between earnings and security prices.  This leads to the 
following hypothesis, stated in the null form: 

H3: There is no significant difference in information 
content on security prices when firms not utilizing 
derivatives are assessed by industry.  

IV. Data and Methodology 

The sample consists of quarterly earnings and 
security prices during the years 2011-2015. Earnings 
data is obtained from Compustat and security price 
information is derived from the Center for Research on 
Security Prices (CRSP).  The economic recession was 
said to officially end sometime in late 2009 to early 2010.  
In order to not confound results, the test period begins 
in the following year (i.e., 2011) and extends to the most 
recent year for which data is available (i.e., 2015).  Also, 
the Electronic Data Gathering and Retrieval System 
(EDGAR), and the Wall Street Journal (WSJ) are used to 
analyze financial notes and other associated firm 
information in order to control for such things as change 
of corporate form, change in ownership, or change in 
management.  If any of these could be documented 
during the test period, the firm is subsequently 
eliminated from the study. 

A total of eight industries are analyzed in the 
study.  In their analysis of earnings forecast accuracy, 
Sinha, Brown, and Das (2015) find that certain industries 
have experienced above average growth in the last ten 
years, while other industries have experienced below 
average growth during this same period.  This study 
incorporates industry analysis from that study to 
highlight similar above growth industries, namely; 
Technology, Healthcare, Oil/Gas, and Banking/Finance.  
In addition, the same below average growth industries 
are also analyzed, they are; Utilities, Real Estate, 
Transportation, and Industrials. The total samples of 
firms by industry, are listed in Table 1. Firms included in 
the study sample contained all available information 
throughout the five year test period. In addition, the two 
sample groups were matched as closely as possible in 
terms of size (expressed by total assets).  
 

Table 1: Study Sample 

Industry Derivative Firms Non-Derivative Firms 
Utilities 38 27 

Real Estate 26 24 

Transportation 29 29 

Industrials 42 31 

Technology 37 28 

© 2017   Global Journals Inc.  (US )
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Healthcare 42 21 
Oil/Gas 30 19 

Banking/Finance 29 17 
Total 273 196 

In assessing hypothesis 1 an analysis of 
variance (ANOVA) is conducted on the total composite 
average percentage security price change of the two 
groups (i.e., derivative firms and non-derivative firms) in 
order to assess any differences between them.

 

With regard to hypothesis 2, the analysis follows 
the procedure first established by Ball and Brown 
(1968). The premise of the Ball and Brown study was to 
see whether the magnitude of unexpected earnings (as 
opposed to merely the sign of unexpected earnings) 
was related to the magnitude of the stock price 
response.  Beaver, Clarke and Wright (1979) addressed 
the issue and discovered, in fact, that the magnitude of 
unexpected earnings was related to the magnitude of 
the stock price response. Again, they focused on 
market-adjusted stock returns to facilitate across-firm 
comparisons and to control for market-wide movements 
in stock prices.  Ball and Brown (1968) and Beaver, 
Clarke and Wright (1979) show that despite the 
deficiencies of historical cost accounting, accounting 
earnings are potentially useful to investors.  They also 
ushered in the so-called information perspective on the 
decision usefulness of accounting. The information 
perspective implies that investors’ response to 
accounting information can provide a guide as to what 
type of information is or is not valued by investors.

 

The next logical question to ask was whether 
the market responded more strongly to unexpected 
earnings in some firms, and less strongly in other firms.  
This question is quite pertinent to accountants because 
we potentially would be better able to design financial 
statements if we knew the factors that predict when and 
why investors respond more strongly (less strongly) to 
financial statement information. Consistent with the 
literature, the term “Earnings Response Coefficient,” or 
“ERC” is used to describe the strength of the market 
response to unexpected earnings. To understand this 
line of research, one needs to have an intuitive 
understanding of how investors might respond to 
accounting information in light of single person decision 
theory, portfolio theory, and efficient market theory.  
Here is the basic idea: Let’s say that last period’s 
earnings were $1 and, accordingly, that is the level of 
earnings an investor expects this year.  When this year 
earnings are announced, the level of earnings are, say, 
$1.25, implying a $0.25 earnings surprise.  If the investor 
believes this $0.25 level of unexpected earnings is a 
one-time shot that will not recur into the future, the 
investor will increase his assessment of stock value by 
$0.25. However, if the investor believes this $0.25 
unexpected increase in earnings is a permanent boost 

to earnings that will recur in future years, then the 
investor’s increase in stock price is $0.25 + the present 
value of receiving $0.25 into perpetuity. Given this 
framework for thinking about how investors should 
respond to unexpected earnings, it can be predicted 
that investors will respond more strongly to unexpected 
earnings when those earnings are expected to persist 
into the future.  It can also be predicted that investors’ 
response to unexpected earnings will be smaller the 
higher the discount rate they use in discounting those 
unexpected earnings that are expected to be received 
into perpetuity.  

 

Subsequent numerous studies have tested 
these predictions, and here is what they found:

 

1)
 

ERC are increasing in the persistence of earnings.  
This has implications for accountants because it 
suggests the importance of clearly identifying on the 
income statement those transactions that are 
nonrecurring transactions (Baginski and Hassell, 
1990).

 

2)
 

ERC are decreasing in the riskiness of the firm and 
the leverage of the firm because both imply that 
investors demand higher expected returns and thus 
will use a higher discount rate in discounting the 
unexpected earnings expected to persist into the 
future.  Thus, accountants should minimize the 
opportunities for off-balance sheet financing (or 
make sure the off-balance sheet financing is 
transparent) (Ajinkya, Atiase, and Gift, 1991).

 

3)
 

ERC are increasing in the growth opportunities of 
the firm because unexpected earnings reported by 
growth firms are expected to persist into the future.  
Thus, the forward-looking MD&A disclosures are 
particularly important because they provide 
information about growth opportunities (Collins and 
Kothari, 1994).

 

4)
 

ERC are increasing in the quality of accounting 
accruals.  Thus, detailed information about the 
components of accounting accruals might be useful 
to investors (Lev, 1989).

 

Therefore, the above extant theory and rationale 
was used to replicate the model first used by Ball and 
Brown in 1968 in order to establish that there is a 
correlation between earnings and security prices.  The 
Dow Jones News Retrieval Service (DJNRS) was used 
to identify the date that each firm released quarterly 
financial data for the study periods.  This date of data 
release is known as the event

 
date.  The following model 

is established for determining information content:
 

 

                           𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶 = 𝑎𝑎 + 𝑏𝑏1𝑈𝑈𝑈𝑈𝑈𝑈𝑈𝑈 + 𝑏𝑏2𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀 + 𝑏𝑏3𝐵𝐵𝐵𝐵𝐵𝐵 + 𝑏𝑏4𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀 + 𝑒𝑒𝑒𝑒𝑒𝑒                                       (1)
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Where:  CARit =   Cumulative abnormal return firm i, time t 
A =   Intercept term 
UEit   =   Unexpected earnings by specific industry for derivative firms 
Mbit   =   Market to book value of equity as proxy for growth and persistence 
Bit      =   Market model slope coefficient as proxy for systematic risk 
MVit =   market value of equity as proxy for firm size 
eit   =   error term for firm i, time t 
The above regression is run multiple times for 

each industry and year in the sample. The coefficient “a” 
measures the intercept.  The coefficient b1 is the 
traditional earnings response coefficient (ERC), found to 
have correlation with security prices in traditional market 
based studies (see Ball and Brown 1968).  Unexpected 
earnings (UEi) is measured as the difference between 
the management earnings forecast (MFi) and security 
market participants’ expectations for earnings proxied 
by consensus analyst following as per Investment 
Brokers Estimate Service (IBES) (EXi).  The unexpected 
earnings are scaled by the firm’s stock price (Pi) 180 
days prior to the forecast: 

                        𝑈𝑈𝑈𝑈𝑈𝑈 = [(𝑀𝑀𝑀𝑀𝑀𝑀) − (𝐸𝐸𝐸𝐸𝐸𝐸)]/𝑃𝑃𝑃𝑃                    (2) 

Unexpected earnings are measured for each of 
the sample firms during the test period.  The coefficients 
b2, b3, and b4, are contributions to the ERC for all firms 
in the sample.  To investigate the effects of the 

information content of earnings on security returns, there 
must be some control for variables shown by prior 
studies to be determinants of ERC.  For this reason, the 
variables represented by coefficients b2 through b4 are 
included in the study. 

For each firm sample, an abnormal return (ARit) 
is generated around the event dates of -1, 0, +1 (day 0 
representing the day that the firm’s financials were 
available per DJNRS).  The market model is utilized 
along with the CRSP equally-weighted market index and 
regression parameters are established between -290 
and -91.  Abnormal returns are then summed to 
calculate a cross-sectional cumulative abnormal return 
(CARit).   

In testing hypothesis 3, for firms not using 
derivatives, a regression analysis, similar to that used in 
testing hypothesis 2, is utilized.  That model is presented 
below: 

                                                   𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶 = 𝑎𝑎 + 𝑏𝑏1𝑈𝑈𝑈𝑈𝑈𝑈𝑈𝑈 + 𝑏𝑏2𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀 + 𝑏𝑏3𝐵𝐵𝐵𝐵𝐵𝐵 + 𝑏𝑏4𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀 + 𝑒𝑒𝑒𝑒𝑒𝑒                                                  (3)

Where:  CARit   =   Cumulative abnormal return firm i, time t 
a          =   Intercept term 
UEit     =   Unexpected earnings by specific industry for non - derivative firms 
MBit     =   Market to book value of equity as proxy for growth and persistence 
Bit        =   Market model slope coefficient as proxy for systematic risk 
MVit =   market value of equity as proxy for firm size 
eit         =   error term for firm i, time t 

Again, the above regression is run multiple 
times for each industry and year in the sample.  All 

parameters used in hypothesis 2 are again used in 
testing this hypothesis. 

V. Results 

Table 2: Test of Hypothesis 1 
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One  Way ANOVA-Derivative Versus Non-Derivative Firms Sample (2011-2015)
Summary

Groups Count Sum Average Variance

Derivative Firms 273 1094.7 3.215 6.287461

Non-Derivative Firms 196 707.2 7.385 3.476922

Source of Variation SS df MS F-ratio P-value

Between Groups 2518.106 1 401.618 23.191 .0000

Within Groups 982.775 468 3.002

Total 3500.881 469

Levene Statistic df1 df2 Two-tail Significance

7.1950 1 468 .001

t-stat df p-value

Welch’s t-test  1.696 1 <.020



As indicated in Table 2, the two groups are 
analyzed using the one-way ANOVA.  The one-way 
ANOVA test indicates an F-ratio of 23.191 with an 
associated p-value of .0000.  When the Levene test was 
performed to assess for homogeneity of variance, a 
Levene statistic of 7.1950 was obtained with a 
significance level of .001.  This test indicates significant 
differences in the variances of the groups.  

Because the variances of the groups are not 
equal, there exists violation of the assumption of 
homogeneity across the samples.  In order to account 
for this, The Welch’s test was performed.  This test 
assesses significance between groups when variances 
do not equal.  Based on the Welch’s test, and as 
indicated in Table 2, a t-statistic of 1.696 was computed 

with a p-value of less than .020.  This indicates that the 
mean of the sample groups are significantly different, 
and thus the null hypothesis of similarity between the 
groups is rejected. 

In addition, close analysis of Table 2 indicates 
that the average composite percentage change in stock 
price for the derivative firms sample was +3.215, the 
respective change for the non-derivative firms sample 
was +7.385.  This indicates that firms that do not utilize 
derivatives have a resultant average security price 
change that is almost double that of their derivative 
using counterparts. Also, the variance in the stock 
movements for non-derivative firms is approximately half 
of that for the derivative firms studied, indicating the 
potential for less risk in the non-derivative firms.  

Table 3: b1 Variable Assessment- Derivative Firms Sample by Industry ERC2011-2015 

Model:   𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶 = 𝑎𝑎 + 𝑏𝑏1𝑈𝑈𝑈𝑈𝑈𝑈𝑈𝑈 + 𝑏𝑏2𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀 + 𝑏𝑏3𝐵𝐵𝐵𝐵𝐵𝐵 + 𝑏𝑏4𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀 + 𝑒𝑒𝑒𝑒𝑒𝑒
 Industry 2011

 
2012

 
2013

 
2014

 
2015

 
 ERC p 

value
 

ERC p 
value

 

ERC p 
value

 

ERC p 
value

 

ERC p 
value

 Utilities
 

.019
 

0.48
 

.020
 

0.29
 

.021
 

0.57
 

.027
 

0.22
 

.030
 

0.30
 Real

 
Estate

 
.022

 
0.72

 
.019

 
0.44

 
.016

 
0.65

 
.017

 
0.59

 
.015

 
0.61

 Transportation
 

.025
 

0.51
 

.030
 

0.47
 

.024
 

0.33
 

.022
 

0.19
 

.023
 

0.60
 Industrials

 
.015

 
0.31

 
.011

 
0.40

 
.017

 
0.52

 
.012

 
2.27c

 
.014

 
2.37c

 Technology
 

.091
 

1.90b

 
.090

 
1.95b

 
.094

 
1.88b

 
.099

 
1.91b

 
.097

 
1.88b

 Healthcare
 

.051
 

2.42c

 
.053

 
2.39c

 
.053

 
2.23c

 
.060

 
2.19c

 
.057

 
1.92b

 Oil/Gas
 

.060
 

2.33c

 
.064

 
1.91b

 
.058

 
1.88b

 
.064

 
2.24c

 
.074

 
2.28c

 Banking/.Finance
 

.032
 

1.88b

 
.038

 
2.21c

 
.042

 
2.36c

 
.053

 
1.91a

 
.052

 
2.22c

 a  Significant at the .01 level
 b  Significant at the .05 level
 c  Significant at the .10 level
 Total 273 firms in the sample

 
Table 3 indicates results of the regression 

analysis with respect to variable b1, which assesses the 
ERC of 273 derivative using firms contained in the 
sample by industry.  Following the lead of Sinha, Brown, 
and Das (2015), Table 8 may be summarized as an 
analysis of above average growth industries 
(Technology, Healthcare, Oil/GA, Banking/Finance) and 
below average growth industries (Utilities, Real Estate, 
Transportation, Industrials).  

For the above average growth industries, the 
CAR reflects positive information content on the ERC in 
each year of the study, and the response is significant at 
conventional levels in each year.  For the below average 
growth industries, the CAR reflects positive information 
content on the ERC in each year of the study, but the 
response is not significant at conventional levels. The 
lone exception is for the “Industrials” industry which 
indicates a significant correlation between accounting 
earnings and stock price at the .10 level in years 2014 
and 2015. All other variables in the regression are not 
significant at conventional levels. 

Results indicate that industry membership may 
in fact have some bearing on stock price of firms that 
utilize derivatives.  Accounting earnings of derivative-

using firms in high growth industries seem to have a 
greater impact on security prices whereas for those 
derivative-using low growth firms, the security price 
impact of accounting earnings is not significant.  It may 
well be that the upside of significant growth outweighs 
the potential downside of derivative usage in the minds 
of the investors when it comes to high growth industry 
firms. 

 In addition, whenever regression variables are 
employed, there is a probability of the presence of 
multicollinearity within the set of independent variables 
which may be problematic from an interpretive 
perspective.  To assess the presence of multicollinearity, 
the Variance Inflation Factor (VIF)

 
was utilized.  Values of 

VIF exceeding 10 are often regarded as indicating 
multicollinearity.  In the test of hypothesis 1, a VIF of 2.5 
was observed, thus indicating a non-presence of 
significant multicollinearity

 The results contained in Table 3 lead to
 

a 
rejection of the second hypothesis which states that 
there is no significant difference in information content 
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on security prices when firms utilizing derivatives are 
assessed by industry. 



 
 

 
 

Table 4: b2

 

Variable Assessment- Non-Derivative Firms Sample by Industry ERC2011-2015

 

Model:     𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶𝐶 = 𝑎𝑎 + 𝑏𝑏1𝑈𝑈𝑈𝑈𝑈𝑈𝑈𝑈 + 𝑏𝑏2𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀 + 𝑏𝑏3𝐵𝐵𝐵𝐵𝐵𝐵 + 𝑏𝑏4𝑀𝑀𝑀𝑀𝑀𝑀𝑀𝑀 + 𝑒𝑒𝑒𝑒𝑒𝑒

 

Industry 2011

 

2012

 

2013

 

2014

 

2015

 
 

ERC

 

p 
value

 

ERC p 
value

 

ERC p 
value

 

ERC p 
value

 

ERC p 
value

 

Utilities

 

.030

 

2.31c

 

.033

 

2.41c

 

.039

 

2.22c

 

.031

 

2.27c

 

.038

 

2.32c

 

Real Estate

 

.025

 

2.44c

 

.029

 

2.46c

 

.022

 

2.33c

 

.030

 

2.34c

 

.025

 

2.48c

 

Transportation

 

.037

 

2.33c

 

.039

 

2.51c

 

.028

 

2.23c

 

.040

 

2.40c

 

.039

 

2.29c

 

Industrials

 

.022

 

2.44c

 

.027

 

2.37c

 

.033

 

2.49c

 

.037

 

2.29c

 

.035

 

2.38c

 

Technology

 

.109

 

1.68a

 

.104

 

1.63a

 

.113

 

1.65a

 

.112

 

1.69a

 

.109

 

1.77a

 

Healthcare

 

.082

 

1.64a

 

.079

 

1.59a

 

.091

 

1.66a

 

.087

 

1.70a

 

.091

 

1.72a

 

Oil/Gas

 

.079

 

1.63a

 

.070

 

1.90b

 

.082

 

1.63a

 

.077

 

1.88b

 

.080

 

1.93b

 

Banking/.Finance

 

.048

 

1.86b

 

.052

 

1.68a

 

.059

 

1.62a

 

.050

 

1.81b

 

.057

 

1.60a

 

a  Significant at the .01 level

 

b  Significant at the .05 level

 

c  Significant at the .10 level

 

Total 196 firms in the sample

 

Table 4 provides results of the regression 
analysis with respect to variable b1, which assesses the 
ERC of 196 non-derivative using firms contained in the 
sample by their respective industry.  Results indicate 
that for each year, the CAR reflects positive information 
content on the ERC and the response is significant at 
conventional levels.  All other variables in the regression 
are not significant at conventional levels.

 

There appears to be some slight differences in 
significance levels between high growth and low growth 
industry firms. The general result, however, is that

 

investors in firms which do not participate in derivative 
usage significantly correlate accounting earnings with 
security prices.  Therefore, industry membership is not 
as crucial in investor selection of firms when the firm 
does not utilize derivatives.   

To assess the presence of multicollinearity, the 
Variance Inflation Factor (VIF) was utilized.  Values of VIF 
exceeding 10 are often regarded as indicating 
multicollinearity.  In the test of hypothesis 3, a VIF of 2.2 
was observed, thus indicating a non-presence of 
significant multicollinearity.

 

The results contained in Table 4 do not lead to a 
rejection of the third hypothesis which states that there 
is no significant difference in information content on 
security prices when firms not utilizing derivatives are 
assessed by industry.

 
VI.

 

Conclusions

 
The purpose of this study was to shed light on 

the link between the information content of accounting 
earnings on security returns in the presence of 
derivatives within firms.  To accomplish this, a study 
sample was

 

chosen from years 2011-2015 which 
included firms within eight separate industries.  The 
sample was partitioned by firms which engage in 
derivatives and firms which do not.  In order to avoid 
confounding of the sample, firm size was matched as 

closely as possible in both samples, In addition, 
externalities such as changes in management, 
corporate form or management change were factored 
into the study and any firm(s) found to contain these 
changes were eliminated from the study sample.

 

Results indicate that firms that do not utilize 
derivatives have a resultant average security price 
change that is almost double that of their derivative 
using counterparts. Also, the variance in the stock 
movements for non-derivative firms is approximately half 
of that for the

 

derivative firms studied, indicating the 
potential for less risk in the non-derivative firms. 

 

Also, analysis shows that industry membership 
may in fact have some bearing on stock price of firms 
that utilize derivatives.  Accounting earnings of 
derivative-using firms in high growth industries seem to 
have a greater impact on security prices whereas for 
those derivative-using low growth firms, the security 
price impact of accounting earnings is not significant.  It 
may well be that the upside of significant

 

growth 
outweighs the potential downside of derivative usage in 
the minds of the investors when it comes to high growth 
industry firms. 

 

Lastly, when comparing non-derivative using 
firms along industry lines there appears to be some 
slight differences in significance levels between high 
growth and low growth industry firms. The general result, 
however, is that investors in firms which do not 
participate in derivative usage significantly correlate 
accounting earnings with security prices. Therefore, 
industry

 

membership is not as crucial in investor 
selection of firms when the firm does not utilize 
derivatives.  
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With the increasing usage of derivatives across 
industries, it becomes important for investors to 
understand any implications associated with the use of 
derivatives.  This includes not only the implication on the 
bottom line of the firm, but the subsequent impact of 



 

those earnings on the security price of the firm.  Given 
the dearth of extant studies on derivatives, this paper 
attempts to address this issue. In addition to the 
investor-related issue of the study, there are also 
implications for managers of firms within certain 
industries when derivatives are used.
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Mohammed Alshetwi

Abstract- This study examines the association between board 
size, independence and firm performance in Saudi 
nonfinancial listed firms. The sample consists of 329 firms 
during the period 2013 to 2015. Both between- and within-
firms variation analysis are used to test the hypotheses. The 
study finds that neither board independence nor board size is 
linked to firm performance, but some evidence (from 
additional tests) supports the argument that non-executive 
members of the board of directors may lack real 
independence; in this case they would be both less effective 
and more costly for firms. Together, these findings are 
consistent with the view that business structure in Saudi Arabia 
is dominated by a tribal system that gives more attention to 
personal relationships instead of skill and competency in 
selecting member of the board of directors.  
Keywords: board size, board independence, firm 
performance, saudi nonfinancial listed firms. 

I. Introduction 

he main function of the board ofdirectors is to 
monitor management’s activities to ensure they are 
in line with shareholders’ interest (Jensen & 

Meckling, 1976). Through their monitoring function, 
independent board members can reduce agency cost 
and ensure that management does not use the firm’s 
resources in their own interests (Hillman & Dalziel, 
2003). The size of a board is another important factor in 
corporate governance (CG) that affects the monitoring 
system and can improve the decision-making process 
(Haniffa & Hudaib, 2006), and in this way can help 
enhance the long term performance of the firms.  

A review of the literature confirmed that board 
size and independence were among the important 
factors affecting firm performance, but the findings are 
contradictory.  Some prior studies have concluded that 
independence of the board is associated with improved 
performance (Hossain, Prevost & Rao, 2001; Reddy, 
Locke, Scrimgeour & Gunasekarage, 2008), while in 
other studies an independent board was found to have 
a negative impact on firm performance (Fauzi & Locke, 
2012; Agrawal & Kneoeber, 1996). 

Meanwhile, many of the studies investigating 
the relationship between board size and performance 
found that smaller boards are more effective in 
improving  the  level  of firm performance (Cheng, Evans  
 

Author:
 
Qassim University. e-mail: mohd778@hotmail.com

 

& Nagarajan, 2008; Eisenberg, Sundgren & Wells, 1998; 
Guest, 2009; Hossain et al., 2001; Reddy et al., 2008); 
although some studies found that firms with large 
boards reported better performance (Coles, Daniel, & 
Naveen, 2008; Dalton, Johnson, &Ellstrand, 1999; Fauzi 
& Locke, 2012; Larmou & Vafeas, 2010).  

Regardless, board size and independence have 
become a focus of CG regulations around the world. For 
instance, the Cadbury Report, published in 1992, 
mandated that all UK listed firms should appoint a 
minimum number of three outside directors on their 
boards, the majority of whom should be independent of 
the firms (Cadbury, 1992).  Meanwhile, in the US, the 
Sarbanes Oxley Act (SOX) required that boards should 
have five members to provide full-time independent 
services (SOX, 2002). In this regard, The New York 
Stock Exchange (NYSE) required that independent 
members of boards should constitute the majority on 
the boards of all listed firms (NYSE, 2009).  

In the case of Saudi Arabia, the CG regulation, 
issued by the Capital Market Authority (CMA) in 2006, 
emphasized the importance of board size and 
independence in improving governance quality and firm 
performance. Specifically, the CG regulation required 
that all listed firms could determine the number 
members on the board of directors provided that the 
number was no less than three and no more than 
eleven, the majority of whom should be non-executive 
members (CMA, CG Regulation, 2006).  

While Saudi Arabia is no different from 
advanced countries in this respect, it should be noted 
that each country has unique characteristics that affect 
its economy and modelling of its business sector. The 
argument that one CG code, therefore, could be applied 
universally to all business structures ignores the 
differences between countries and their economic 
features that shape their business environment. It can 
also be pointed out that there are differences within a 
single country and between each business unit inside 
that country, with each based on its own leadership 
model and capital structure.  

With regard to the case of Saudi Arabia, it 
should be noted that there are specific environmental 
factors affecting the business sector. For example, 
Saudi society is dominated by a tribal system in which 
decision making is concentrated in one influential 

T 
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person, and ultimately this can lead to aspects of 
cronyism and nepotism (Haniffa & Hudaib, 2007). Such 
a system affects the decisions related to nominating 
members of the board, so that directorships are often 
selected on the basis of relationship with the CEO and 
not on formal rules or professional competence. 
Although such a pattern may increase the board size in 
terms of quantity, it may negatively affect the quality of 
the board. This is due to the gap between the 
qualification of members selected and the requirements 
of the position held. In such a situation, it is to be 
expected that the board of directors would be less 
effective and more costly in terms of higher total 
remuneration paid to the members. On the other hand, 
such a model of board composition may explain the 
personal nature of business in which agency conflict is 
likely to increase as a result of absence of consultation 
and consensus in the decision making process. Another 
problem of such a model is related to secrecy of 
information, where CEOs determine the type and 
quantity of information available to different individual 
board members based on their personal preferences. 
This limitation of information can adversely affect the 
ability of directors in carrying out their monitoring 
functions (Jensen, 1983).  

To summarize, these factors, related to society 
and social structure in Saudi Arabia, affect business 
structures and processes in ways that are different from 
what is expected in advanced countries. Consequently, 
adopting CG regulations from advanced countries and 
applying them directly in less developed countries like 
Saudi Arabia might not be an ideal option. 

Considering the environmental factors of the 
Saudi business sector, the important question the 
current study set out to answer is: to what extent are the 
CG regulations appropriate for Saudi firms in terms of 
the relationship between board independence and 
board size, and the performance of Saudi nonfinancial 
listed firms?  

The sample frame of this study includes all 329 
of Saudi nonfinancial listed firms over the period 2013 to 
2015. Two main statistical tests are used to analyze data 
for within- and between-firms variation tests.  

The findings reveal that neither board size nor 
board independence is linked to firm performance. 
However, there is some evidence from an additional test 
that reveals a negative relationship between board 
independence and firms’ financial performance, 
indicating that board members are less effective in 
carrying out their functions and represent a higher cost 
for their firms. Overall, the results are consistent with the 
view that the Saudi business sector is influenced by 
factors present in its society that give more attention to 
personal relationships instead of skill or competency in 
selecting the members of board directors.  

These results may alert the policy maker (i.e. the 
CMA) to the differences between Saudi Arabia and 

advanced countries in terms of relevant business sector 
needs. Specifically, in its efforts to renew CG 
regulations, the CMA should adopt appropriate 
regulations that consider the specific needs of Saudi 
business sector instead of blindly borrowing regulations 
from abroad. 

The remainder of this paper is organized as 
follows: Section 2 reviews the literature and develops the 
research assumption. The research methodology is 
described in Section 3. Section 4 reports and discusses 
the results of the study. The final section provides the 
conclusion, and discusses limitations of the study and 
possible areas for future research.  

II. Theory and Hypothesis 
Development 

Due to a separation between ownership and 
management, management might misuse the firm’s 
resources to maximize their own interest. This would 
cause a conflict between owners of firms and 
management. Agency theory suggests that the board of 
directors can reduce such conflicts by acting as a 
monitoring control system and ensuring that 
management acts are consistent with the behavior of 
owners (Jensen & Meckling, 1976). However, as the 
board is responsible for authorizing access to a firm’s 
resources (Hendry & Kiel, 2004), developing the 
strategic direction of the firm and providing guidance for 
setting roles and objectives aligned with owners’ 
interests (Jensen, 1993, Zahra & Pearce, 1989), it is 
most important to ensure that performance complies 
with established goals. In addition, as part of their 
responsibilities to ensure that firms achieve the goals 
established, the boards have the authority to remove a 
CEOs if he or she fails to perform as expected (Zahra & 
Pearce, 1989), thereby indicating the direct influence 
board members can exert on corporate performance.  

In general, board size, among other board 
characteristics, is considered to be an important factor 
that affects the monitoring of management and limits the 
extent of domination of the CEO on the board of 
directors (Fauzi & Locke, 2012; Zahra & Pearce, 1989), 
and can improve the decision process (Haniffa & 
Hudaib, 2006) leading to enhanced corporate 
performance.  

Similarly, independent boards can also add 
value to firms in terms of monitoring management 
activities and the financial performance of the 
organization (Hillman & Dalziel, 2003). They also 
influence a firm’s performance in such matters as 
monitoring the operational processes (Fuzi, Adliana, & 

Julizaerma, 2016) encouraging managers to focus on 
long term performance rather than routine activities 
(Alves, 2014) and authorizing the decisions of 
management based on whether they benefit 
shareholders (Fama & Jensen, 1983). In this regard, 
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Haniffa and Hudaib (2006) indicated that an effective 
independent board helps reduce agency cost resulting 
from misallocation of resources. Indeed, an independent 
board with a majority of non-executive directors can 
better provide firms with experience, skill, and contacts 
(Haniffa & Hudaib, 2006; Hermalin & Weisbach, 1988) 
and thereby helping firms to identify the opportunities for 
better performance.  

Zahra and Pearce (1989) argued that the 
presence of a majority of independent directors is 
important for developing strategies through their 
involvement in debates and discussions related to 
established strategies and long term objectives. In this 
respect, independent boards provide assurance that the 
firm’s strategies are established consistent with the 
shareholders’ objectives.  

Previous studies have documented that firms 
with independent boards tend to report better 
performance. For example, Reddy et al. (2008) used the 
data from small firms to investigate the effect of 
independent boards, among other CG characteristics, 
on the performance of New Zealand listed firms and 
found that independent boards improved firm 
performance, as did Hossain et al. (2001). Likewise, 
Fauzi and Locke (2012) found a positive relationship 
between the proportion of non-executive directors on the 
board and firm performance as measured by Return On 
Asset (ROA). 

Using a sample consisting of firms listed on the 
New Zealand Stock Exchange, Coles et al. (2008) found 
that firms with a more complex structure with more 
outside directors on the board performed better in 
maximizing the value of firms. Similarly, Luan and Tang 
(2007) documented a positive relationship between 
outside directors and firm performance, implying that 
the more outside directors there were on the board, the 
more independent the board would be of the 
management and the better the firm would perform.  

A study undertaken by Bhagat and Black (2002) 
revealed that low-profitability firms tend to increase the 
independence of their boards with the expectation of 
better future performance. This implies that firms 
recognize that having more independent directors is a 
viable strategy for improving their performance. 

In a similar vein, Hermalin, and Weisbach (1988) 
had earlier reported that in low- profitability firms, 
internal directors are replaced by outside directors, and 
they suggested that ineffective management by internal 
directors could cause poor performance, thus leading to 
the need for more outside directors. This indicates that 
more independent boards, measured by the proportion 
of outside directors on the board, are better able to 
monitor management and hence improve a firm’s 
performance.  

Dahya and McConnell (2007) found that British 
firms that added outside directors in response to the 
adoption of the Cadbury Report were able to increase 

their operating performance, indicating that 
independence of the boards measured by the number 
of outside directors does indeed have a beneficial 
impact on the performance of firms. 

Nevertheless, despite the studies that have 
shown the positive impact of board independence on 
firm’s performance, some research studies provide 
evidence that independence of the board is negatively 
associated with the performance of firms (Agrawal & 
Kneoeber, 1996; Fauzi& Locke, 2012); while other 
studies found board independence had no significant 
impact on the firm’s performance (Fuzi et al., 2016; 
Haniffa & Hudaib, 2006; Wang & Oliver, 2009). One 
explanation for the negative results might that the non-
executive directors have had limited time or irrelevant 
experience to perform their functions effectively. Wang 
and Oliver (2009) mentioned other possible reasons for 
this situation, including the appointment of non-
executive directors who share similar demographic 
characteristics as other board members, or where 
results were reported from passive boards rather than 
more active boards. This implies that non-executive 
directors may be selected intentionally to play a passive 
role in the boardroom.  In other cases, non-executive 
directors may lack real independence as they are 
controlled by the CEOs (Bhagat & Black, 2002), and 
therefore they will be less effective in monitoring 
management; their appointment is merely to comply 
with the CG regulation. This would lead to adding more 
non-executive directors with a higher cost to the firm 
(Fauzi& Locke, 2012) and less contribution to the firm’s 
performance.  

In summary, research on the relation between 
independence of the board and firm performance has 
produced mixed results; some studies have reported 
positive results supporting the view that independent 
boards help enhance a firm’s performance as they are 
better able to monitor management and ensure that 
management activities are in compliance with the 
interest of owners. Hence, they help limit misuse of 
firm’s assets and improve earnings outcomes. In 
contrast, some studies documented that with the 
domination of CEOs on the board of directors as noted 
in less developed countries, non-executive directors as 
indicators of independence of the board become more 
costly, in that they outweigh the benefit obtained from 
them. This cost is a function of many factors, such as 
lack real independence, limitations of time, irrelevant 
experience, and higher remuneration.  

CMA in Saudi Arabia has adopted a positive 
view when developing CG regulations. It requires that 
non-executive directors shall constitute the majority of 
the board, and the one-third of the board shall be 
composed of independent directors. 

The current study extends prior studies by 
investigating the effect of these requirements on the 
performance of Saudi nonfinancial listed firms. Since 
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this study uses data from an environment with unique 
characteristics (i.e. more adherence to social norms and 
the influence of a tribal system), it is anticipated that the 
relation between independence of the board and firm 
performance could well be negative rather than positive.  

This implies that when the proportion of non-
executive directors increases, as an indicator of 
independent boards, the level of firm performance 
decreases, correspondingly. In other words, an increase 
in the proportion of non-executive directors is 
associated with a reduction in the level of firm’s 
performance. Hence, the first hypothesis of this study is 
stated in the alternative form as follows: 
H1: There is a negative relationship between the 
proportion of non-executive directors on the board and 
the performance of Saudi nonfinancial listed firms. 

Board size is another important factor affecting 
the performance of firms. The literature reports that the 
size of the board can affect performance through its role 
in monitoring management and the board’s involvement 
in the making decision process of the firms (Haniffa & 
Hudaib, 2006). 

In fact, two competing views are used to explain 
the association between board size and the 
performance of firms.  In the first view, researchers 
argue that small boards are more effective in improving 
performance because they can be more easily 
monitored by shareholders (Haniffa & Hudaib, 2006), 
and thus they become very helpful in ensuring good 
outcomes.  

In addition, Guest (2009) indicated that 
coordination and communication problems would be 
less when boards are small, indicating that decisions 
could be made quickly with small boards. Reddy et al. 
(2008) argued that small boards are likely to reach 
consensus more easily on issues being discussed 
simply because they consist of fewer members. Coles et 
al. (2008) also argued that small boards are more 
effective and more productive and cohesive. This 
suggests that small boards deal better with financial 
performance issues in a timely and productive manner, 
thereby being more active compared to large boards 
and more likely to attain better performance. 

Prior studies provide evidence consistent with 
this view. For example, Guest (2009) investigated the 
impact of board size on firm performance using a large 
sample of UK listed firms. His results support the 
hypothesis that larger board size has a negative impact 
on the performance of firms, implying that smaller 
boards are more effective in getting better performance.  

In the American
 

corporate context, Cheng, 
Evans, and Nagarajan (2008) examined the association 
between board size and firm performance. Their findings 
revealed that smaller board has a positive influence on 
the firm performance. Specifically, this relationship 
existed at

 
higher takeover intensity. Similarly, Yermack 

(1996) investigated board size for a large sample of 452 
US firms over the period 1984-1991 and provided 
evidence that smaller boards were more effective in 
enhancing the firm’s value and hence maximizing 
earnings outcomes. In a study of New Zealand firms, 
Hossain et al. (2001) found that firms with fewer 
directors were better able to achieve a higher level of 
performance.  

Eisenberg, Sundgren, and Wells (1998) 
reported a negative relation between board size and 
financial performance of firms in small and mid-sized 
Finnish firms. Likewise, Reddy et al. (2008) also found 
evidence of the negative effect of board size on firm 
performance, implying that as board size increases, the 
level of performance decreases. Problems of large 
boards that affect their effectiveness have been 
documented in the literature, such as higher co-
ordination costs (Jensen, 1993), slow decision making 
processes (Zahra & Pearce (1989), and higher free 
riding cost (Cheng et al., 2008). 

However, the alternative view that larger boards 
are more effective in improving the performance of firms 
also has some support. It is argued that larger boards 
provide a wider diversity of experiences and skills that 
are needed to secure firms’ resources (Haniffa & 
Hudaib, 2006); they can give good advice and counsel 
to management and hence improve firm performance 
(Dalton et al., 1999). In this context, Zahra and Pearce 
(1989) argued that because larger boards have more 
experts and qualified members, they would be better 
able to monitor the CEOs and retain the power required 
to resist attempts at domination or exploitation by 
management. Hence, they would help enhance the 
quality of managerial activities and improve earnings 
outcomes.  

It is also suggested that, because of wider 
networks of contacts, firms with larger boards are likely 
to have easier access to outside resources such as 
external funding and suppliers (Dalton et al., 1999); that, 
in turn, affects the implementation of strategies and 
facilitates transactions and contracts with external 
resources, all of which contribute to improved firm 
performance. 

Several studies provided evidence supporting 
this view. For example, Coles et al. (2008) found that 
board size is positively associated with Tobin’s Q 
implying that larger boards help enhance value 
maximizing outcomes for firms. Larmou and Vafeas 
(2010) also found that having a larger board positively 
influences the performance of smaller firms that have 
already suffered from poor operating performance. The 
results of a study undertaken by Fauzi and Locke (2012) 
suggested that large boards are more effective in 
monitoring of management and achieving long-term 
objectives. Likewise, Dalton et al.’s (1999) meta-analytic 
study investigated whether number of directors had an 
influence on the performance of financial firms. They 
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found a positive relation existed between board size and 
firm performance.  

In sum, the literature on the relation between 
board size and firm performance is divided. On one 
hand, some researchers have argued that smaller 
boards are more effective in improving firms’ 
performance as they involve less coordination and fewer 
communication problems. Because they are more 
cohesive and cooperative, they are more likely to reach 
consensus easily, which is important in order to deal 
with financial performance issues in a timely and 
productive manner.  

On the other hand, other researchers argue that 
large boards are more effective as they include directors 
who have broad, diversified knowledge and the skills 
needed to secure firm’s asset, provide good advice and 
counsel, and reduce the domination and exploitation of 
management. Because external directors often serve on 
multiple boards they have strong contacts with outside 
firms, which facilitates transactions and contracts with 
external resources.  

In the case of Saudi Arabia, CMA required that 
the number of board members of each listed firms shall 
not be less than three and not exceed eleven. This 
implies that CMA stands in the middle between the two 
competing views. 

Considering the CMA regulations and also the 
inconsistent results regarding this issue published in the 
literature, the current study does not predict the 
direction of a relationship between board size and firm 
performance. Hence, in order to examine whether board 
size is associated with the performance of Saudi 

nonfinancial listed firms, the second hypothesis of this 
study is stated, in alternative form, as follows: 
H2: There is relationship between the number of board 
members and firm performance in Saudi nonfinancial 
listed firms.  

III. Methodology 

a) Data 
The current study uses data obtained from the 

financial reports of Saudi nonfinancial listed firms over 
the period 2013 to 2015. Data were collected from 
TADAWL, the official site of the Saudi Stock Exchange.  
The reason for selecting this period is to examine the 
relationship between board size, independence and firm 
performance after the adoption of the CG regulation. 
Following Larmou and Vafeas (2010), it is considered 
that a period of three years is sufficient to reflect the 
effect of both board size and independence on the 
firms’ performance. However, banks and insurance firms 
are excluded from the sample due to their specific 
regulatory requirements (Dahya & McConnell, 2007; 
Guest, 2009; Haniffa & Hudaib, 2006; Hermalin & 
Weisbach, 1988) that lead to differences in CG 
practices. 

The initial sample consisted of 355 firms after 
excluding banks and insurance firms. Eight firms were 
found to be outliers, and a further eighteen firms were 
excluded due to incomplete data. This yields the final 
sample of 329 firms over the period 2013-2015. Table 1 
reports the number of firms per year for the final sample 
used in the analysis. 

Table 1: Sample description 

Year Firms Sample/Total 
2013 105 94% 

2014 110 95% 
2015

 
114

 
89%

 
Total

 
329

  
b) Variables 

The first independent variable is board 
independence. This variable is defined in line with the 
CMA definition and studies by Haniffa and Hudaib 
(2006) and Reddy et al. (2008). It is defined as the 
proportion of nonexecutive directors to total number of 
directors on the board. Nonexecutive directors are all 
members of the board who do not have a full- time 
management position at the firms, or who do not receive 
monthly or yearly salary (CMA, 2006).  

The second independent variable is board size. 
It is measured as the total number of executive and 
nonexecutive members of the board, as used in 
previous studies (Fauzi& Locke, 2012; Reddy et al., 
2008). 

The dependent variable of this study is firm 
performance, defined as overall earning power or 
profitability. Consistent with prior studies (Fallatah & 
Dickins, 2012; Guest, 2009; Huybrechts et al., 2016), 
this study uses an accounting-based measurement of 
performance, namely Return On Asset (ROA). This 
indicator of performance is widely used in the literature 
to capture outcomes of management activities. Hence, it 
is appropriate for studies that examine board-
performance relationships. ROA is calculated as 
dividing operating profit before depreciation and 
provision by total asset.  

Deriving from earlier studies, several control 
variables are included in the regression model. 
Leverage (LEV) is a ratio of total liabilities to total assets. 
Prior studies have documented that leverage is 
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negatively associated with firm performance (Fallatah & 
Dickins, 2012; Guest, 2009; Reddy et al., 2008). Firm 
size (SIZE) is the natural log of total assets.The 
relationship between size and firm performance is 
expected to be positive (Fallatah & Dickins, 2012; 
Guest, 2009; Haniffa & Hudaib, 2006). Board meeting 
activity (BMEET) is included in the model to capture the 
effect of board activities. Zahra and Pearce (1989) 
argued that effective board meetings are an important 
tool to ensure that the board is active in monitoring 
firms’ performance. Larmou and Vafeas (2010) used a 
composite index of factors including board and 
committee meetings to measure board activity; they 
found that board activity is positively correlated with firm 
performance. It is measured by the number of board 
meetings held during a year. Age (AGE) is the number 
of years from the first listing in TADAWL. In line with 
Guest (2009), who found that age has a negative impact 
on ROA, the current study expects a negative 
relationship between firm age and performance. 
Business segment (SEGMENT) is measured by the 
number of business segments that are included as main 
activities of firm. In line with the findings of previous 
studies (Cheng et al., 2008; Hossain et al., 2001), the 
current study expects that the number of business 
segments is negatively associated with performance. 
Table 2 summarizes the measurements of the variables 
used in the regression model. 

c) Model 
In general, the model is used to examine 

whether board size and independence have an 
influence on firm performance. Following the studies by 
Guest (2009) and Larmou and Vafeas (2010), two 
analytic methods are used to explain the variation in the 
level of firm performance resulting from the independent 
variables (i.e. the independence and size of board). The 
within-firms variation model is estimated first, for each 
firm in time. The aim of this test is to capture the effect of 
other factors that are not included in the model; in this 
way this fixed effect model reduces any endogeneity 
problem that exists in the board - firm performance 
relationship (Guest, 2009). To do this, data for each firm 
is entered three times in a panel covering the period of 
2013-2015. This yields an unbalanced sample of 329 
firms.  

The second model is estimated to explain the 
between-firms variation by using the mean value for 
each firm (i.e. one observation per firm). The aim of this 
test is to capture the differences in firm performance 
across firms. Notably, the regression model is also re-
estimated for each year separately by using the real 
value for each variable instead of the mean value. The 
purpose of re-estimation analysis is to enhance the 
validity of the between-firms variation test. In addition, 
this technique provides additional control for bias in 
standards errors (Guest, 2009). 

The regression model is specified as follows: 

ROA= β0+ β1BIND+ β2BSIZE+ β3LEV + β4SIZE+β5BMEET+β6AGE+ β7SEGMENT+e 

Where ROA is an accounting-based measurement of firm performance and other variables are as defined in 
table 2.   

 
Table 2:

 
Variables Definition

 
BIND = the proportion of nonexecutive directors to total number of directors on the 

board 
BSIZE = the total number of executive and nonexecutive members of the board 
LEV = The ratio of total liabilities to total assets 
SIZE =  the natural log of total assets 
BMEET = the number of board meetings held during a year 
AGE = the number of years from the first listing in TADAWL 
SEGMENT  the number of business segments that are included as main activities of 

firm 

IV. Results 

a) The main results 
The descriptive statistics of the sample are 

presented in table 3. It shows that the mean value of 
ROA is .06 with a minimum value of -.18 and a 
maximum value of .33. This statistic value indicates that 
Saudi nonfinancial listed firms reported generally low 
performance over the period 2013-2015.  On average, 

the proportion of non-executive members of board is 
about 38 %, suggesting that the proportion of non- 
executive members of board in Saudi nonfinancial listed 
firms is relatively low, a little over one-third of board 
directors. In terms of board size, the number of board 
members range from 4 to 12 members, with the mean 
value of 8. It appears that Saudi nonfinancial listed firms 
tend to adhere to the CG regulation that requires the 
number of board members to be between 3 and 11. It is 
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suggested that the board size is not so large as to 
adversely affect the firm’s performance, nor is it so small 
to the extent that the firm suffers from problems related 
to smaller boards. The mean value of leverage is .37, a 
ratio of total liabilities to total assets that can be 
considered low for the Saudi nonfinancial listed firms 
included in the sample. On average, Saudi nonfinancial 
listed firms are mid-sized firms in terms of total assets. 
With regard to board activity, the mean value of the 

number of board meetings is five per year, which can be 
considered sufficient in terms of frequency. On average, 
the Saudi nonfinancial listed firms are not recently 
established; the mean number of years from the first 
listing in TADAWL is 17.2 years, with a range from 1 year 
to 46 years. Finally, the mean number of sectors in 
which the Saudi nonfinancial listed firms are engaged is 
about 3, with a range from 1 to 10.  

Table 3: Descriptive Statistics 

Variable Minimum Maximum Mean Median Standard 
deviation 

ROA -.18 .33  .06  .05  .08  

BIND .00 .89  .38 .43 .19  

BSIZE 4 12  8 9 1.5  

LEV .01 .84  .37 .36 .21  

      SIZE

 

4.3

 

8.5

 

6.4

 

6.35

 

.69

 BMEET

 

2 16

 

5 5 2.2

 AGE

 

1 46

 

17.2

 

13

 

13.4

 SEGMENT

 

1 10

 

2.96

 

3 1.80

 
Table 4 presents the correlation between the 

variables included in the model. None of independent 
variables are strongly related to each other, indicating 

the absence of any multicollinearity problem in the 
regression model.

 

Table 4:
 
Pearson Correlation Coefficients

 

  
(1)

 
(2)

 
(3)

 
(4)

 
(5)

 
(6)

 
(7)

 
(8)

 
ROA (1)

 
1 .02

 
.11*

 
-.31*

 
.09

 
-.02

 
.11*

 
-.17*

 
BIND (2)

 
 

1
 

.23*
 

.24*
 

.41*
 

.08
 

-.07
 

.02
 

BSIZE(3)
 

  

1
 

.10*
 

.45*
 

-.05
 

-.001
 

-.006
 

LEV(4)
 

   

1
 

.43*
 

-.04
 

-.31*
 

-.07
 

SIZE(5)
 

    

1
 

.07
 

-.05
 

-.06
 

BMEET(6)
 

     

1
 

.19*
 

.04
 

AGE (7)
 

      

1
 

-.06
 

SEGMENT (8)
 

       

1
 

Note: Correlation is significant at the .05 level; variables are as defined in model specification in section III 

Table 5 presents the regression results for 
within- and between-firms variation models. Both 
models are significant at the .01 level with F values of 
11.41 and 2.91, respectively.  

The result of within-firms variation model reveals 
that board independence is not associated with firm 
performance (p= .75). This result implies that an 
independent board has no significant impact in 
explaining variance in the level of firm performance for 
any one firm over time. In the between-firms variation 
model, board independence is also not significantly 
associated with firm performance (p=.89) implying that 
board independence is not able to explain the variance 

in firm performance across firms included in the sample. 
The result of the regression models for each year, as 
reported in table 6, reveals that board independence 
has no significant impact( p= .63; p=.83; p=.83). 
Therefore, the first hypothesis of this study is not 
supported. This result suggests weak performance on 
the part of non-executive directors. Overall, the findings 
of this study are not consistent with the view that an 
independent board has an important role in reducing 
any agency conflict that might arise from a separation 
between owners and management. 
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 Table 5:

 

Regression Result 

ROA= β0+ β1BIND+ β2BSIZE+ β3LEV + β4SIZE+ β5BMEET+ β6AGE+ β7SEGMENT+e

 Variables

 

Within-

 

firm variation

 

Between- firm variation

 Intercept

 

.35

 -(.93)

 

.24

 -(1.18)

 BIND

 

.75

 (.32)

 

.89

 -(.14)

 BSIZE

 

.50

 (.67)

 

.64

 (.47)

 LEV .000*

 -(7.42)

 

.001*

 -(3.54)

 SIZE

 

.000*

 (3.75)

 

.04*

 (2.07)

 BMEET

 

.38

 -(.88)

 

.99

 (.01)

 AGE

 

.74

 -(.34)

 

.19

 (1.33)

 SEGMENT

 

.000*

 -(3.72)

 

.06

 -(1.87)

 Firm effect

 

Yes

  Time  effect

 

Yes

  Adjusted R 2= 

 

.18

 

.11

 F-ratio =

 
 

11.41

 

2.91

 
n

 

= 

 

329

 

106

 
Note.  *p-values represent one-tailed tests when direction of coefficient is consistent with expectations; variables are as defined in 
model specification in section III.

 

One possible explanation for this result is the 
fact that the Saudi population consists of many tribes, 
and respect for the wishes of a tribal leader may 
outweigh official rules. This leads to the proposition that 
the business environment in Saudi Arabia is shaped by 
the tribal system (Haniffa & Hudaib, 2007). In this 
regard, Haniffa and Hudaib (2006) indicated that non-
executive directors, in less developed countries, are 
frequently selected based on considerations such as 
political affiliation or contacts and not because their 
qualifications or experience.

 

Another problem linked to such a system is 
related to board culture, where most patterns of 
behavior exhibited by the board of directors are derived 
from those applied in a tribal system (in this case, for 
example, the rules of nominating non-executive 
members on the board). Based on this view, most non- 
executive members of boards are selected from among 
those individuals who have a strong tribal relationship 
with the CEOs. Consequently, politeness and deference 

rather than truth and frankness would be common 
during discussions at board meetings and, in turn, this 
would adversely affect the performance of firms 
(Jensen, 1983). This situation also results in selecting 
directors with irrelevant experience or poor knowledge 
about the performance of firms and hence they will be 
not able to review CEO actions or disclose the faults of 
management. Another problem when the power is 
concentrated in one or a few individuals is that 
information is closely controlled; in this issue, the CEOs 
determine the type and quantity of information available 
to members of board (Jensen, 1983). In some cases, 
they prevent non-executive directors from access to 
information that might disclose weaknesses in firm 
performance.
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However, the result is consistent with the 
findings of Bhagat and Black (2002), Haniffa and 
Hudaib (2006), and Fuzi et al. (2016) who found that 
board independence was not significantly associated 
with firm performance.



 

 

With regard to board size, the results of within-
firms variation model reveal that board size is not 
statistically associated with firm performance (p= .50). 
In other words, the number of board members has no 
significant impact on the variance in the level of firm 
performance for any single firm over time. In the 
between-firms variation model, board size is also not 
significantly associated with firm performance (p=.64); 
thus it is unable to explain the variance in firm 
performance across firms. The result of the regression 
models for each year, as reported in table 6, reveals that 
board size does not have any significant impact (p= 
.79; p=.78; p=.44). Therefore, the second hypothesis of 

this study is not supported. This finding can be 
attributed simply to the effectiveness of the members of 
boards. Although the number of board members seem 
to be sufficient (eight on average), they are ineffective in 
performing their functions and therefore serve merely to 
fill empty seats. This finding stresses the importance of 
having executive members to perform complementary 
roles in improving the performance. As executive 
directors work in firms on a daily basis, they would be 
more familiar with the operating systems and the 
processes that need to improve (Haniffa & Hudaib, 
2006). Thus, familiarity with the inner workings of the firm 
would help identify the opportunities for its success. 

 Table 6:

 

Multiple Regression of ROA on Board size and independence (model 1-3)

 
Variables

 

Model 1

 

Model 2

 

Model 3

 
Intercept

 

.31

 

.57

 

.87

 
BIND

 

.63

 

.83

 

.83

 
BSIZE

 

.79

 

.78

 

.44

 
LEV .00*

 

.00*

 

.00*

 
SIZE

 

.02*

 

.02*

 

.13

 
BMEET

 

.64

 

.17

 

.68

 
AGE

 

.98

 

.70

 

.44

 
SEGMENT

 

.06**

 

.03*

 

.03*

 Note. *, ** Represent statistical significant at P<.05, P<.10, respectively. One-tailed test for a directional predicted sign, and two-
tailed otherwise.

 
Considering the very small percentage of 

executive directors of Saudi nonfinancial listed firms 
(only .11 of board members), it is suggested that firms 
should find a mix of both non-executive and executive 
directors so that both can

 

contribute effectively to firm’s 
performance. Since the recent regulations in Saudi 
Arabia have not specified the number of executive board 
directors, there is a need to open discussion on this 
issue due to the importance of having executive 
directors along with the non- executives on the board of 
directors. 

 In terms of control variables, the results show 
that leverage (LEV) is negatively associated with firm 
performance (p< .01), confirming that firms with a high 
level of leverage achieve a lower level of performance. 
Size (SIZE) is positively associated with firm 
performance (p< .05) implying that larger firms out-
perform smaller firms. Finally, the number of segments 
in which a firm operates (SEGMENT) is negatively 
associated with firm performance (p< .01). The 
remaining variables (BMEET and AGE) were found to be 
not significant. The result of the AGE variable also 
shows that the number of years of listing does not have 
any influence on firms’ performance. 

 

b)

 

Results of additional tests

 
Several tests were carried out in order to 

enhance the validity of the key results.

 
Alternative measurements of the variables: To 

test the stability of the initial analysis, alternative 
measurements are used for board size, independence, 
and ROA. First, following Larmou and Vafeas (2010) the 
between-firms variation analysis were repeated using 
industry-adjusted ROAs. Each value of ROA is adjusted 
by the corresponding median ROA of firms in the same 
industry. The TADAWL classification was adopted to 
classify the industries into 13 industries excluding banks 
and insurance firms. The aim of this technique is to 
reduce the fluctuation in ROA across industries, and 
enhance the accuracy of comparisons made between 
firms in similar industries included in the sample 
(Larmou & Vafeas, 2010). However, there was no 
change in outcome: the result shows that variation in the 
median industry-adjusted ROA is not influenced by 
either board size or independence (p= .83; p= .32 
respectively).

 
In line with a study carried out by Fallatah and 

Dickins

 

(2012), board independence was measured by 
a dummy variable taking 1 when the board consists of a 
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majority of independent directors. Notably, this definition 
uses independent directors instead of non-executives to 



measure board independence. The un-tabulated result 
shows that association between board independence 
and the firm performance does not change across firms, 
while the coefficient of board independence remains 
insignificant (p= .10). In within- firms variation model, 
board independence is not significant in explaining 
within-firms variation in ROA values (p= .11). 

 
With regard to board size, it is measured by the 

natural log of board size (Cheng et al., 2008), proposing 
that the relationship between the board size and 
performance is non-linear. The

 

two models (i.e. with- 
and between- firms variation) were re-estimated to test 
the relation between board size and performance. The 
results show that the relation between board size and 
performance for both models are not significant (p=.32, 
p= .47 respectively). 

 
The interaction effect: this study controlled for 

the effect of interaction between variables on the level of 
performance as measured by ROA. The study of Wang 
and Oliver (2009) reported that large firms are more 
likely to have independent boards

 

and, in turn, this 
might affect the performance of these firms.  To test the 
effect of interaction between board independence and 
firm size on performance, the variable of BIND*SIZE is 
included in the model. The finding (not reported) shows 
that the interactive variable (BIND*SIZE) is not 
significant (p= .38); thus, the result remains unchanged.  
In particular, the result indicates that non-executive 
board members in large firms in Saudi Arabia appeared 
to play no significant role in improving the performance 
across firms. 

 
Prior studies (Eisenberg et al., 1998; Fauzi and 

Locke, 2012; Guest, 2009) have documented that board 
size is associated with firm size proposing that larger 
firms are more likely to have larger boards of directors to 
meet with their increased needs. To test the effect of 
interaction between board size and firm size on 
performance, the variable of BSIZE*SIZE is included. 
The result shows that the coefficient of the interactive 
variable (BSIZE*SIZE) is not significant (p=.16) implying 
that

 

the number of board members in larger firms do not 
have a significant role in improving the firms’ 
performance. In order to test whether board size is 
associated with performance of firms in small and mid-
size firms, the sample was split into two subgroups 
based on the median value of firm size. The values 
below the median of firm size (6.35) represent the small 
and mid-size firms. The result shows that board size 
does not have a significant impact on the performance 
of small and mid-sized firms (p=.78). Taken together, 
the results suggest that size of firms does not modify the 
relationship between board size and firm performance. 

 Sensitivity to change in the level of independent 
variables: The regression model was also re-estimated 
to test whether the relation differs based on the variation 
in the level of independent variables. 

 
In first test, it is proposed that the relation 

between board independence and firm performance is 
not constant across the entire range of board 
independence (Bhagat and Black, 2002). In order to test 
this hypothesis, the range of proportion of non-executive 
directors on the board is divided into three levels based 
on quartile values. Each level could be a breakpoint at 
which the relationship between board independence 
and firm performance might be significant. The three 
levels of board independence are: low level of board 
independence (BINDL): taking 1 if BIND< .24 (the 
scores less than the first quartile); mid-level of board 
independence (BINDM): taking 1 if .24<BIND<.54 (the 
scores representing the interquartile range between .25 
and .75 of values); high level of board independence 
(BINDH): taking 1 if BIND>.54(the scores greater than 
the top quartile). To run the regression, BIND is replaced 
by one of the three variables and entered one by one to 
the initial model. This yields three regression models. 
The results of the three models reveal that neither of the 
first two coefficients of board independence (BINDL and 
BINDM) is significant across firms (p=.91; p=.14 
respectively). However, the variable of high board 
independence is negatively significant at the 10 percent 
level of significance (p=.058). This provides some 
evidence that firms with a high percentage of non-
executive directors perform more poorly than other 
firms. Collectively, the results suggest that non-executive 
directors are neutralized by the power of the CEOs. In 
most cases, their presence in the firms has no effect on 
performance, while in some other cases they might have 
an adverse impact due to their higher cost in terms of 
board remuneration paid to them and lower benefit 
obtained from them. 

 
In terms of board size, Guest (2009) indicated 

that the relation between board size and firm 
performance might be determined by the optimal board 
size in which firms achieve

 

a highly valued mix of non-
executive and executive board members. To test 
whether the relation between board size and 
performance might be influenced by a change in the 
number of board members, the range of board size is 
divided into three levels based on

 

the percentile values: 
low, mid, and high size. This yields three independent 
variables representing the different levels of board size 
(i.e. BSIZEL, BSIZEM, and BSIZEH). The first variable 
(BSIZEL) is measured by a dummy variable taking 1 if 
board size <7 members; the second variable (BSIZEM) 
is measured by a dummy variable taking 1 if 7<board 
size <9 members; the third variable (BSIZEH) is 
measured by a dummy variable taking 1 if board size 
>9 members. Each of the three variables is used 
separately in the regression model instead of board 
size. The results of the three models show that none of 
the coefficients of the three variables representing 
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different levels of board size (i.e. BSIZEL, BSIZEM, and 



BSIZEH) is significant (p=.25; p=.11, p=.43, 
respectively). This implies that the relation between the 
board size and performance is not influenced by a 
change in the number of board members and remains 
constant across board size. 

 
V.

 
Conclusion

 
This paper has examined the association 

between board size, independence and firm 
performance as measured by ROA. In terms of board 
independence, the results of this study suggest that 
board independence is not associated with firm 
performance. This implies that the CMA 
recommendation regarding the independence of the 
board (i.e. that non-executive directors shall make up 
the majority of members of the board of directors) 
seems to be ineffective and it is posited that this is 
because of the specific nature of business structure in 
Saudi Arabia. In general, Saudi business structure is 
influenced by societal norms that are heavily influenced 
by the tribal system and tribal values. In such a system, 
decision making is based on the views of one or a few 
individuals who are in positions of high esteem and not 
based on the

 
official requirements. For example, 

decisions regarding the selection of individuals for 
certain positions in the company are most likely to be 
based on their relationship to the influential person, 
regardless of their skill or qualification. This situation 

irrelevant experience or inadequate knowledge about 
the performance of the firm. Hence they will be not able 
to review the CEO’s actions or disclose the faults of 
management. Another problem is

 
the close control over 

information by the CEOs, who can determine the type 
and quantity of information available to other members 
of the board. In particular, the CEOs prevent non-
executive directors from gaining access to the 
information that they need to be able to monitor the 
management, thus affecting their ability to contribute 
effectively to the firm’s performance. 

 The result of the additional tests provide some 
indication that board independence can, in fact, have an 
adverse impact on the firm’s performance. In particular, 
the results of the additional tests show that firms with a 
higher percentage of non-executive directors perform 
worse than firms with a smaller proportion of non-
executive directors. This is because, in the Saudi 
business context,

 
non-executive members lack real 

independence from management and represent an 
additional cost burden that outweighs any benefits 
obtained from them. 

 In terms of board size, the results reveal that, 
similarly, the number of board members is not 
associated

 
with firms’ performance. This unexpected 

result, which contradicts the findings of a number of 
other studies, occurs simply because members of 

boards in Saudi nonfinancial listed firms are not effective 
in performing their functions. In other words, there

 
is a 

discrepancy between the requirements of the position 
and the official qualification of the appointees. This 
results in the presence of directors on boards who are 
unable to contribute meaningfully to firms’ performance. 

 In view of a new movement in Saudi Arabia 
toward reviewing the CG regulation, the results of this 
study may be useful for policy makers (i.e. CMA) who 
are concerned about the relation between board size, 
independence and firm performance. In terms of board 
independence, it is recommended that CMA require 
firms to have a nomination and remuneration (N&R) 
committee whose members shall be non-executive 
members. However, Since the R&N committee is 
responsible for selecting members of boards, it is 
expected that CEOs are influenced by societal factors 
(i.e. relation or contact with directors) when selecting 
members of boards. To alleviate this problem, it is 
suggested that the CEOs could be not be included as 
members of the R&N committee.  On the other hand, to 
ensure that non-executive directors are both qualified 
and independent from management, it is recommended 
that CMA encourages firms to have more directors who 
serve on multiple boards. In terms of board size, CMA 
should consider the importance of the role of executive 
directors in improving firm performance, instead of 
continuing the current model of board composition that 
focuses only on non-executive directors. 

 A limitation of the current study concerns the 
use of an accounting-based measurement of firm 
performance (i.e. ROA). This was used because 
information on market-based measurements of 
performance was not available. As noted by Dalton, 
Daily, Ellstrand, & Johnson (1998), accounting-based 
measurement of performance might lack precision since 
it involves estimations that are more subject to 
management control.

 Nevertheless, the current study has addressed 
several issues that might be researched further in future 
studies. First, the current study was carried out to 
examine the issues of board size and independence in 
one country of the Gulf Cooperation Council (GCC); that 
is, Saudi Arabia. It is recommended that future studies 
could obtain evidence from other GCC countries that 
have similar business structures. Second, it is 
recommended that future studies examine the role of 
board committees on firm performance. One suggested 
area is to examine whether audit committees play a role 
in improving corporate performance. A third possible 
area for future research is the effect of CEOs on board 
independence and firm performance when they chair 
the R&N committee. Fourth, the current study has used 
the quantitative method to examine the role of board 
size and independence on firm performance. It is 
suggested that future studies should incorporate 
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often results in the selection of unqualified directors with 



qualitative methods to study such issue in more detail. 
Finally, future studies might investigate the effect of 
other factors on the relation between board size, 
independence and firm performance. For instance, 
culture is an important factor that could modify the 
relationship between board size, independence and firm 
performance, especially in less developed countries, 
and it is a viable issue for future research to investigate.  

References RéférencesReferencias 

1. Alves, S. (2014). The Effect of Board Independence 
on the Earnings Quality: Evidence from Portuguese 
Listed Companies. Australasian Accounting, 
Business and Finance Journal, 8(3), 24-44. 

2. Bhagat, S., Black, B. (2002). The Non-Correlation 
between Board Independence and Long Term Firm 
Performance. Journal of Corporation Law, 27, 231-
274. 

3. Cheng, S., Evans, J, H., Nagarajan, N, J. (2008). 
Board size and firm performance: the moderating 
effects of the market for corporate control. Rev 
Quant FinanAcc, 31,121–145. 

4. Coles, J., Daniel, N., & Naveen, L. (2008). Boards: 
Does one size fit all?. Journal of Financial 
Economics, 87, 329-356. 

5. Dahya, J., McConnell, J. (2007). Board 
Composition, Corporate Performance, and the 
Cadbury Committee Recommendation.  Journal of 
Financial and Quantitative Analysis, 42(3), 535-564. 

6.
 

Dalton, D, R., Daily, C, M., Ellstrand, A, E., & 
Johnson, J, L. (1998). Meta-Analytic Reviews of 
Board Composition, Leadership Structure, and 
Financial Performance. Strategic Management 
Journal, 19, 269–290. 

 

7.
 

Dalton, D, R., Johnson, J.L., Ellstrand, A.E. (1999). 
Number of Directors and Financial Performance: A 
Meta- Analysis. Academy of Management Journal, 
42(6), 674-686.

 

8.
 

Eisenberg, T., Sundgren, S., Wells, M, T. (1998).  
Larger board size and decreasing firm value in small 
firms. Journal of Financial Economics, 48, 35-54.

 

9.
 

Fallatah, Y., Dickins, D. (2012). Corporate 
governance and firm performance and value in 
Saudi Arabia. African Journal of Business 
Management, 6 (36), 10025-10034. 

 

10.
 
Fauzi, F., Locke, S. (2012). Board Structure, 
Ownership Structure and Firm Performance: A study 
of New Zealand Listed-Firms. Asian Academy of 
Management Journal of Accounting and Finance, 8, 
(2), 43–67.

 

11.
 
Fuzi, S, F., Adliana, S, A., Julizaerma, M, K. (2016). 
Board Independence and Firm Performance. 
Procedia Economics and Finance, 37, 460 – 465.

 

12.
 
Haniffa, R., Hudaib, M. (2006).  Corporate 
Governance Structure and performance of 

Malaysian Listed Companies. Journal of Business 
Finance & Accounting, 33(7) & (8), 1034–1062. 

13. Guest, P. (2009). The Impact of Board Size on Firm 
Performance: Evidence from the UK. The European 
Journal of Finance, 15(4), 385-404. 

14. Hendry, K., Kiel, G, C. (2004). The Role of the Board 
in Firm Strategy: integrating agency and 
organizational control perspectives. Corporate 
Governance, 12(4), 500-520. 

15. Hermalin, B., Weisbach, M.S. (1988). The 
Determinants of Board Composition. The Rand 
Journal of Economics, 19(4), 589-606. 

16. Hillman, A.J., Dalziel, T. (2003).  Boards of Directors 
and Firm Performance: Integrating Agency and 
Resource Dependence Perspectives.  Academy of 
Management Review, 28(3), 383–396. 

17. Hossain, M., Prevost, A, K., Rao, R, P. (2001). 
Corporate Governance in New Zealand: The Effect 
of the 1993 Companies Act on the Relation between 
Board Composition and Firm Performance. Pacific-
Basin Finance Journal, 9, 119-145.  

18. Huybrechts, J., Voordeckers, W., Espallier, B., 
Lybaert, N., & Jils, A, V. (2016). The Board's 
Demography-Firm Performance Relationship 
Revisited: A Bayesian Approach. Journal of small 
Business Management, 54(3), 992-1007. 

19. Jensen, M. C. (1993). The modern industrial 
revolution, exit, and the failure of internal control 
systems. The Journal of Financial, 48, 831-880. 

20. Jensen, M. C. & Meckling, W. H. (1976). Theory of 
the firm: Managerial behavior, agency costs and 
ownership structure. Journal of Financial 
Economics, 3, 305-360.  

21. Larmou, S., Vafeas, N. (2010). The relation between 
board size and firm performance in firms with a 
history of poor operating performance.  Journal 
Management Government, 14, 61–85.  

22. Luan, C. J, Tang, M.J. (2007). Where is independent 
Director Efficacy?. Corporate Governance, 15(4), 
636-643.  

23. Reddy, K., Locke, S., Scrimgeour, F., 
Gunasekarage, A. (2008). Corporate governance 
practices of small cap companies and their financial 
performance: an empirical study in New Zealand. 
Int. J. Business Governance and Ethics, 4(1), 51-78. 

24. Wang, Y., Oliver, J. (2009). Board composition and 
firm performance variance: Australian evidence. 
Accounting Research Journal, 22 (2), 196-212. 

25. Yermack, D. (1996). Higher Market Valuation of 
Companies with a Small Board of Directors. Journal 
of Financial Economics, 40, 185–211. 

26. Zahra, S, A., Pearce, J. (1989).  Boards Of Directors 
And Corporate Financial Performance: A review and 
Integrative Model. Journal of Management, 15(2), 
291-343. 

 
 

28

G
lo
ba

l 
Jo

ur
na

l 
of
 M

an
ag

em
en

t 
an

d 
Bu

sin
es
s 
R
es
ea

rc
h 

  
  
  
V
ol
um

e 
X
V
II 

Is
su

e 
I 
V
er

sio
n 

I
Ye

ar
  

 (
)

20
17

© 2017   Global Journals Inc.  (US)1

D
The Association between Board Size, Independence and Firm Performance: Evidence from Saudi Arabia



© 2017. Dakito Alemu Kesto. This is a research/review paper, distributed under the terms of the Creative Commons Attribution-
Noncommercial 3.0 Unported License http://creativecommons.org/licenses/by-nc/3.0/), permitting all non-commercial use, 
distribution, and reproduction in any medium, provided the original work is properly cited. 

  
 

 
 

 
   

 

The Impact of Corporate Social Responsibility Practices on 
Financial Performance of Banking Sector in Ethiopia   

 By Dakito Alemu Kesto 
 Addis Ababa University 

Abstract- Abundant studies were undertaken throughout the world, mainly in the context of 
advanced economy, to investigate the correlation between corporate social responsibility (CSR) 
and corporate financial performance (CFP) though the studies came up with conflicting results. 
Some studies shows a positive relationship between corporate social responsibility practice and  
firm  financial  performance  (see for example, Waddock &  Graves,  1997; Cheruiyot, 2010), on 
the other hand, some of the studies shows negative relationship (Cordeiro & Sarkis, 1997; 
Wagner et al,  2002) and still  others showing  that there is no relationship between the two 
variables (McWilliams & Siegel, 2000; Aragon & Lopez, 2007). This study used a mixed research 
approach and applied multivariate econometric model to assess the relationship between CSR 
and Banks’ financial performance in Ethiopia. The finding shows that, there is no relationship 
between the financial contribution for CSR activities and CFP at 1% significance level which 
similar to the findings of McWilliams & Siegel, 2000; Aragon & Lopez, 2007.   

Keywords: CSR, CFP, content analysis, CSR pyramid. 

GJMBR-D Classification: JEL Code: M41 

TheImpactofCorporateSocialResponsibilityPracticesonFinancialPerformanceofBankingSectorinEthiopia   
                                                     

 
Strictly as per the compliance and regulations of:

 
 

Global Journal of Management and Business Research: D
Accounting and Auditing
Volume 17 Issue 1 Version 1.0  Year 2017 
Type: Double Blind Peer Reviewed International Research Journal
Publisher: Global Journals Inc. (USA)
Online ISSN: 2249-4588 & Print ISSN: 0975-5853



 

 

 

Dakito Alemu Kesto 

Abstract- Abundant studies were undertaken throughout the 
world, mainly in the context of advanced economy, to 
investigate the correlation between corporate social 
responsibility (CSR) and corporate financial performance 
(CFP) though the studies came up with conflicting results. 
Some studies shows a positive relationship between corporate 
social responsibility practice and  firm  financial  performance  
(see for example, Waddock &  Graves,  1997; Cheruiyot, 
2010), on the other hand, some of the studies shows negative 
relationship (Cordeiro & Sarkis, 1997; Wagner et al,  2002) and 
still  others showing  that there is no relationship between the 
two variables (McWilliams & Siegel, 2000; Aragon & Lopez, 
2007). This study used a mixed research approach and 
applied multivariate econometric model to assess the 
relationship between CSR and Banks’ financial performance in 
Ethiopia. The finding shows that, there is no relationship 
between the financial contribution for CSR activities and CFP 
at 1% significance level which similar to the findings of 
McWilliams & Siegel, 2000; Aragon & Lopez, 2007. On the 
other hand, the descriptive analysis shows even if the top-
managements in the banking sector have awareness about 
CSR, a lot of improvements are expected from firms in the 
Ethiopia to discharge their CSR properly since majority of the 
business firms in the country are in the lower layer of Carroll’s 
1991, CSR pyramid, which is similar to the finding of Yeneneh 
Tadesse (2015).  
Keywords: CSR, CFP, content analysis, CSR pyramid. 

I. Introduction 

orporate Social Responsibility (CSR) was first 
noticed in the Anglo-Saxon world in 1950s with 
the idea of contributing societal welfare and 

environmental responsibility (Kostyuk et al, 2008). This 
implies generally, CSR is defined as the voluntary 
activities undertaken by a company to operate in an 
economically, socially and environmentally sustainable 
manner. However, the basic question here is that, how 
business could discharge CSRs while maximizing 
corporate financial performance in today’s competitive 
market? The problem is very much rough to understand 
the concept of CSRs activities in developing economy, 
particularly in Ethiopia where majority of the society are 
poor and illiterate. As the living standard of society is 
low,  the  CSR  expected  from  business firms are much 
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higher than it is used to be in developed economy as 
long as the government in developing nation is unable 
to fulfill all the needs of the society. Though it looks 
difficult, if

 

companies operate in an economically, 
socially and environmentally responsible manner, it 
helps firms to have shared value and social license. 
Management and mitigation of social and environmental 
risk factors are increasingly important for business 
success abroad, as the costs to companies of losing 
that social license, both in terms of share price and the 
bottom line may be significant (Foreign Affairs, Trade 
and Development Canada, 2009). 

 

From business point of view, a given firm may 
incur a loss because of two main reasons viz. because 
of high operating costs as compared to sales revenues 
and lose of customer as a result of loss of social license. 
For a business firm, loss of profit because of lose of 
customer is much harsh to get it back. In my view, 
however, this can be realized in the short-run, if the 
market

 

is competitive. Some business firms in Ethiopia 
are discharging their social responsibility although the 
approach used while implementing CSR seems 
unsystematic and which may adversely affects financial 
performance. In other word, in order to discharge CSRs 
properly, firms need to be proactive and outward than 
reactive or push factor. However, according to 
Asemamaw

 

Tilahun (2011), corporations and social 
enterprises in Ethiopia engage in environmental 
management or CSR as a result of the influence of 
external factors such as legislators, customers and 
competitors, on the one hand and own responsibility, 
public recognition and improve relations with the local 
community, on the other. 

 

Corporate Social Responsibility is concerned 
with treating the stakeholders of the firm ethically or in a 
responsible manner. This means treating stakeholders 
in a manner thought acceptable in an enlightened and 
educated society. Stakeholders exist both within and 
outside a firm. The wider aim of social responsibility is to 
create higher and higher standards of living, while 
preserving the profitability of the firm and society. 
Corporate Social Responsibility therefore means the 

C 
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ethical behavior of business towards its constituencies 
or stakeholders. Conversely, there are a wide variety of 
concepts and definitions associated with the term 



 

 

corporate social responsibility even if finding a single 
definition is difficult. Bowen (1953) defines social 
responsibility of businessmen as to the obligation of 
businessmen to pursue those policies, to make decision 
or to follow those lines of action which are desirable to 
society. 

 

Corporate Social Responsibility concept 
emphasizes community participation by business 
enterprises. It proposes that a private firm has 
responsibilities to society that extend beyond making a 
profit. It is the obligation of  the  firm’s  decision  makers  
to  make  decisions  and  act  in  ways  that  recognize  
the  relationship  between  the business and society. It is 
therefore important for a business to continue

 

in its 
commitment to behave ethically and contribute to 
economic development while improving the quality of 
life of the workforce and the surrounding community at 
large. This can be achieved through the various CSR 
activities that the business chooses to engage in for the 
benefit of its stakeholders. This means, firms can 
discharge CSRs in different ways such as through 
paying standard salaries and providing securities to 
employees, contributing financial and non-financial 
resources to the community at the

 

time of disasters, and 
providing educational and health services to the society 
if needed and possible. Contrary to this, private 
commercial banks of Ethiopian has looser attitude to 
support greener industries, lower lending options to low 
income individuals and small business, less engage in 
community development and less understanding on 
poor financial management in banking organizations 
which results to adverse effect to the environment and 
society (Yeneneh

 

Tadesse, 2015).

 

From theory point of view, there are two schools 
of thought regarding the role of business firms to the 
overall society; one is against and the other is pro to 
corporate social responsibility practices. The former one 
assumes that businesses are meant for making profit so 
that firms are not supposed to involve in any kind of 
societal activities as one part of its responsibility. Of 
course, the overall objectives of a business 
organizations are profit as well as shareholders wealth 
maximization. Here, the logical question that might rise 
is that, isn’t profit and/or shareholders wealth 
maximization part of CSRs activity? Though 
maximization of profit and/or wealth of shareholders are 
for individual investors, technically it is part of 
discharging CSR since investors are part of the society. 
This is true because of the fact that the efficiency of 
business firm increases productivity thereby maximizes 
employment opportunities to the society. On the other 
hand, the second school of thought believes that, even if 
businesses are established to make profit and /or 
maximize shareholders’ wealth, they are also 
responsible to discharge their social responsibilities. 
This means that, business firms should go beyond 

maximization of profit and /or wealth to the shareholders 
and put some effort to maximize the welfare of the 
society directly. The justification for this is that, business 
firms are part of the society and they could not have 
survived if there was no society at all. Supporting and 
involving in societal activities proactively and sometimes 
also reactively when the need arises will help to enhance 
mutual benefits. For the researcher, both schools of 
thought are correct even if they differ in terms of the 
approaches (indirect versus direct) the firms involve in 
the

 

societal activities. In one or other way, business 
firms in Ethiopia are discharging their social 
responsibilities. 

 

According to the social contracts theory, 
businesses must not just act in a responsible manner 
because it is in their commercial interest,

 

but because it 
is how society expects the business to behave. Society 
is a series of social contracts between members of 
society and society itself (Gray et al, 1996). Managers 
are therefore expected to take decisions in an ethical 
manner.   Donaldson and

 

Dunfee (1999) developed an 
integrated social contracts theory as a way for 
managers to use their discretion to make decisions but 
to ensure their decisions do not have negative effects on 
others.  Businesses are expected therefore, to provide 
some support

 

to the community under given 
circumstances. Since the contract is not written, 
businesses only get to feel its consequences when they 
fail to do what is expected. Although contradicting 
results existed, the common understanding is that 
investment in CSR promotes product differentiation at 
firm levels UNIDO (2002). Obviously, product 
differentiation will result in an improved welfare of the 
society, both the firm and the customer, which is win-win 
approach. In my view, however, this comes true if and 
only if all the stakeholders have a clear understanding 
about the concept of CSR. But there were no specific 
studies have done to explore the awareness of 
management about CSRs in Ethiopia context, 
particularly in the banking industry. According to 
OluwarotimiKude, and Derek Watson (2012), CSR 
activities are present in banks around the world. On the 
other hand, banks lack the effort to ensure that 
customers are aware of their implemented CSR criteria 
both externally and internally. With the increasing rate of 
competition among banks in the real world, attracting 
new customers is no longer the sole objective of 
financial institutions. What concerns most is whether or 
not banks are able to maintain existing customers with a 
positive impression and improving rate of meeting 
desired expectations of customers. Reliability and 
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satisfaction are vital elements to keeping existing 
customers to ensure they have a pleasant and good 
experience while enjoying what the banks have to offer 
in terms of services. 



 

 

 

On the other hand, even if abundant studies 
were undertaken throughout the world, mainly in the 
context of advanced economy, to investigate the 
correlation between corporate social responsibility 
(CSR) and corporate financial performance (CFP), the 
studies came up with conflicting results. Some studies 
shows a positive relationship between corporate social 
responsibility practice and  firm  financial  performance  
(see for example, Waddock

 

&  Graves,  1997; Cheruiyot, 
2010), on the other hand, some of the studies shows 
negative relationship (Cordeiro & Sarkis, 1997; Wagner 
et al,  2002) and still  others showing  that there is no 
relationship between the two variables (McWilliams & 
Siegel, 2000; Aragon & Lopez, 2007). Therefore, the 
objective of the study is to examine the relationship 
between CSR practices and financial performance of 
banking industry in Ethiopia. 

 

II.

 

Review of Related Literature

 

The concept of corporate social responsibility 
(CSR) refers to the general belief held by many that 
modern businesses have a responsibility to society that 
extends beyond the stockholders or investors in the firm. 
These other societal stakeholders typically include 
consumers, employees, the community at large, 
government,

 

and the natural environment. The CSR 
concept applies to organizations of all sizes, but in this 
paper the discussions tend to focus on firms in the 
banking industry because they tend to be more 
responsive than others sectors as long as the banking 
sector is highly levered. Moreover, in Ethiopia context 
except the financial institutions, no one has a formal 
website to disclose accounting records and reports. 
Hence, only firms in banking sector were included in the 
study as many have observed, with power comes 
responsibility. The concept of corporate responsibility 
draws upon the strategic management theory that says 
managers can add value to an enterprise by taking into 
account the social and economic effects of an 
enterprise’s operations when making decisions 
(Freeman RE, 1984). According to this theory, managers 
can best

 

promote the long-term viability of an enterprise 
by balancing the needs of its stakeholders with the 
financial requirements of sustaining and growing a 
business. Reporting on an enterprise’s performance 
(CSR disclosure) in this area is therefore a means to 
provide owners and other stakeholders an account of an 
enterprise’s impact on society. This added transparency 
can lead to greater accountability of the enterprise to its 
principal stakeholders. Since stakeholders are 
understood as groups of persons that

 

are affected by 
and/or can influence an enterprise, without necessarily 
holding an equity share of the enterprise. Their actions 
can affect an enterprise’s brand and reputation, its 
financial performance, and even its license to operate.

 

According to Carroll (2000), as society expects 
business to make a profit (as an incentive and reward) 
for its efficiency and effectiveness, society also expects 
business to obey the law. The law, in its most 
rudimentary form, represents the basic rules of the 
game by which business is expected to function. 
Society expects business to fulfill its economic mission 
within the framework of legal requirements set forth by 
the society’s legal system. Thus, the legal responsibility 
is the second part of Carroll’s definition. However, in 
Ethiopia businesses operate their activities based on 
their feeling and interest since the businesses as well as 
the regulatory body are not strong and efficient enough 
to set or obey laws. This is because of the fact that, in 
Ethiopia there is no formal accounting standards and 
the business environment is guided by the oldest 
Commercial Code of Ethiopia issued in 1960’s. By 
taking the human nature in mind, one can easily 
conclude that, in the absence of formal standards and 
rules, expecting people will act lawfully is foolishness. 
Moreover, the other two responsibilities represented 
Carroll’s attempt to specify the nature or character of the 
responsibilities that extended beyond obedience to the 
law are ethical and discretionary responsibility. The 
ethical responsibility was claimed to represent the kinds 
of behaviors and ethical norms that society expected 
business to follow. These ethical responsibilities 
extended to actions, decisions, and practices that are 
beyond what is required by the law. Though they seem 
to be always expanding, they nevertheless exist as 
expectations over and beyond legal requirements. 

 

Finally, Carroll argued there are discretionary 
responsibilities. These represent voluntary roles and 
practices that business assumes but for

 

which society 
does not provide as clear cut an expectation as in the 
ethical responsibility. These are left to individual 
managers’ and corporations’ judgment and choice; 
therefore, they were referred to as discretionary. 
Regardless of their voluntary nature, the expectation that 
business perform these was still held by society. This 
expectation was driven by social norms. The specific 
activities were guided by businesses’ desire to engage 
in social roles not mandated, not required by law, and 
not expected

 

of businesses in an ethical sense, but 
which were becoming increasingly strategic. Examples 
of these voluntary activities, during the time in which it 
was written, included making philanthropic 
contributions, conducting in-house programs for drug 
abusers,

 

training the hard-core unemployed, or 
providing day care centers for working mothers. Later, 
Carroll began calling this fourth category philanthropic, 
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because the best examples of it were charitable, 
humanistic activities business undertook to help society 
along with its own interests. Hence, given this all facts, 
the study use philanthropic contributions made by each 
firm as a independent variable to run the regression in 



 

 

addition to the content analysis of the accounting report 
of the respective firms. Of course this aspect, 
philanthropic contribution, gives more sense whiling 
talking or evaluating the corporate social responsibility in 
developing country, especially in Ethiopia. This is 
because of the fact that, most people in Ethiopia earns 
less than one dollar, which is below poverty line, needs 
contribution or assistance from the business firms since 
government is unable to satisfy the basic needs of the 
society in the market economy. Financial, philanthropic, 
contribution made by firms to the community, 
employees, and environmental protections were used to 
measure CSR. Though many studies have ignored these 
factors or attributes to measure CRS, this paper 
employed the attributes to assess the relationship. 

 

Several studies have been carried out on the 
relationship between CSR, measured using content 
analysis, and CFP resulting in different conclusions. 
Klassen  and  McLaughlin  (1996)  studied  14 
manufacturing  sector  firms  to  conclude  that  
environmental management  can  play  a  positive  role  
in  improving  corporate  financial  performance.  In  
exploring  the  linkages between  environmental  
performance  and  financial  performance  with  respect  
to  the  market  value,  Konar  and Cohen (2001) argued 
that a firm with a better environmental performance has 
a significant positive impact on  its market  value. Fauzi  
(2009)  did  a  research  on  firms  listed  on  the  New  
York  Securities  Exchange  (NYSE )  to determine  the 
relationship between CSR and  corporate financial 
performance. Using a sample of 101 companies listed 
at the NYSE and a regression model with financial 
performance as the dependent variable and CSR index 
as the independent variable, he found that CSR has no 
effect on CFP.  He however found that leverage (a 
control variable in the model) has a moderating effect on 
the interaction between CFP and CSR.

 

Financial performance considers one of the 
most important studied indicators of the strategic value 
of CSR (Orlitzky, et al.  2003). Researchers have started 
the empirical study of corporate social responsibility 
(CSR) and financial performance (FP) over a

 

past few 
decades ago in western countries. Many  firms  have  
faced  the  pressure  for  corporate  accountability  
which  it  is  increasing  from  their stakeholders  
(managers,  employees,  customer,  government,  
shareholders,  and  so  on)  (Waddock,

 

2004). This  
pressure  includes  some  aspects  such  as  legal,  
social,  moral,  and  financial  aspects.  In addition to 
this, as a result of an ongoing of government attention 
towards social activities, there are some government 
restrictions with respect of social conduct, even in times 
of liberalization. Stakeholder’s demands are increasing 
with the growing transparency of markets. One of the 
most  important stakeholders  is  customers  who  are  
asking  for  sustainable  products  (Gauthier, 2005).  

According to Hailu FK and Nigatu TF (2015), study 
aimed at investigating the question of what are the 
employee oriented CSR practices in the first level hotels 
and lodges in Gondar city, Ethiopia; gender equality 
acceptance, the commitment to balance the private and 
professional life, the employees freedom to go freely in 
sick and maternity were the highly practiced. However, 
reward and proper salary system, secure job and 
promotion of work were less practiced issues to the 
employees.

 

Financial performance 

 

is  not  only  the  main  
objective  for  numbers  of  investors  which  are  looking  
at  it  in  a Corporation’s  portfolio,  but  they  are  also  
valuing  the  way  corporations  meet  their  social 
responsibilities  (Barnett  &  Salomon  2006). All these 
developments lead to the focus of corporate attention 
from a merely financial orientation to the importance of 
CSR activities and disclosure into a firm. This focus has 
led to the ongoing debate whether corporate social 
responsibility disclosure (CSRD) affects financial 
performance in terms of  the  firms  share  price,  its  
consumer  support,  the  loyalty  of  its  employees  and  
the  amount  of attention. The potential for stakeholder 
demands to compete with one another for firm attention 
and prioritization  and  the  consequences  of  
conflicting  demands  being  (or  not  being)  met  are  
rarely considered  (Barnett  2005).  But in Ethiopia, 
much of the population is agrarian and illiterate so that 
what so ever efforts have been done in providing quality 
report may not make differences among firms as long 
as either they provide philanthropic contribution to the 
society or produce quality product at reasonable price 
which is visible for the decisions. Understanding  the  
link  between  CSRD  and  financial  performance  is 
significant  as  managers  balance  stakeholders’ 
expectations  of  the  firm  to  be  socially  responsible 
against demands for firm financial performance (Bertels

 

& Peloza 2008). According to Emebet

 

Melese (2009), 
study conducted to understand the state of non financial 
reporting: CSR and environmental reporting practices in 
Ethiopian corporate firms and NGOs, there is the 
practice of reporting CSR and environmental issues in 
Ethiopian NGOS in full. In addition many public 
enterprises used to report their CSR and environmental 
issues within their corporate annual reports since they 
are forced by the Privatization and Public Enterprises 
Supervising Agency (PPESA). On the other hand, with 
regard to the privately owned corporate firms the 
company characteristics has influence on non financial 
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reporting or disclosures. In order to see the conformity 
between CSRD measured using content analysis of 
accounting report and CFP, the study tested this in 
Ethiopia context.



 

 

 

a)

 

Relationship between CSP and CFP 

 

Perhaps the first attempt to establish the 
business case for CSR has been the pursuit of 
establishing a positive relationship between CSP and 
CFP. Margolis and Walsh (2003) describe this endeavor 
as a 30-year quest for an empirical relationship between 
a corporation’s social initiatives and its financial 
performance. Griffin and Mahon (1997) present a review 
and an assessment of studies exploring the CSP–CFP 
relationship. The authors conclude that there is a 
positive relationship between CSP and CFP. They argue 
that inconsistencies in the results of previous empirical 
studies investigating the CSP–CFP relationship may be 
attributed to methodological differences. Roman et al. 
(1999) disagree with Griffin and Mahon and offer a 
different conclusion. They argue that results produced 
by CSP–CFP studies fall into three categories. One 
category shows a positive link between CSP and CFP, 
the second shows a negative link, and the third shows 
no link. The authors thus conclude that the results are 
inconclusive. Mahon and Griffin (1999) respond to 
Roman et al. (1999) by acknowledging that the CSP–
CFP relationship merits further investigation; however, 
they contend that the findings of Roman et al. (1999) are 
influenced by interpretation biases. In order resolve 
these conflicting results, this paper used two models to 
measure the CSR, these are content analysis and 
philanthropic contribution since the variation of the 
former studies were because of the fact that the proxies 
used to measure CRS may not be correct.  

 

Some studies argue that activities might be 
consistent with wealth maximization motives of the firm 
and provide appropriate information for corporate 
decision making (Keim 1978; Pava & Krausz 1996).  
Hence,  short  and  long  run  financial  impacts  are  
employed  to  measure  the  impact  of  CSR activities 
and disclosure on financial performance. However, this 
does not mean that all CSR program must satisfy the 
traditional cost-benefit criterion.  There are two types of 
empirical studies of the relationship between corporate 
social responsibility disclosure (CSRD) and corporate 
financial performance. The first set uses the event study 
methodology to  measure  the  short-run  financial  
impact  when  companies  appoint  in  socially  
responsible  or irresponsible acts  (e.g. Hannon &

 

Milkovich 1996; Margolis & Walsh 2003; McWilliams &  
Siegel 2000;  Orlitzky  et  al. 2003; Saleh et al. 2008; 
Wright & Ferris 1997).  Market-based measure of 
financial performance was employed to achieve these 
studies such as the firms share price, share price 
appreciation.  Market-Based  measure  reflects  the  
concept  that  shareholders  are  the  most  important 
stakeholder  group  whose  satisfaction  determines  the  
firms‟  fate  (Cochran  &  Wood  1984).  Mixed results 
have been produced by studies conducted in 
developed nation on the effects of CSR activities and 

disclosure on firm value yet no or few studies were 
undertaken to test this fact in developing countries, 
particularly in Ethiopia. Of course it impossible to 
conduct event study since well-developed capital 
market is absent in Ethiopia context to explore stock 
price overtime. Hence, two proxies, content analysis and 
philanthropic contribution and donation, were used to 
measure CSR of business firms in Ethiopia.    

 

Few studies have concluded the positive 
beneficial effects of CSR activities on CFP while others 
found that the effects are negative or no relationship. 
For example, Margolis  and  Walsh’s  found  that  4%  of  
the  160  studies  examined considered  a  negative  
relationship  between  CSR and financial performance, 
55%  a  positive relationship, 22% was no relationship, 
and 18% reported a mixed relationship. Furthermore, 
Orlitzky, Schmidt and Rynes (2003) achieved another of 
higher order analysis and revealed similar results. While 
other  studies  are  not  similarly  stable  concerning  the  
relationship  between  CSRD  and  short-run financial 
return (McWilliams & Siegel 2001).

 

The examination of the nature  of  the  
relationship  between  measures  the  long-term  
financial performance and a measures of CSRD  is the 
second set that is used from accounting and financial 
measures of profitability  (e.g. Aguilera et al. 2007; 
Mahoney & Roberts 2007; McGuire et al. 1988; 
McWilliams & Siegel 2000; Simpson &

 

Kohers 2002; 
Waddock

 

& Graves 1997). In addition, McWilliams and 
Siegel (2000) examined the relationship between two 
with a regression model that measures financial 
performance as the dependent variable while social 
performance as the independent

 

variable for the period 
1991-1996 for 524 large companies. They reached that 
there was no link between a CSRD and financial 
performance if the regression model is properly 
specified.  Furthermore, Moore and Robson (2002) 
analyzed the link between CSRD and

 

financial 
performance of eight firms. Mahoney and  Roberts  
(2007)  also  examined  the  relationship  between  
CSRD  and  financial  performance  in  a large  sample  
of  public  companies  of  four  years  of  panel  date  in  
Canada.  This study yielded no significant relationship 
between them.  Yet, they  revealed  a  significant  
relationship  between  some CSR  activities  and  
disclosure  such  as  environmental  and  international  
activities  and  financial performance. Finally, Rettab, 
Brik and Mellahi (2009) in the UAE market as an 
emerging economy did the latest study of corporate 
social and financial performance. They tested the 
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relationship in 280 industries (Manufacturing, Trading 
and repairing services, Hotels and restaurants, Real 
estate, rental, and business services, Education, 
Banking and financial services, Mining and quarrying, 
and Others). Although there are some challenges that 
have contributed to ineffective engagement with 



 

 

stakeholders and the lack of communication of CSR 
activities, they found a strong positive relationship 
between CSR and financial performance. 

 

b)

 

Philanthropic responsibilities in practice

 

The discretionary or philanthropic 
responsibilities of business encompass those corporate 
actions that are in response to society’s expectation that 
business be a good corporate citizen. This includes, 
actively engaging in acts or programs to promote 
human

 

welfare or good-will (Carroll 1991). Many 
businesses make donations directed at various causes 
such as education, community improvement, and arts 
and culture (Seifertet al., 2004). Currently businesses in 
Ethiopia are intensively involving in different social affairs 
especially in promoting human welfare through 
philanthropic contribution as compared to the former 
practices. This might be because of emerging 
competition as a result of adoption of IFRS in Ethiopian 
business which made the market to be free and easy for 
international businesses firms to join all businesses 
except financial institutions. Hence, the business culture 
has already changed from only local to international 
which made the business to be tough to survive without 
having strong relation

 

and support to the overall society. 
Surprisingly, the involvement of businesses firms in CSR 
activities in the country is booming, even if the level of 
stakeholders/customers reaction is unknown, as it is 
common to see the contribution made by firms 
displayed in different media especially at the time of 
holiday. Unlike developing countries, in advanced 
economy the level of customers’ awareness is known 
and high. Australia was said to achieve the utmost CSR 
prospects in business (Environics, 1999) in a 23-nation 
poll of public attitudes, followed by the American region 
with 86% and the UK, 74%. The respondents indicated 
that an organization’s behaviour in terms of ethical sales 
and marketing strategies would influence their 
purchasing decisions (Pomering et.al, 2009). Therefore, 
firm’s involvement in any CSRs activities in such 
countries, advanced economy, will have mutual benefits. 
Though financial contribution to the society is 
necessary, it is equally important to see or evaluate its 
effect on the company performance since the 
contribution will continue if and only if the company is 
able to survive by maximizing its profit or wealth. 
However, it is unsure to generalize the cointegration 
between discharging CSR and firms performance in 
developing countries. According to Alan Pomering et.al 
(2009), if consumer awareness is low, the effect of CSR 
initiatives on purchasing behaviour is only of theoretical, 
not practical, relevance. On the other hand, the 
contribution of business firm in the country economy 
and eradicating poverty in Ethiopia is significantly 
increasing. Though discharging CSRs are equally 
important both for firm and the society, no empirical 

studies were made to examine the tradeoff between 
CSR and CFP in developing economy like Ethiopia. 

 

Bruch and Walter (2005) observe that in the 
United Kingdom alone, leading publicly traded 
companies made donations to non-profit organizations 
in 2003 and 2004 that were valued at more than $1.6 
billion and that equaled close to 1% of the companies’ 
pre-tax profits. Corporate philanthropy is not a new 
phenomenon. Seifertet al. (2003) reports that corporate 
philanthropy as a percentage of profits averaged 1.3% 
in 1999’. Corporate philanthropy is also global in scope. 
Of course, there is no formal recorded data that shows 
which company has made how much they have made in 
philanthropic contribution so as to rank the firm. Many 
corporations engage in philanthropic activities directed 
at foreign recipients. A number of Fortune 500 
companies made donations for disaster relief in the US, 
Kashmir and South Asia (Muller and Whiteman 2009). 

 

To appreciate the importance of the corporate 
philanthropy movement, one needs to acknowledge its 
scope. Corporate philanthropy is not just limited to 
monetary donations made by corporations. Many 
corporations encourage philanthropic activities by their 
employees and customers through various forms of 
collaboration. Microsoft, Ashland Oil and JPMorgan 
Chase are among the members of the Workplace Giving 
campaign, which is an employer-sponsored program 
that offers employees the opportunity to make a 
charitable contribution through payroll deduction (Global 
Impact 2009).

 

Bruch and Walter (2005) argue that companies 
use philanthropy to enhance their competitive 
advantage through combinations of market (external) 
and competence (internal) orientations. Through a 
market orientation, companies design their philanthropic 
activities to fit external demands and meet the 
expectations of key stakeholders. The companies 
therefore improve their competitive advantage through 
improved marketing and selling capabilities, higher 
attractiveness as an employer or better relationships 
with governmental and nongovernmental organizations 
(ibid). Deutsche Lufthansa AG, for example, enhances 
its relationship with communities within which it operates 
by operating a community-involvement program (ibid). 

 

c)

 

Hypotheses 

 

Finance  theory  differs  on  how  the  firm  
should  be  responsible  to  in  the  course  of  its  
business.  According  to stakeholder  theory,  firms  
possess  both  explicit  and  implicit  contracts  with  

34

G
lo
ba

l 
Jo

ur
na

l 
of
 M

an
ag

em
en

t 
an

d 
Bu

sin
es
s 
R
es
ea

rc
h 

  
  
  
V
ol
um

e 
X
V
II 

Is
su

e 
I 
V
er

sio
n 

I
Ye

ar
  

 (
)

20
17

© 2017   Global Journals Inc.  (US)1

D
The Impact of Corporate Social Responsibility Practices on Financial Performance of Banking Sector in 

Ethiopia

various  constituents,  and  are responsible  for  
honoring  all  contracts  (Freeman,  1984).  As  a  result  
of  honoring  these  contracts,  a  company develops a 
reputation that helps determine the terms  of  trade it 
can  negotiate  with  various stakeholders. While explicit 
contracts legally define the relationship between a firm 



 

 

and its stakeholders, implicit contracts have no legal 
standing

 

and are referred to in the economic literature 
as self -enforcing relational contracts. Since implicit 
contracts can be breached at any time, Telser (1980) 
argues that they become self-enforcing when the 
present value of a firm's gains from maintaining its 
reputation (and, therefore, future terms of trade) is 
greater than the loss if the firm reneges on its implied 
contracts.  This theory, therefore predicts a positive 
relationship between CSR and corporate financial 
performance (CFP).  However, stakeholder theory has 
acquired opponents from various areas including 
classical economics, industrial relations and 
management. Sternberg (1997)  for example, argues  
that  the  principles  of  stakeholder  theory  undermine  
the  property  rights  of  the  owners  of  the  company, 
compromise the  mechanism  of the free  market, 
destabilize the operations of  governments and thus 
subvert the very nature of capitalism.

 

Despite the conflicting results, all  of  the  
studies  above  were  done  in  western  countries  and  
US  except  Rettab,  Brik,  and  Mellahi study (2009).  
This  indicates  that  there  is no or limited  research  that  
have done to investigate the relationship between CSR  
and  financial performance  in  developing  countries, 
particularly in Ethiopia where the business are infant and 
well-developed capital markets are absent. Moreover, 
many businesses engage or donate for different social 
activities as a means of promoting their business 
without considering its effect on their financial 
performance. Hence, the main contribution of this study 
is to assess the effect practicing social practices on the 
financial performance of banking industry in Ethiopia. In 
other word, this study used mixed research approach to 
test the following hypothesis. 

 

•

 

H1:

 

Higher  levels  of  CSR Disclosure  provided  by  
firms  are  positively  associated  with  its  higher  
financial performance of banks in Ethiopia.

 

•

 

H2:

 

Higher  levels  of  CSR activity in the form of 
financial contribution provided  by  firms  are  
positively  associated  with  its  higher  financial 
performance of banks in Ethiopia.

 

•

 

H3:

 

Most managers in the banking industry have 
awareness about the concept of corporate social 
responsibility practices.

 

III.

 

Materials and Methods 

The study comprised all Banking firms in 
Ethiopia. This sector was selected because of the 
importance of the firms in enhancing economic growth 
through discharging CSR activities properly and 
sensitivity of the industry as it deals with different 
stakeholders. Moreover, the level of competition in 
discharging CSR activities among the firms in the 
sectors is tough so as to maximize market share and 

even to sustain in the future. Census surveys were 
carried out due to the small number of the population 
though only 10 of them have fulfilled the requirement 
and also were willing to respond the questionnaire and 
interview.  It is known that a census is feasible when the 
population is small, only 18 banks were operating as of 
June 2016, and necessary when the elements are quite 
different from each other.  However complete data, 
financial report, for the study period under consideration 
were not available for 8 of the companies and therefore 
only 10 financial institutions firms, banks were finally 
used to run the regression model for the study.

 
 

a)

 

Research Design and Methods of Data Collection

 

Mixed research approach (quantitative and 
qualitative) was used in order to address the research 
questions under study. According to Creswell (2000), 
the use of mixed approach, both quantitative and 
qualitative data are important to address the research 
objective. The primary source data were collected 
through questionnaire and semi-structured interview with 
top-management of the respective firms. Data gathered 
from  the interviews  were recorded  using tape recorder 
of the firms enabled the researchers to gain  the  deeper  
insights  on  this  issue  in  this  research. 

 

Secondary data were obtained from audited 
financial reports and other publications by the  
companies  including information  from  the  company  
websites  for  six  years  from  2009  to  2014. The ability 
of companies to convey their intentions and actions to 
the societies in which they are located is recognized as 
being integral to the relationship between business and 
society. The use of websites to disseminate company 
information serves this purpose. 

 

b)

 

Measurement of Variables and Model Specification 

 

The models used in this study were adopted 
and modified in the context of developing economy from 
past studies undertaken in developed nation since 
measuring CSR activities are complex. As a result, the 
study used philanthropic contribution and CSR 
disclosures as a proxy to quantify the dependent 
variable, corporate social responsibility. CSR disclosure 
is generally seen as an important tool for companies to 
manage their relationship with society at large, and its 
subsequent stakeholders in particular. On the other 
hand, accounting-based measures was used to quantify 
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the independent variable, Corporate Financial 
Performance and define financial performance as return 
on assets (ROA). One of the best ways to measure 
company performance is ROA since it explicitly takes 
into account the assets used to support business 
activities. It determines whether the company is able to 
generate an adequate return on the assets rather than 
simply showing robust returns on sales. Although  
considerable  research  has  been  done  to  
conceptualize and measure corporate  social  activity  



 

 

within several social, environmental and consumer 
behavioral contexts, there is no general solution or 
answer as to which is the right model for an ideal or 
optimal level of CSRs investment while maximize 
corporate financial performance (see for example 
Cheruiyot, 2010, Aragon & Lopez, 2007). While, some  
authors  claim  it  is  impossible  to  do  a  ‘one-for-all’  
model,  others  have  already  designed  these  kinds  of 
models under specific conditions. Such  a  model  
design  faces  considerable  constraints  with  regard  to  
the  contextual  differences  in  which  the corporations  
must  operate,  as  well  as  the  varying  levels  of  
stakeholders

 

social responsibility awareness. The 
development  of  this  kind  of  ‘one-for-all’  long-term  
model,  balancing  and  maximizing  financial  and  
social responsible performance should  initially  focus  
on  larger international firms where  awareness and 
context towards CSR is more homogeneous.  
Otherwise, research should focus on the different 
specific firm contexts (Martinez and Kang, 2013). 

Therefore, this study incorporated/used one unique but 
logical proxy to measure CSR, financial contribution of 
the respective firms for any CSR activity even though, 
many studies have been done using only content 
analysis of the audited report as a proxy for CSR. 

 

Multivariate regression models were used to 
determine the relationship between the two variables, 
CSR and financial performance of the firm. As a control 
variable, company’s efficiency and capital intensity were 
also introduced in the regression models and the 
dependent variable used was return on assets. 
Company’s efficiency is measured in terms of 
minimizing cost of production as measured by the

 

relative value, which is cost of sales divided by total 
sales revenue; whereas, capital intensity using the total 
assets employed to total sales revenue of the company. 
The multivariate regression was used to measure, 
explain and predict the degree of linkage among 
variables. As a result, the following regression models 
were used;

 

CFP = 𝝱𝝱𝑜𝑜

 

+ 𝝱𝝱1DX1

 

+ 𝝱𝝱2X2 

 

+ 𝝱𝝱3X3 + 𝝱𝝱4X4

 

+ 𝝴𝝴I ------------------------------------------------------------- (1)

 

CFP = 𝝱𝝱𝑜𝑜

 

+ 𝝱𝝱1PX1

 

+ 𝝱𝝱2X2  

 

+ 𝝱𝝱3X3 + 𝝱𝝱4X4

 

+ 𝝴𝝴i-------------------------------------------------------------- (2)

 

 

Where:

 



 

CFP- Financial performance measures return on assets (ROA) as dependent variables

 



 

𝝱𝝱𝑜𝑜- Constant

 



 

DX1– CSR disclosure score measured using content analysis of the report which represents the independent 
variables such as Employee concern (EMP), Community involvement (COM), Consumers concern (CON),  and 
Environment  concern (ENV)

 



 

PX1- CSR score measured using financial (philanthropic) contribution made to discharge CSR activities. 

 



 

X2-Efficiency

 

= Cost of sales/Total sales,

 



 

X3- Capital intensity = Total assets/ Total sales

 



 

X4 – Age of the firm

 



 

𝝱𝝱i- a constant (coefficient) of various elements

 



 

𝝴𝝴i- the error term
One of the variables considered in this study 

was to explore whether the banking sector has an 
understanding about the concept of corporate social 
responsibility. Hence, in addition to the econometric 
model, the study employed descriptive analysis to 
assess the awareness about the concept and meaning 
of corporate social responsibility in the banking sector in 
the country.  

 

IV.

 

Result and Discussion

 

a)

 

Awareness about CSR 

 

The effectiveness of CSR activity depends upon 
the level of awareness of top-management as well as 
the society. According to Shirley Yeung (2011), 
understanding the key elements of a CSR framework 
can help fulfill the principles of CSR and improve the 
level of customer satisfaction for increasing market 
share and profits ultimately. This implies, awareness of 
top-management helps the effectiveness of 

implementing CSR activities properly in such a way that 
will optimize (win-win) to both the firm and society.  As 
confirmed through the survey tools

 

and presented in 
Table 4.1, all managers working in the position of CSR 
have awareness about the concept. This implies that, 
the null hypothesis accepted. In other words, the 
researcher fails to reject the null hypothesis. 
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Table
 
4.1:

 
Awareness of CSR

 

 

On the other hand, about half (50%) of the 
managers come to know about the concept of CSR for 
the first time through formal education; whereas, the 
remaining through reading, training and their companies 
code. However, no one has learned from the 
commercial code or business rule of the country about 
the concept of CSR. This indicates that, the commercial 
code of the country, Ethiopia, either doesn’t say 
something about the CSR or even though it exists, there 
might be no mechanism or institution that can push the 
firms to implement it. As investigated from interview with 
top-management, on the other hand, however, very 
insignificant number of the stakeholders knows about 
the CSR activities undertaken by the firm. As a result of 

this, the positive reaction of the stakeholders to the 
company’s product is not satisfactory which is not good 
for firms to be committed to discharge their 
responsibility as long as they don’t see any differences.  
b) Multivariate regression analysis 
 In order to test the two hypothesis, two 
regression models were analyzed and presented in two 
tables (table 4.12 and Table 1.13) respectively. The 
results in table 4.12 revealed  that  there  were  no  
significant  relationship  between  level  of  financial 
contribution to CSR activity and CFP as well as CSRD  
and financial performance at the even at 10% 
significance level. 

Table 4.12: Random-effects GLS regression Output
 

ROA
 

Coef.
 

Std. Err.
 

z P>z
 

[95% Conf.
 

Interval]
 

       ENVD
 

.4449356
 

.3401744
 

1.31
 

0.191
 

-.221794
 

1.111665
 

COND
 

-.6415586
 

.355375
 

-1.81
 

0.701
 

-1.338081
 

.0549637
 

COMD
 

-.4211408
 

.1942476
 

-2.17
 

0.301
 

-.801859
 

-.040425
 

EMPD
 

.3748464
 

.3976096
 

0.94
 

0.346
 

-.4044542
 

1.154147
 

Efficiency
 

-.1163348
 

.2532339
 

-0.46
 

0.646
 

-.6126641
 

.3799946
 

Capital 
Intensity

 
-1.71e-07

 
3.49e-06

 
-0.05

 
0.961

 
-7.01e-06

 
6.67e-06

 

Age
 

-.0010807
 

.0011999
 

-0.90
 

0.368
 

-.0034324
 

.001271
 

_cons
 

.3549777
 

.2921096
 

1.22
 

0.224
 

-.2175467
 

.9275021
 

        As in the table 4.12, the coefficients of the 
independent variables are 0.44, -0.64, -0.42, and 0.37 
for disclosure about environmental, consumer, 
community, and employees’ concern respectively. This 
indicates that, disclosure about consumer and 
community concerns has negative effect on the 
performance of the firm though statistically insignificant. 
On the other hand, disclosure about the environment 
and employees’ concern on the annual report of the 
banking sector shows positive relationship with firm’s 
financial performance measured using return on assets 
(ROA), though statistically insignificant.  
 The potential reasons for this insignificant 
relationship between CSRD and CFP might be: 

•

 

Majority of the people in the country are farmers and 
illiterate so that whether the company has clearly 

stated it’s concern about the community or the 
environment, few people could able to read and 
understand and positively react accordingly. As 
explored through interview with top-managements 
of the companies, very few numbers of their 
stakeholders knew properly their organizations 
active involvement in different CSR activities. Hence, 
if only few stakeholders knew about their 
involvement in different CSR activities, the cost 
outwaits the benefit they could have earned had the 
societies were literate. And/or 

 
•

 

Even if few of the societies are literate and able to 
understand the secondary data of firms in the 

  Do you know what does mean by CSR?

  
  

 How do you come to 
know about CSR?

   
  
  

 

  Yes

 

No

 Through formal education
 

50%
 

  
Through training

 
10%

 
  

From Commercial code
 

0   
Through Reading

 
30%

 
  

Your company’s code
 

10%
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sector, it is very much tough to find the financial 
reports easily. Most of the time firms in Ethiopia 
consider themselves as a loser if their financial and 



 

 

management information were disclosed to 
someone out of their firms’ compound. However, 

financial reports are produced not only for internal 
users but also to all external users timely. 

 Table 4.13:

 

Random-effects GLS regression Output

 

    

ROA

 

Coef.

 

Std. Err.

 

z P>z

 

[95% Conf.

 

Interval]

 

       

Donation

 

9.55e-09

 

4.19e-08

 

0.23

 

0.820

 

-7.25e-08

 

9.16e-08

 

Efficiency

 

-.289055

 

.1726948

 

-1.67

 

0.094

 

-.6275307

 

.0494207

 

Capital 
Intensity

 

-3.11e-07

 

2.85e-06

 

-0.11

 

0.913

 

-5.90e-06

 

5.27e-06

 
Age

 

-.0015627

 

.0011022

 

-1.42

 

0.156

 

-.0037229

 

.0005975

 

_cons

 

.2038436

 

.0940006

 

2.17

 

0.030

 

.0196059

 

.3880814

 

       

The beta coefficient for the independent 
variable, financial contribution for firms for different CSR 
activities, which was the summation of donation, 
membership fees and grant as proxy, was 0.00000001. 
This indicates that, the relationship between financial 
contribution for CSR activities by firms and corporate 
financial performance was just nonexistence. As also 
indicated in the table 4.13, the statistical relationship 
between the two variables was insignificant. The 
possible reasons as it was explored through interview 
and discussion with top-management, for the 
nonexistence of the two variables relationship might be 
as follows.

 
•

 

Most firms in Ethiopia use donation as a means of 
competition than as a responsibility as indicated on 
table 4.4. The main motive was just to snatch the 
market share in unfair/unsystematic way that is why 
they distribute or donate to the needs mostly at the 
time of holiday.  

 
•

 

Except one firm, almost all firms considered for 
study did not have a standardized written guideline 
for how to

 

discharge their CSR activities. This 
implies that, firms consider CSR activities as 
something that they could do it based on personal 
judgments. And /or

 
•

 

Absence of full-time employee who can handle the 
societally issue made CSR activities in the firms not

 
to be effective and systematic so as to maximize 
their financial performance. 

 
•

 

Hence, as tested using the econometric model, 
both the hypotheses are rejected at 10% level of 
significance. This shows that, there were no 
relationships between CSR and firms financial 
performance. 

 V.

 

Conclusion

 The study was conducted to assess the 
relationship between CSR and CFP using the 
approaches used by different research by modifying to 
the Ethiopian context. The modification was mainly 
made of the proxies used to measure

 

the independent 

variable, CSR activities. Hence, in addition to the 
descriptive statistics, two econometric models were 
used to analyze the relationship between the two. One 
was the financial contribution made by firms in all 
activities of CSR, and the other proxy was the corporate 
social responsibility disclosure using the content 
analysis. Of course several studies were undertaken 
throughout the world, mainly in the context of advanced 
economy, to see the correlation between corporate 
social responsibility (CSR) and corporate financial 
performance (CFP) although results were different and 
even sometimes contradicting one another. For 
example, studies conducted by Waddock

 

& Graves, 
1997; Cheruiyot, 2010 shows a positive relationship 
between corporate social responsibility practice and firm 
financial performance. Contrary to these, some of the 
studies shows negative (Cordeiro & Sarkis, 1997; 
Wagner et al, 2002) and still others showing that there is 
no relationship between the two variables (McWilliams & 
Siegel, 2000; Aragon & Lopez, 2007). The root cause for 
this variation might be because the fact that the 
research approach used and the proxies used to 
measure CSR activities were not efficient. Therefore, this 
study used a mixed research design approach and

 

applied multiple econometric models to assess the 
relationship between CSR and firm’s financial 
performance in Ethiopia since one size does not fit all. 

 

Moreover, the study explored the perception of 
top-managements’ and different stakeholders’ 
awareness

 

about CSR through questionnaire and 
interview; and also analyzed using descriptive statistics. 
The finding shows that, there is no significant 
relationship between the financial contribution for CSR 
activities and CFP which similar to the findings of 
McWilliams & Siegel, 2000; Aragon & Lopez, 2007. 
Similarly, the study proved that corporate social 
responsibility disclosure (CSRD) and CFP have no 
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relation even at 10% significance level. This might be 
because of the fact that, the accounting reports and 
disclosures issued by firms are uniform, just copy and 
paste, across the year. This shows that, reports 



 

 

produced by firms in Ethiopia are just for formality and 
as a means of pretending the regulators that is why 
reports are not available on some firms’ website timely. 
Furthermore, the reports disclose only the customers 
and employees aspect ignoring the community at large 
as well as the environmental issues. This implies that, 
firms in the sector are much more concerned about the 
competition and totally ignoring their role in the 

community and environmental concern. To conclude, a 
lot of improvements are expected from firms in the 
country to discharge their CSR properly; this is because 
as proven in finding, majority of the business firms in 
Ethiopia were in the lower layer of Carroll’s 1991, CSR 
pyramid, which is profit maximization, ignoring the other 
three pillars even though top-management has an 
understanding/awareness. 

 
 
 
 
 
 
 
 
  

Summary of the hypotheses

 

 

Hypothesis

 

Expected

 

Actual

 

H1 

 

Relationship between corporate social responsibility disclosure and 
Financial Performance

 

Positive

 

No relationship

 

H2

 

Relationship between corporate social responsibility activity and 
Financial Performance

 

Positive

 

No relationship

 

H3

 

Most firms in the banking industry have awareness about the 
concept

 

Yes

 

Yes

 

VI.

 

Recommendation to

 

Firms and 
Policy Implications 

•

 

As explored through survey questionnaires, 
interview, and other related queries most firms in the 
sectors did not have any written guidelines on how 
to discharge CSR properly. Hence, the top-
management should develop clear guidelines and 
also assign full-time staff otherwise their little effort 
will become zero-sum game. 

 

•

 

As investigated through the above finding (see table 
4.4), majority of the firms in the sector used financial 
contribution for different CSR activities as a means 
of competition by pretending stakeholders that is 
why mostly businesses donate to the poor only at 
the time of holiday. To be effective and efficient 
enough, firms in the sectors should use proactive 
approach for discharging their CSR properly. 

 

•

 

All firms should need to have website where they 
can post all the CSR activities and also annual 
financial reports timely. 

 

•

 

The role of government in curbing unwanted social 
behavior and unlawful acts is very sound and 
effective in all aspects; the government of Ethiopia 
should develop and enforce how the businesses in 
the country should discharge their responsibility 
properly though some of the CSR activities are 
discretional. 

 

VII.

 

limitations and further research 
need to be addressed

 

Though considerable efforts were made to 
address the research objective, the study has faced 
limitation in measuring corporate social responsibility 
disclosures and CSR activities. The study used items 
disclosed on the annual report of the firms so as to 
measure CSR disclosure and amount of donation for 
philanthropy as a measure of corporate social 

responsibility activities. Hence,

 

further study need to 
done so as to identify which measurement techniques 
are more explanatory. 
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CSR Activities

 

Rank 
a)

 

Philanthropic or Humanitarian contribution

 

8th

 

b)

 

Doing business lawfully 

 

1st

 

c)

 

Doing everything ethically 

 

3rd

 

d)

 

Producing quality product

 

2nd

 

e)

 

Fair pricing of products 

 

6th

 

f)

 

Protecting Environment

 

7th

 

g)

 

Providing employees sufficient benefit 

 

4th

 

h)

 

Preparing and issuing quality financial report periodically 

 

5th

 

Table

 

4.3: Discharging CSR

 

  Does your company properly discharge CSR?

 

How many percent of 
firms in Ethiopia do 
properly discharge CSR?

 
 
 
 
 

 

Yes

 

No

 

Partially

 

Less than 10%

 

40%

 
 

 

11-25%

 

30%

 
 

10%

 

26-50%

 

20%

 
 

 

Above 50%

 

0 

 
 

 

Table 4.4: Reasons for discharging CSR

 

Reasons for discharging CSR

 

% 
a)

 

Commercial code/rule and regulation of the country forces to do so

 

30%

 

b)

 

Every company has their own

 

rules and regulation to discharge CSR

  

c)

 

Because of competition in the industry both from domestic and international firms

 

40%

 

d)

 

Discharging CSR has an effect on the profitability of the company

 

10%

 

e)

 

Do not know

 

10%

 

Table 4.5: Financial Contribution to CSR

 

Activities

 

CSR Activities

 

Percent (%)

 

a)

 

Donation to government development projects

 

30%

 

b)

 

Donation to NGOs’

 

26%

 

c)

 

Establishing school for the community and/or employees’

 

3%

 

d)

 

Establishing health center for the community and/or employees’

 

3%

 

e)

 

Infrastructure (electric, water, road……) for the community and/or employees’

 

1%

 

f)

 

Supporting suppliers/farmers in transferring technology

 

2%

 

g)

 

Sponsorship for Sport, arts and culture

 

10%

 

h)

 

Donating the country’s disasters or Humanitarian activities

 

10%

 

i)

 

Environmental protection

 

14%

 

Table 4.6: Budget for CSR Activities

 

  Does your company has budget for financial contribution to CSR?

 

How do you estimate the 
budgeted cost for all 
financial contributions to 
CSR?

 
 
 

  Yes

 

No

 

Sometimes

 

Guess

  
 

 

Past experience

 

80

 
 

10

 

Based on competitors

  
 

 

Some other formula

 
 

10
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Appendixes

Table 4.2: CSR Activities for Financial Institution Firms in Ethiopia



 

 

1- Environmental policy or company concern for the environment.

 

2- Environmental management, systems and Environmental audit.

 

3- Environmental friendly product and processing system.

 

4- Environmental protection financially costs.

 

5- Sustainability of the environment protection.

 

6- Energy usage and emission

 

reduction.

 

7-  Environmental other

 

 
 
 

4th

 

b.

 

Consumer disclosure

 

1-  Product and consumer safety

 

2-  Consumer complaints

 

3-  Prevision for disabled

 

4- Provision for difficult-to- reach customers.

 

 
 

1st

 

c.

 

Community involvement disclosure

 

1-  Charity and political donations

 

2- Support for education.

 

3- Support for public health.

 

4- Support for the arts and culture.

 

5-  Sponsoring sporting or recreational projects

 

 
 

3rd

 

d.

 

Employee disclosure

 

1-  Employee data

 

2-  Pension data

 

3-  Consultation with employees

 

4-  Employment of disabled

 

5-  Value added statement

 

6-  Health and safety

 

7-  Share ownership

 

8-  Equal opportunities

 

9-  Employee other

 

 
 
 

2nd

 

Table 4.8: Summary for Descriptive Statistics for CSRD & CFP (Model 1)

 

Variable

 

Mean

 

Std. Dev.

 

Min

 

Max

 

     

ENVD

 

.203

 

.1340162

 

0 .29

 

COND

 

.65

 

.123508

 

.5

 

.75

 

COMD

 

.28

 

.1613502

 

0 .6

 

EMPD

 

.556

 

.0860666

 

.45

 

.67

 

ROA .0383944

 

.1072129

 

-.0197645

 

.8376265

 

Control Variables

 

     

Efficiency

 

.42055

 

.113756

 

.2481005

 

.7303137

 

Capital Intensity

 

1347.203

 

5481.54

 

13.46302

 

32961.8

 

Age

 

28.9

 

19.15211

 

6 73
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Table 4.7: CSR disclosure Areas

Categories and subcategories of corporate social responsibility disclosure (CSRD) Rank  
a. Environmental disclosure:

Table 4.9: Summary for Descriptive Statistics for Donation & CFP (Model 2)

Variable Mean Std. Dev. Min Max

ROA .0383944 .1072129 -.0197645 .8376265

Donation 177320.2 374428.7 0 1818202

Control Variables

Efficiency .42055 .113756 .2481005 .7303137

Capital Intensity 1347.203 5481.54 13.46302 32961.8

Age 28.9 19.15211 6 73



 

 

 
ENVD COND

 
COMD

 
EMPD

 
ROA

 
Efficiency

 
Cap.Intey

 
Age

 

         

ENVD

 

1.0000

 
       

COND

 

0.8018

 

1.0000

 
      

COMD

 

0.6001

 

0.1531

 

1.0000

 
     

EMPD

 

0.5574

 

0.5357

 

0.4921

 

1.0000

 
    

ROA -0.2664

 

-0.2031

 

-0.3006

 

-0.0228

 

1.0000

    

Efficiency

 

-0.0625

 

0.0028

 

-0.0798

 

-0.4913

 

-0.1547

 

1.0000

 
  

CapitalInt~y

 

0.1596

 

-0.2922

 

0.4797

 

-0.0197

 

-0.0526

 

-0.1268

 

1.0000

 
 

Age

 

0.1229

 

-0.1225

 

0.2132

 

-0.0687

 

-0.1274

 

-0.5266

 

0.2810

 

1.0000

 

 

 

 

 

 

Table 4.11:

 

Correlation Coefficient

 

 

ROA

 

Donation

 

Efficiency

 

Capita~y

 

Age

 

      

ROA 1.0000

 
    

Donation

 

0.0615

 

1.0000

 
   

Efficiency

 

-0.1547

 

0.1488

 

1.0000

 
  

Capital Intensity

 

-0.0526

 

-0.0583

 

-0.1268

 

1.0000

 
 

Age

 

-0.1274

 

-0.1588

 

-0.5266

 

0.2810

 

1.0000
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Table 4.10: Correlation Coefficient
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Classification of Socially-Oriented Business 
Entities Costs

Kostiantyn Galak α & Olga Romashko σ

Summary- The article examines the nature and content 
(components) of the of socially-oriented activities costs of 
economic entities. 

The definition of the "socially-oriented activities costs” 
is provided." The structure and classification of socially-
oriented activities costs is developed, which is necessary for 
the improvement of the internal controls in the economic 
activity of the entities. 

The article also provides the recommendations, 
which are aimed at improvement of the socially-oriented 
activities costs accounting, which will increase the level of the 
social responsibility. 

I. Formulation of the Problem 

odern dynamic conditions of economic activity 
led to the need of accounting to adapt 
according to the clarification of the economic 

substance of the basic concepts, including costs of 
socially-oriented activities, determination of their 
structure and classification, as the business becomes 
more socially responsible, learns the concept of the 
social responsibility, which covers all economic entities. 
Moreover this is a very relevant and interesting research 
topic for many scientists in various areas. 

a) Analysis of the recent research and publications  
The concept of costs, its understanding and 

meaning changes along with the economic 
development. This can be proved by numerous studies 
of this concept, made by scientists from the different 
countries. 

A more extended definition provided by Charles 
Anthony Richard, states that costs is a value of 
resources presented in monetary terms and used for a 
specific purpose [1]. Hornhren Charles Thomas and 
George Foster note that the costs are the resources 
consumed or money that should be paid for goods and 
services [2]. Shim Jay determines costs as a monetary 
measure of the amount of resources, which are used in 
purpose to achieve certain goals [3].  

Accounting issues of social and environmental 
costs are elucidated in the works of scientists as social 
responsibility assessment of the entities. Scientific 
researches of socially-oriented activities costs are 
highlighted  in  the  scientific  works of  economists  who  
 
 Author α:

 
Postgraduate student of Kyiv National University of Trade and 

Economics. e-mail:  kostjagalak@gmail.com  
Author σ:

 
PhD, associate professor

 
of accounting and taxation 

department
 
of Kyiv National University of Trade and Economics.

 

contributed to the theoretical and methodological 
aspects of accounting: Olga Patsula [7], Tetyana 
Strybulevych [8], Ganna Fomenko [9], Iryna Zhyhley 
[10], Vasyl’ Len’ [11], Yulia Cheban [12], G. Kozachenko 
[13].  

Results of these studies show that the main 
areas for the development of socially-oriented activities 
costs in accounting should be: the improvement and 
implementation of standards and norms, which takes 
into account the international experience. In addition, the 
analysis of the literature revealed the contradictions of 
the "social costs" concept definition, which can help to 
define the term "socially-oriented activities costs". 
Moreover, it can help to develop its classification for the 
in-depth understanding of its nature and rational 
management, and also finding the opportunities to 
establish the connections of socially-oriented activities 
costs accounting with the other objects and accounting 
processes.  

A large amount of publications on this subject 
indicates that this issue is very important for the 
scientists. However, until now the differences in 
conceptual apparatus exist between the scientists, 
practical recommendations in this area are 
underdeveloped; the prospects of accounting 
development are always considered. Since accounting 
is developing constantly, methods of accounting and 
practical advices are continuously researched, which 
emphasizes the relevance of this research topic once 
again. 

The aim of the study is to define the "socially-
oriented activities costs", make a research about their 
composition and structure, as well as to develop a 
classification of socially-oriented activities costs for the 
adoption in the accounting of economic entities.  

II. Materials and Methods 

Materials of the research included works of the 
economists, who contributed to the theoretical and 
methodological aspects of the accounting of socially-
oriented activities costs, as well as regulatory and 
legislative acts of Ukraine.  

The study used the following scientific methods: 
induction and deduction, analysis and synthesis in 
purpose to express the meaning; comparison for 
establishing similarities or differences between 
conflicting concepts; synthesis in purpose to form 

M 
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appropriate conclusions; bibliographic method to study 
literature for receiving the relevant information about the 
research topic; method of associations and analogies 
for introduction of the new ideas and proposals that 
arise based on the comparison with other more or less 
similar objects.  

III. Results of the Research 

While studying the socially-oriented activities 
costs, we should consider the major national and 
international regulations, which defined the term "costs" 
and regulate their implementation. In Ukraine it is Policy 
(Standard) of accounting 16 "Costs" (from now on − the 
P(S)BO 16 "Costs") approved by the Ministry of Finance 
of Ukraine on 31st of December, 1999, № 318 with 
amendments [4].  

In this P(S)BO the  concept of  "costs" is 
indicated, it also records its composition and 
recognition, and disclosure of information related to it. 
P(S)BO 16 "Costs" was developed according to the 
international standards, but the separate IFRS "costs" 
does not exist there. Key provisions that define 
methodological principles of forming of the information 
about the costs in accounting are revealed in the 
Conceptual framework of the financial reporting, which 
is based on combined IFRS (IAS) 1 "Presentation of the 
Financial Statements", IFRS (IAS) 2 "Inventories", in 
which the costs are divided in order to evaluate 
inventories [5].  

According to P(S)BO 16 "Costs" the subjects of 
costs are the products, works and services, types of 
activity, that require the identification of the costs 
associated with their production (implementation). 
Therefore, there is a reason to provide a definition of 
"socially-oriented activities costs". 

Considering our proposed definition of "socially-
oriented activities" [6] and the concept of "costs" 
according to the P(S)BO 16 "Costs", IFRS and the 
Conceptual framework of the financial reporting, we 
propose the following definition: “The socially-oriented 
activity costs are the reduction of the economic benefits 
and/or increase in liabilities of the entity, which leads to 
the reduction of the equity capital because of the 
socially-oriented activities implementation”. 

It should be noted that the "socially-oriented 
activities costs" term is used by us for the first time, so it 
is new and unexplored in accounting.  

The concept of the social responsibility has 
been explored for many years, but now there is an 

understanding that economic entities are spending their 
resources on the implementation of socially-oriented 
activities and it requires consideration of the costs, 
which are carried out for this purpose.  

Moreover, it is important not to confuse the 
concept of "social costs" and "socially-oriented activities 
cost". There are different definitions of "social costs." 

Here are some of them, which are proposed by the 
scientists.  

Olga Patsula proposes to define them as a 
disposal of different types of economic resources in 
accordance with the legal, socio-economic and moral-
psychological guarantees which are aimed at meeting 
social needs of individuals or legal entities [7, p.6].  

According to Tetyana Strybulevych, social costs 
are the economic resources expressed in monetary 
terms, which are aimed at providing state social 
guarantees required by applicable law, meeting the 
needs of the enterprise personnel, prevention of the 
adverse effects on its internal and external environment, 
and financing of the state social security system [8, p. 
186].  

Ganna Fomenko summarizes the proposed 
variants of this term, defining the social costs of the 
company as the sum of any costs of the taxpayer in the 
monetary, material or immaterial forms, associated with 
maintenance of the personnel, ensuring social 
protection and labour incentives of the personnel, as 
well as any costs aimed at socio-economic 
development of the society, which results in decrement 
of the economic benefits in the form of an outflow of 
assets or increase in liabilities, resulting to the decrease 
in equity [9, p.359].  

Scientists have repeatedly tried to classify the 
main types of social costs [10, p. 187]. Thus, they have 
separated:  
1. Use of the human factors (costs associated with the 

creation of working conditions at the enterprise, 
treatment of workers and employees);  

2. Air purification;  
3. Water purification;  
4. Restoration of flora and fauna;  
5. Filling of the energy resources;  
6. The introduction of the new manufacturing 

processes;  
7. Other expenses;  
8. Compensation to the unemployed.  

From this list we can see that the scientists tried 
to connect to the social costs classification those costs, 
which are related to the environmental protection 
(ecological ones, definitions of which are also enough) 
and in this regard they disagree.  

In our opinion we should continue to adhere to 
the idea that the social costs are associated with the 
relationships between the entity and its employees in the 
calculation of wages and social security.  

That is why we have proposed to solve this 
problem by generalizing economy, ecology and sociality 
of activities of economic entities in the "socially-oriented 
activities costs" concept.  

In this regard, it is appropriate to show the 
structure of socially-oriented activities costs, this 
structure will enable better representation of their parts 
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(components) to understand and define the importance 
of the research object for further work of scientists and 

managers (including accountants) of the economic 
entities.  

 

 
Fig.

 
1.1: The structure of socially-oriented activities

 
cost

 
* Overviewed, developed and adapted

 
by the author

 
Due to the fact that this is a new concept, for 

the proper organization of accounting of the socially-
oriented activities cost, it is important to have their 
scientifically-based classification that will allow to 
manage them more effectively and understand the 
purpose of their implementation.  

While classifying the socially-oriented activities 
costs, all the possible criteria for social responsibility 
should be taken into consideration. 

Various researchers have paid attention to the 
problem of the socially-oriented activities cost 
classification. For example, Vasyl’ Len’ notes [11, p. 
305] that often social costs include only mandatory 
charges on wages and charitable aid; such a situation 
prompted to examine the issue of social costs and 
propose their proper classification. 

Yulia Cheban suggests her own classification of 
social costs of agricultural enterprises [12]; this 
classification contains a feature "Depending on socially 
responsible enterprise activity" to which environmental 
and socially-oriented costs are attributed, it is noted that 
the fundamental difference between social costs is 
caused by the lack of clear legal regulations for the 
substantial part of them. 

As we have already mentioned, we should 
adhere to the idea that socially-oriented activities costs 
are not a part of social costs, but rather vice versa, 
which comes out of the suggested definition and 
structure. In this regard, we believe that it is 
inappropriate to include the environmental costs into the 
social costs.  

Classification of costs is quite dynamic and 
open system, so the emergence of new criteria does not 
prevent the use of previously proposed, it also allows 
users to select and manage new types of costs 
depending on the needs and opportunities of the 
management system [13, p. 82].  

It is impossible to create a unified classification 
of costs that would be perfectly suitable for all types of 

business entities, because humanity needs change, new 
activities, techniques and technologies evolve.  

It is worth noting that this may cause differences 
in the opinions of the researchers and business leaders 
who are practitioners. Entities can independently classify 
their spending, considering the type of the economic 
activity they exercise and needs of internal and external 
users for the information about the socially-oriented 
activities costs. Scientifically grounded classification of 
costs, including the socially-oriented activities costs, can 
serve as a basis for the classification of the own costs. 
That is why, in our opinion, managers, accountants and 
scientists should perceive new types of signs and 
classifications costs with understanding, and moreover 
it is necessary to improve this area of work continuously.  
This will help to consider the costs in a versatile and new 
way, improve the process of its management; in 
addition the information about the socially-oriented 
activities costs is also used by the various stakeholders.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Socially-oriented activities costs 

Social costs 
Ecological costs

 Other socially-oriented 
activities costs 
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Fig. 1.2: Classes cost socially oriented activities and types of signs 

* Overviewed and adapted by the author based on the sources [9, 11]

Classification of socially-oriented business entities costs 

According to the criteria 
(components) of social 
responsibility 

According to the compulsory 
nature of implementation 

According to the objects 
orientation 

- Social costs; 
- Environmental costs; 
- Other costs for compliance with the 

social responsibility criteria 

- Mandatory 
- Voluntary  

- The costs for staff; 
- The costs for the public needs; 
- The costs for recovery and prevention of the 
environmental contamination  
 

According to the level of 
regulation 

- Regulated; 
- Unregulated 

According to the aim of gaining 
profit 

- Not related to gaining profit; 
- Related to gaining profit 

According to the 
purpose, implementation 

- Internal purposes; 
- External purposes 

According to the level of 
planning 

- Planned 
- Unplanned 

According to the economic 
content (cost elements) 

- Material costs; 
- Labor costs; 
- Deductions for social events 

According to the production 
activities 

- Industrial; 
- Non-industrial 

According to the nature of 
origin and functional purpose 

According to recognition in 
accounting 

- By the expense of core activities; 
- By the expense of profit 

- Operating costs; 
- Investment costs; 
- Financial costs 

 

According to the form of 
implementation 

- Monetary costs and contributions; 
- Contributions in kind (products, services, 
etc.) 
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From this figure we can see that the socially-
oriented activities costs can be a production necessity, 
also they can be associated with other activities.  

To confirm the importance and correctness of 
classification of any object of the research, it is 
necessary to explain each feature (or the most 
important, most controversial and unexplained ones).  

In the proposed classification of the socially-
oriented activities costs, a feature "According to the 
criteria (components) of social responsibility" was 
attributed to them due to the fact that they are directly 
related to the social responsibility and its components. 
This feature includes social, environmental and other 
costs associated with compliance with the criteria of the 
social responsibility. The last ones can include costs for 
the support of the social responsibility and work with the 
society, which are not covered by the first two.  

In our opinion, a very important feature is 
"According to the economic content (cost elements)" 
which includes material costs, labour costs; deductions 
for the social events. These costs can exist in the form of 
financial aid, gifts to the schools in the form of the own 
products and so on. It is necessary for the accountancy 
to conduct the synthetic and analytical accounting 
properly. With regard to wages and deductions for the 
social events, information about it demonstrates the 
responsibility towards the employees. The costs of the 
social protection of the workers are united in the "social 
package" concept.  

For economic entities the socially-oriented 
activities costs may be mandatory and voluntary, which 
led to the selection of the "According to the compulsory 
nature of implementation" feature. All costs, associated 
with the social protection of workers and the 
environment, determined by law, are mandatory for the 
entity; those funds should be paid to the state budget. 
Fulfilment of these obligations in full and timely, the 
amount of costs spent by an entity is one of the 
indicators (evidence) of an active socially-oriented 
practice. 

To the “voluntary” we attribute all the costs over 
those ones, which are legislatively established, which 
are carried out by the initiative of the entity to improve 
the quality of life of its employees, communities and the 
environment. They can have a one-time character 
(charitable or environmental action, etc.) or permanent 
assistance or support of the community. One of the 
most common particles in voluntary cost is charity and 
philanthropy. It depends on the financial position of an 
entity and governed within its own social policy and is 
optional.  

For the better understanding of the object of 
costs, we have created a feature "According to the 
objects orientation". This is, accordingly, the people 
(employees, community) and the environment.  

Business entities invest not only in their 
employees and business processes, but also in the 

needs of other people, which is one of the social 
responsibility criteria. In this regard, we have identified 
the feature "According to the purpose, implementation", 
it demonstrates that the entities carry out costs not only 
internally but also externally, beyond its limitations. 

The social protection of workers is regulated by 
the state, but the entity may allocate additional costs for 
the needs of society, within its means, it is regulated by 
the director or by the individual decision makers 
(managers). In this regard, we have identified the 
classification feature "According to the level of 
regulation".  

Among the examined feature so classification of 
the socially-oriented activities costs is an important one 
"According to the aim of gaining profit", which speaks for 
itself, because the entities not always carry out costs for 
gaining profit. For example, it could be voluntary 
charitable activities undertaken voluntarily by the 
owners. In this case, income is not the main purpose of 
these expenditures. Incomes are possible only if the 
charity is made to improve business reputation, which 
contributes to the better business conditions and 
increases incomes in particular. In this case there is no 
awareness of the importance of social responsibility, 
which also could be reflected on the reputation of the 
entity. 

The economic situation changes drastically, so 
entities can perform unplanned costs in their budget, 
therefore the feature “According to the level of planning” 
is appropriate and important because information on 
these costs, as any other, is important for the budget.  

One of the criteria of responsibility to the 
consumers is the production of the high-quality 
products, providing services and works of a good 
quality. Production costs are incurred for the production 
of quality products from the high-quality materials, non-
production are related to other areas of work with 
employees and the public. The feature "according to the 
production activities" is also very relevant for this 
classification of the socially-oriented activities costs.  

Considering the classification of the costs, it 
should be noted that by the nature of the origin and 
functionality the socially-oriented activities costs belong 
to the operational, investment and financial costs.   

The abovementioned classification of the 
socially-oriented activities costs will improve their 
internal controls in business. 

The definition, structure and classification 
proposed by us, will make it possible to find the 
relationship of the socially-oriented activities costs with 
other objects and accounting processes. From the 
definition their connection with the social responsibility 
can be traced, costs are important indicator of it. Since 
the socially-oriented activities costs are a part of the 
social cost, there is a relationship with such accounting 
processes as calculations of wages and other social 
guarantees and payments for taxes.  

© 2017   Global Journals Inc.  (US )
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In addition, environmental costs are included to 
the socially-oriented activities costs, which indicate the 
relationship with the environmental protection.  

Like any object of the cost accounting, the 
socially-oriented activity costs entail accounting, 
economic information which is important for the 
management and other stakeholders. They act as a 
factor that influences the decision-making for the 
development of the entity and improvement of its 
competitiveness.  

Internal and external position of the entity, 
including its business reputation, depends on the 
accuracy of recording information on the socially-
oriented activity costs. 

IV  Conclusions 

As the result of the study we have found out that 
the socially-oriented activities costs can be seen as the 
reduction of the economic benefits and/or increase in 
liabilities of the entity, which leads to the reduction of the 
equity capital because of the socially-oriented activities 
implementation. 

We have proposed to show the structure of the 
socially-oriented activities cost schematically. In our 
opinion, this will help to know and understand their 
component parts (components) better; it will also enable 
better understanding and definition of the importance of 
this object of study. We have included the social, 
environmental and other cost to the elements of socially-
oriented activities, which enabled unification of them into 
a single type of costs, which are associated with the 
concept of the social responsibility.  

Due to the fact that the term "socially-oriented 
activities costs" is new, for the proper organization of 
accounting we have developed a scientifically-based 
classification, which is important for the effective 
management and understanding of its purpose and 
implementation.  

The definition, structure and classification 
provided by author gives an opportunity to look for 
relationships of the accounting of the socially-oriented 
activities costs with other objects and accounting 
processes, such as payments of wages and other social 
guarantees and payments for taxes.  

In addition, we emphasize the existing 
interconnection of the socially-oriented activities costs 
with the protection of the environment.  
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After nomination of your institution as “Institutional Fellow” and constantly 
functioning successfully for one year, we can consider giving recognition to your 
institute to function as Regional/Zonal office on our behalf.
The board can also take up the additional allied activities for betterment after our 
consultation.

The following entitlements are applicable to individual Fellows:

Open Association of Research Society, U.S.A (OARS) By-laws states that an individual 
Fellow may use the designations as applicable, or the corresponding initials. The 
Credentials of individual Fellow and Associate designations signify that the individual 
has gained knowledge of the fundamental concepts. One is magnanimous and 
proficient in an expertise course covering the professional code of conduct, and 
follows recognized standards of practice.

Open Association of Research Society (US)/ Global Journals Incorporation (USA), as 
described in Corporate Statements, are educational, research publishing and 
professional membership organizations. Achieving our individual Fellow or Associate 
status is based mainly on meeting stated educational research requirements.

Disbursement of 40% Royalty earned through Global Journals : Researcher = 50%, Peer 
Reviewer = 37.50%, Institution = 12.50% E.g. Out of 40%, the 20% benefit should be 
passed on to researcher, 15 % benefit towards remuneration should be given to a 
reviewer and remaining 5% is to be retained by the institution.

We shall provide print version of 12 issues of any three journals [as per your requirement] out of our 
38 journals worth $ 2376 USD.                                                   
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 In addition to above, if one is single author, then entitled to 40% discount on publishing 
research paper and can get 10%discount if one is co-author or main author among group of 
authors.

 The Fellow can organize symposium/seminar/conference on behalf of Global Journals 
Incorporation (USA) and he/she can also attend the same organized by other institutes on 
behalf of Global Journals.

 The Fellow can become member of Editorial Board Member after completing 3yrs.
 The Fellow can earn 60% of sales proceeds from the sale of reference/review 

books/literature/publishing of research paper.
 Fellow can also join as paid peer reviewer and earn 15% remuneration of author charges and 

can also get an opportunity to join as member of the Editorial Board of Global Journals 
Incorporation (USA)

 • This individual has learned the basic methods of applying those concepts and techniques to 
common challenging situations. This individual has further demonstrated an in–depth 
understanding of the application of suitable techniques to a particular area of research 
practice.

 In future, if the board feels the necessity to change any board member, the same can be done with 
the consent of the chairperson along with anyone board member without our approval.

 In case, the chairperson needs to be replaced then consent of 2/3rd board members are required 
and they are also required to jointly pass the resolution copy of which should be sent to us. In such 
case, it will be compulsory to obtain our approval before replacement.

 In case of “Difference of Opinion [if any]” among the Board members, our decision will be final and 
binding to everyone.                                                                                                                                             
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Process of submission of Research Paper     
  

The Area or field of specialization may or may not be of any category as mentioned in 
‘Scope of Journal’ menu of the GlobalJournals.org website. There are 37 Research 
Journal categorized with Six parental Journals GJCST, GJMR, GJRE, GJMBR, GJSFR, 
GJHSS. For Authors should prefer the mentioned categories. There are three widely 
used systems UDC, DDC and LCC. The details are available as ‘Knowledge Abstract’ at 
Home page. The major advantage of this coding is that, the research work will be 
exposed to and shared with all over the world as we are being abstracted and indexed 
worldwide. 

The paper should be in proper format. The format can be downloaded from first page of 
‘Author Guideline’ Menu. The Author is expected to follow the general rules as 
mentioned in this menu. The paper should be written in MS-Word Format 
(*.DOC,*.DOCX). 

The Author can submit the paper either online or offline. The authors should prefer 
online submission.Online Submission: There are three ways to submit your paper:

(A) (I) First, register yourself using top right corner of Home page then Login. If you 
are already registered, then login using your username and password. 

      (II) Choose corresponding Journal.

      (III) Click ‘Submit Manuscript’.  Fill required information and Upload the paper.

(B) If you are using Internet Explorer, then Direct Submission through Homepage is 
also available.

(C) If these two are not convenient, and then email the paper directly to 
dean@globaljournals.org. 

Offline Submission: Author can send the typed form of paper by Post. However, online 
submission should be preferred.
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Preferred Author Guidelines   

MANUSCRIPT STYLE INSTRUCTION (Must be strictly followed)

Page Size: 8.27" X 11'"

• Left Margin: 0.65
• Right Margin: 0.65
• Top Margin: 0.75
• Bottom Margin: 0.75
• Font type of all text should be Swis 721 Lt BT.
• Paper Title should be of Font Size 24 with one Column section.
• Author Name in Font Size of 11 with one column as of Title.
• Abstract Font size of 9 Bold, “Abstract” word in Italic Bold.
• Main Text: Font size 10 with justified two columns section
• Two Column with Equal Column with of 3.38 and Gaping of .2
• First Character must be three lines Drop capped.
• Paragraph before Spacing of 1 pt and After of 0 pt.
• Line Spacing of 1 pt
• Large Images must be in One Column
• Numbering of First Main Headings (Heading 1) must be in Roman Letters, Capital Letter, and Font Size of 10.
• Numbering of Second Main Headings (Heading 2) must be in Alphabets, Italic, and Font Size of 10.

You can use your own standard format also.
Author Guidelines:

1. General,

2. Ethical Guidelines,

3. Submission of Manuscripts,

4. Manuscript’s Category,

5. Structure and Format of Manuscript,

6. After Acceptance.

1. GENERAL

Before submitting your research paper, one is advised to go through the details as mentioned in following heads. It will be beneficial, 
while peer reviewer justify your paper for publication.

Scope

The Global Journals Inc. (US) welcome the submission of original paper, review paper, survey article relevant to the all the streams of 
Philosophy and knowledge. The Global Journals Inc. (US) is parental platform for Global Journal of Computer Science and Technology, 
Researches in Engineering, Medical Research, Science Frontier Research, Human Social Science, Management, and Business organization. 
The choice of specific field can be done otherwise as following in Abstracting and Indexing Page on this Website. As the all Global 
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Journals Inc. (US) are being abstracted and indexed (in process) by most of the reputed organizations. Topics of only narrow interest will 
not be accepted unless they have wider potential or consequences.

2. ETHICAL GUIDELINES

Authors should follow the ethical guidelines as mentioned below for publication of research paper and research activities.

Papers are accepted on strict understanding that the material in whole or in part has not been, nor is being, considered for publication 
elsewhere. If the paper once accepted by Global Journals Inc. (US) and Editorial Board, will become the copyright of the Global Journals 
Inc. (US). 

Authorship: The authors and coauthors should have active contribution to conception design, analysis and interpretation of findings. 
They should critically review the contents and drafting of the paper. All should approve the final version of the paper before 
submission

The Global Journals Inc. (US) follows the definition of authorship set up by the Global Academy of Research and Development. According 
to the Global Academy of R&D authorship, criteria must be based on:

1) Substantial contributions to conception and acquisition of data, analysis and interpretation of the findings.

2) Drafting the paper and revising it critically regarding important academic content.

3) Final approval of the version of the paper to be published.

All authors should have been credited according to their appropriate contribution in research activity and preparing paper. Contributors 
who do not match the criteria as authors may be mentioned under Acknowledgement.

Acknowledgements: Contributors to the research other than authors credited should be mentioned under acknowledgement. The 
specifications of the source of funding for the research if appropriate can be included. Suppliers of resources may be mentioned along 
with address.

Appeal of Decision: The Editorial Board’s decision on publication of the paper is final and cannot be appealed elsewhere.

Permissions: It is the author's responsibility to have prior permission if all or parts of earlier published illustrations are used in this 
paper.

Please mention proper reference and appropriate acknowledgements wherever expected.

If all or parts of previously published illustrations are used, permission must be taken from the copyright holder concerned. It is the 
author's responsibility to take these in writing.

Approval for reproduction/modification of any information (including figures and tables) published elsewhere must be obtained by the 
authors/copyright holders before submission of the manuscript. Contributors (Authors) are responsible for any copyright fee involved.

3. SUBMISSION OF MANUSCRIPTS

Manuscripts should be uploaded via this online submission page. The online submission is most efficient method for submission of 
papers, as it enables rapid distribution of manuscripts and consequently speeds up the review procedure. It also enables authors to 
know the status of their own manuscripts by emailing us. Complete instructions for submitting a paper is available below.

Manuscript submission is a systematic procedure and little preparation is required beyond having all parts of your manuscript in a given 
format and a computer with an Internet connection and a Web browser. Full help and instructions are provided on-screen. As an author, 
you will be prompted for login and manuscript details as Field of Paper and then to upload your manuscript file(s) according to the 
instructions.
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To avoid postal delays, all transaction is preferred by e-mail. A finished manuscript submission is confirmed by e-mail immediately and 
your paper enters the editorial process with no postal delays. When a conclusion is made about the publication of your paper by our 
Editorial Board, revisions can be submitted online with the same procedure, with an occasion to view and respond to all comments.

Complete support for both authors and co-author is provided.

4. MANUSCRIPT’S CATEGORY

Based on potential and nature, the manuscript can be categorized under the following heads:

Original research paper: Such papers are reports of high-level significant original research work.

Review papers: These are concise, significant but helpful and decisive topics for young researchers.

Research articles: These are handled with small investigation and applications

Research letters: The letters are small and concise comments on previously published matters.

5.STRUCTURE AND FORMAT OF MANUSCRIPT

The recommended size of original research paper is less than seven thousand words, review papers fewer than seven thousands words 
also.Preparation of research paper or how to write research paper, are major hurdle, while writing manuscript. The research articles and 
research letters should be fewer than three thousand words, the structure original research paper; sometime review paper should be as 
follows:

Papers: These are reports of significant research (typically less than 7000 words equivalent, including tables, figures, references), and 
comprise:

(a)Title should be relevant and commensurate with the theme of the paper.

(b) A brief Summary, “Abstract” (less than 150 words) containing the major results and conclusions.

(c) Up to ten keywords, that precisely identifies the paper's subject, purpose, and focus.

(d) An Introduction, giving necessary background excluding subheadings; objectives must be clearly declared.

(e) Resources and techniques with sufficient complete experimental details (wherever possible by reference) to permit repetition; 
sources of information must be given and numerical methods must be specified by reference, unless non-standard. 

(f) Results should be presented concisely, by well-designed tables and/or figures; the same data may not be used in both; suitable 
statistical data should be given. All data must be obtained with attention to numerical detail in the planning stage. As reproduced design 
has been recognized to be important to experiments for a considerable time, the Editor has decided that any paper that appears not to 
have adequate numerical treatments of the data will be returned un-refereed;

(g) Discussion should cover the implications and consequences, not just recapitulating the results; conclusions should be summarizing.

(h) Brief Acknowledgements.

(i) References in the proper form.

Authors should very cautiously consider the preparation of papers to ensure that they communicate efficiently. Papers are much more 
likely to be accepted, if they are cautiously designed and laid out, contain few or no errors, are summarizing, and be conventional to the 
approach and instructions. They will in addition, be published with much less delays than those that require much technical and editorial 
correction.
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The Editorial Board reserves the right to make literary corrections and to make suggestions to improve briefness.

It is vital, that authors take care in submitting a manuscript that is written in simple language and adheres to published guidelines.

Format

Language: The language of publication is UK English. Authors, for whom English is a second language, must have their manuscript 
efficiently edited by an English-speaking person before submission to make sure that, the English is of high excellence. It is preferable, 
that manuscripts should be professionally edited.

Standard Usage, Abbreviations, and Units: Spelling and hyphenation should be conventional to The Concise Oxford English Dictionary. 
Statistics and measurements should at all times be given in figures, e.g. 16 min, except for when the number begins a sentence. When 
the number does not refer to a unit of measurement it should be spelt in full unless, it is 160 or greater.

Abbreviations supposed to be used carefully. The abbreviated name or expression is supposed to be cited in full at first usage, followed 
by the conventional abbreviation in parentheses.

Metric SI units are supposed to generally be used excluding where they conflict with current practice or are confusing. For illustration, 
1.4 l rather than 1.4 × 10-3 m3, or 4 mm somewhat than 4 × 10-3 m. Chemical formula and solutions must identify the form used, e.g. 
anhydrous or hydrated, and the concentration must be in clearly defined units. Common species names should be followed by 
underlines at the first mention. For following use the generic name should be constricted to a single letter, if it is clear.

Structure

All manuscripts submitted to Global Journals Inc. (US), ought to include:

Title: The title page must carry an instructive title that reflects the content, a running title (less than 45 characters together with spaces), 
names of the authors and co-authors, and the place(s) wherever the work was carried out. The full postal address in addition with the e-
mail address of related author must be given. Up to eleven keywords or very brief phrases have to be given to help data retrieval, mining 
and indexing.

Abstract, used in Original Papers and Reviews:

Optimizing Abstract for Search Engines

Many researchers searching for information online will use search engines such as Google, Yahoo or similar. By optimizing your paper for 
search engines, you will amplify the chance of someone finding it. This in turn will make it more likely to be viewed and/or cited in a 
further work. Global Journals Inc. (US) have compiled these guidelines to facilitate you to maximize the web-friendliness of the most 
public part of your paper.

Key Words

A major linchpin in research work for the writing research paper is the keyword search, which one will employ to find both library and 
Internet resources.

One must be persistent and creative in using keywords. An effective keyword search requires a strategy and planning a list of possible 
keywords and phrases to try.

Search engines for most searches, use Boolean searching, which is somewhat different from Internet searches. The Boolean search uses
"operators," words (and, or, not, and near) that enable you to expand or narrow your affords. Tips for research paper while preparing 
research paper are very helpful guideline of research paper.

Choice of key words is first tool of tips to write research paper. Research paper writing is an art.A few tips for deciding as strategically as 
possible about keyword search:                                                                                                               
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One should start brainstorming lists of possible keywords before even begin searching. Think about the most 
important concepts related to research work. Ask, "What words would a source have to include to be truly 
valuable in research paper?" Then consider synonyms for the important words. 
It may take the discovery of only one relevant paper to let steer in the right keyword direction because in most 
databases, the keywords under which a research paper is abstracted are listed with the paper. 
One should avoid outdated words. 

Keywords are the key that opens a door to research work sources. Keyword searching is an art in which researcher's skills are 
bound to improve with experience and time. 

 Numerical Methods: Numerical methods used should be clear and, where appropriate, supported by references. 

Acknowledgements: Please make these as concise as possible. 

 References 

References follow the Harvard scheme of referencing. References in the text should cite the authors' names followed by the time of their 
publication, unless there are three or more authors when simply the first author's name is quoted followed by et al. unpublished work 
has to only be cited where necessary, and only in the text. Copies of references in press in other journals have to be supplied with 
submitted typescripts. It is necessary that all citations and references be carefully checked before submission, as mistakes or omissions 
will cause delays. 

References to information on the World Wide Web can be given, but only if the information is available without charge to readers on an 
official site. Wikipedia and Similar websites are not allowed where anyone can change the information. Authors will be asked to make 
available electronic copies of the cited information for inclusion on the Global Journals Inc. (US) homepage at the judgment of the 
Editorial Board. 

The Editorial Board and Global Journals Inc. (US) recommend that, citation of online-published papers and other material should be done 
via a DOI (digital object identifier). If an author cites anything, which does not have a DOI, they run the risk of the cited material not 
being noticeable. 

The Editorial Board and Global Journals Inc. (US) recommend the use of a tool such as Reference Manager for reference management 
and formatting. 

 Tables, Figures and Figure Legends 

Tables: Tables should be few in number, cautiously designed, uncrowned, and include only essential data. Each must have an Arabic 
number, e.g. Table 4, a self-explanatory caption and be on a separate sheet. Vertical lines should not be used. 

Figures: Figures are supposed to be submitted as separate files. Always take in a citation in the text for each figure using Arabic numbers, 
e.g. Fig. 4. Artwork must be submitted online in electronic form by e-mailing them. 

 Preparation of Electronic Figures for Publication 

Even though low quality images are sufficient for review purposes, print publication requires high quality images to prevent the final 
product being blurred or fuzzy. Submit (or e-mail) EPS (line art) or TIFF (halftone/photographs) files only. MS PowerPoint and Word 
Graphics are unsuitable for printed pictures. Do not use pixel-oriented software. Scans (TIFF only) should have a resolution of at least 350 
dpi (halftone) or 700 to 1100 dpi (line drawings) in relation to the imitation size. Please give the data for figures in black and white or 
submit a Color Work Agreement Form. EPS files must be saved with fonts embedded (and with a TIFF preview, if possible). 

For scanned images, the scanning resolution (at final image size) ought to be as follows to ensure good reproduction: line art: >650 dpi; 
halftones (including gel photographs) : >350 dpi; figures containing both halftone and line images: >650 dpi. 

Color Charges: It is the rule of the Global Journals Inc. (US) for authors to pay the full cost for the reproduction of their color artwork.
Hence, please note that, if there is color artwork in your manuscript when it is accepted for publication, we would require you to 
complete and return a color work agreement form before your paper can be published. 
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Figure Legends: Self-explanatory legends of all figures should be incorporated separately under the heading 'Legends to Figures'. In the 
full-text online edition of the journal, figure legends may possibly be truncated in abbreviated links to the full screen version. Therefore, 
the first 100 characters of any legend should notify the reader, about the key aspects of the figure. 

6. AFTER ACCEPTANCE

Upon approval of a paper for publication, the manuscript will be forwarded to the dean, who is responsible for the publication of the 
Global Journals Inc. (US). 

6.1 Proof Corrections

The corresponding author will receive an e-mail alert containing a link to a website or will be attached. A working e-mail address must 
therefore be provided for the related author. 

Acrobat Reader will be required in order to read this file. This software can be downloaded 

(Free of charge) from the following website: 

www.adobe.com/products/acrobat/readstep2.html. This will facilitate the file to be opened, read on screen, and printed out in order for 
any corrections to be added. Further instructions will be sent with the proof. 

Proofs must be returned to the dean at dean@globaljournals.org within three days of receipt. 

As changes to proofs are costly, we inquire that you only correct typesetting errors. All illustrations are retained by the publisher. Please 
note that the authors are responsible for all statements made in their work, including changes made by the copy editor. 

6.2 Early View of Global Journals Inc. (US) (Publication Prior to Print)

The Global Journals Inc. (US) are enclosed by our publishing's Early View service. Early View articles are complete full-text articles sent in 
advance of their publication. Early View articles are absolute and final. They have been completely reviewed, revised and edited for 
publication, and the authors' final corrections have been incorporated. Because they are in final form, no changes can be made after 
sending them. The nature of Early View articles means that they do not yet have volume, issue or page numbers, so Early View articles 
cannot be cited in the conventional way. 

6.3 Author Services

Online production tracking is available for your article through Author Services. Author Services enables authors to track their article - 
once it has been accepted - through the production process to publication online and in print. Authors can check the status of their 
articles online and choose to receive automated e-mails at key stages of production. The authors will receive an e-mail with a unique link 
that enables them to register and have their article automatically added to the system. Please ensure that a complete e-mail address is 
provided when submitting the manuscript. 

6.4 Author Material Archive Policy

Please note that if not specifically requested, publisher will dispose off hardcopy & electronic information submitted, after the two 
months of publication. If you require the return of any information submitted, please inform the Editorial Board or dean as soon as 
possible. 

6.5 Offprint and Extra Copies

A PDF offprint of the online-published article will be provided free of charge to the related author, and may be distributed according to 
the Publisher's terms and conditions. Additional paper offprint may be ordered by emailing us at: editor@globaljournals.org . 

You must strictly follow above Author Guidelines before submitting your paper or else we will not at all be responsible for any
corrections in future in any of the way.
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2. Evaluators are human: First thing to remember that evaluators are also human being. They are not only meant for rejecting a paper. 
They are here to evaluate your paper. So, present your Best. 

3. Think Like Evaluators: If you are in a confusion or getting demotivated that your paper will be accepted by evaluators or not, then 
think and try to evaluate your paper like an Evaluator. Try to understand that what an evaluator wants in your research paper and 
automatically you will have your answer. 

4. Make blueprints of paper: The outline is the plan or framework that will help you to arrange your thoughts. It will make your paper 
logical. But remember that all points of your outline must be related to the topic you have chosen.  

5. Ask your Guides: If you are having any difficulty in your research, then do not hesitate to share your difficulty to your guide (if you 
have any). They will surely help you out and resolve your doubts. If you can't clarify what exactly you require for your work then ask the 
supervisor to help you with the alternative. He might also provide you the list of essential readings. 

6. Use of computer is recommended: As you are doing research in the field of Computer Science, then this point is quite obvious. 

7. Use right software: Always use good quality software packages. If you are not capable to judge good software then you can lose 
quality of your paper unknowingly. There are various software programs available to help you, which you can get through Internet. 

8. Use the Internet for help: An excellent start for your paper can be by using the Google. It is an excellent search engine, where you can 
have your doubts resolved. You may also read some answers for the frequent question how to write my research paper or find model 
research paper. From the internet library you can download books. If you have all required books make important reading selecting and 
analyzing the specified information. Then put together research paper sketch out. 

9. Use and get big pictures: Always use encyclopedias, Wikipedia to get pictures so that you can go into the depth. 

10. Bookmarks are useful: When you read any book or magazine, you generally use bookmarks, right! It is a good habit, which helps to 
not to lose your continuity. You should always use bookmarks while searching on Internet also, which will make your search easier. 

Before start writing a good quality Computer Science Research Paper, let us first understand what is Computer Science Research Paper? 
So, Computer Science Research Paper is the paper which is written by professionals or scientists who are associated to Computer Science 
and Information Technology, or doing research study in these areas. If you are novel to this field then you can consult about this field 
from your supervisor or guide.

TECHNIQUES FOR WRITING A GOOD QUALITY RESEARCH PAPER:

1. Choosing the topic: In most cases, the topic is searched by the interest of author but it can be also suggested by the guides. You can 
have several topics and then you can judge that in which topic or subject you are finding yourself most comfortable. This can be done by 
asking several questions to yourself, like Will I be able to carry our search in this area? Will I find all necessary recourses to accomplish 
the search? Will I be able to find all information in this field area? If the answer of these types of questions will be "Yes" then you can 
choose that topic. In most of the cases, you may have to conduct the surveys and have to visit several places because this field is related 
to Computer Science and Information Technology. Also, you may have to do a lot of work to find all rise and falls regarding the various 
data of that subject. Sometimes, detailed information plays a vital role, instead of short information.

11. Revise what you wrote: When you write anything, always read it, summarize it and then finalize it. 
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16. Use proper verb tense: Use proper verb tenses in your paper. Use past tense, to present those events that happened. Use present 
tense to indicate events that are going on. Use future tense to indicate future happening events. Use of improper and wrong tenses will 
confuse the evaluator. Avoid the sentences that are incomplete. 

17. Never use online paper: If you are getting any paper on Internet, then never use it as your research paper because it might be 
possible that evaluator has already seen it or maybe it is outdated version.  

18. Pick a good study spot: To do your research studies always try to pick a spot, which is quiet. Every spot is not for studies. Spot that 
suits you choose it and proceed further. 

19. Know what you know: Always try to know, what you know by making objectives. Else, you will be confused and cannot achieve your 
target. 

20. Use good quality grammar: Always use a good quality grammar and use words that will throw positive impact on evaluator. Use of 
good quality grammar does not mean to use tough words, that for each word the evaluator has to go through dictionary. Do not start 
sentence with a conjunction. Do not fragment sentences. Eliminate one-word sentences. Ignore passive voice. Do not ever use a big 
word when a diminutive one would suffice. Verbs have to be in agreement with their subjects. Prepositions are not expressions to finish 
sentences with. It is incorrect to ever divide an infinitive. Avoid clichés like the disease. Also, always shun irritating alliteration. Use 
language that is simple and straight forward. put together a neat summary. 

21. Arrangement of information: Each section of the main body should start with an opening sentence and there should be a 
changeover at the end of the section. Give only valid and powerful arguments to your topic. You may also maintain your arguments with 
records. 

22. Never start in last minute: Always start at right time and give enough time to research work. Leaving everything to the last minute 
will degrade your paper and spoil your work. 

23. Multitasking in research is not good: Doing several things at the same time proves bad habit in case of research activity. Research is 
an area, where everything has a particular time slot. Divide your research work in parts and do particular part in particular time slot. 

24. Never copy others' work: Never copy others' work and give it your name because if evaluator has seen it anywhere you will be in 
trouble. 

25. Take proper rest and food: No matter how many hours you spend for your research activity, if you are not taking care of your health 
then all your efforts will be in vain. For a quality research, study is must, and this can be done by taking proper rest and food.  

26. Go for seminars: Attend seminars if the topic is relevant to your research area. Utilize all your resources. 

12. Make all efforts: Make all efforts to mention what you are going to write in your paper. That means always have a good start. Try to 
mention everything in introduction, that what is the need of a particular research paper. Polish your work by good skill of writing and 
always give an evaluator, what he wants. 

13. Have backups: When you are going to do any important thing like making research paper, you should always have backup copies of it 
either in your computer or in paper. This will help you to not to lose any of your important. 

14. Produce good diagrams of your own: Always try to include good charts or diagrams in your paper to improve quality. Using several 
and unnecessary diagrams will degrade the quality of your paper by creating "hotchpotch." So always, try to make and include those 
diagrams, which are made by your own to improve readability and understandability of your paper. 

15. Use of direct quotes: When you do research relevant to literature, history or current affairs then use of quotes become essential but 
if study is relevant to science then use of quotes is not preferable.  
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sufficient. Use words properly, regardless of how others use them. Remove quotations. Puns are for kids, not grunt readers. 
Amplification is a billion times of inferior quality than sarcasm. 

32. Never oversimplify everything: To add material in your research paper, never go for oversimplification. This will definitely irritate the 
evaluator. Be more or less specific. Also too, by no means, ever use rhythmic redundancies. Contractions aren't essential and shouldn't 
be there used. Comparisons are as terrible as clichés. Give up ampersands and abbreviations, and so on. Remove commas, that are, not 
necessary. Parenthetical words however should be together with this in commas. Understatement is all the time the complete best way 
to put onward earth-shaking thoughts. Give a detailed literary review. 

33. Report concluded results: Use concluded results. From raw data, filter the results and then conclude your studies based on 
measurements and observations taken. Significant figures and appropriate number of decimal places should be used. Parenthetical
remarks are prohibitive. Proofread carefully at final stage. In the end give outline to your arguments. Spot out perspectives of further 
study of this subject. Justify your conclusion by at the bottom of them with sufficient justifications and examples. 

34. After conclusion: Once you have concluded your research, the next most important step is to present your findings. Presentation is 
extremely important as it is the definite medium though which your research is going to be in print to the rest of the crowd. Care should 
be taken to categorize your thoughts well and present them in a logical and neat manner. A good quality research paper format is 
essential because it serves to highlight your research paper and bring to light all necessary aspects in your research.

Key points to remember:  

Submit all work in its final form.
Write your paper in the form, which is presented in the guidelines using the template. 
Please note the criterion for grading the final paper by peer-reviewers.

Final Points:  

A purpose of organizing a research paper is to let people to interpret your effort selectively. The journal requires the following sections, 
submitted in the order listed, each section to start on a new page.  

The introduction will be compiled from reference matter and will reflect the design processes or outline of basis that direct you to make 
study. As you will carry out the process of study, the method and process section will be constructed as like that. The result segment will 
show related statistics in nearly sequential order and will direct the reviewers next to the similar intellectual paths throughout the data 
that you took to carry out your study. The discussion section will provide understanding of the data and projections as to the implication 
of the results. The use of good quality references all through the paper will give the effort trustworthiness by representing an alertness 
of prior workings. 

27. Refresh your mind after intervals: Try to give rest to your mind by listening to soft music or by sleeping in intervals. This will also 
improve your memory. 

28. Make colleagues: Always try to make colleagues. No matter how sharper or intelligent you are, if you make colleagues you can have 
several ideas, which will be helpful for your research. 

Think technically: Always think technically. If anything happens, then search its reasons, its benefits, and demerits. 

30. Think and then print: When you will go to print your paper, notice that tables are not be split, headings are not detached from their 
descriptions, and page sequence is maintained.  

31. Adding unnecessary information: Do not add unnecessary information, like, I have used MS Excel to draw graph. Do not add 
irrelevant and inappropriate material. These all will create superfluous. Foreign terminology and phrases are not apropos. One should 
NEVER take a broad view. Analogy in script is like feathers on a snake. Not at all use a large word when a very small one would be                    

29.
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Separating a table/chart or figure - impound each figure/table to a single page 
Submitting a manuscript with pages out of sequence

In every sections of your document

· Use standard writing style including articles ("a", "the," etc.) 

· Keep on paying attention on the research topic of the paper 

· Use paragraphs to split each significant point (excluding for the abstract) 

· Align the primary line of each section 

· Present your points in sound order 

· Use present tense to report well accepted  

· Use past tense to describe specific results  

· Shun familiar wording, don't address the reviewer directly, and don't use slang, slang language, or superlatives  

· Shun use of extra pictures - include only those figures essential to presenting results 

Title Page: 

Choose a revealing title. It should be short. It should not have non-standard acronyms or abbreviations. It should not exceed two printed 
lines. It should include the name(s) and address (es) of all authors. 

Writing a research paper is not an easy job no matter how trouble-free the actual research or concept. Practice, excellent preparation, 
and controlled record keeping are the only means to make straightforward the progression.  

General style: 

Specific editorial column necessities for compliance of a manuscript will always take over from directions in these general guidelines. 

To make a paper clear 

· Adhere to recommended page limits 

Mistakes to evade 

Insertion a title at the foot of a page with the subsequent text on the next page
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shortening the outcome. Sum up the study, with the subsequent elements in any summary. Try to maintain the initial two items to no 
more than one ruling each.  

Reason of the study - theory, overall issue, purpose 
Fundamental goal 
To the point depiction of the research
Consequences, including definite statistics - if the consequences are quantitative in nature, account quantitative data; results 
of any numerical analysis should be reported 
Significant conclusions or questions that track from the research(es)

Approach: 

Single section, and succinct
As a outline of job done, it is always written in past tense
A conceptual should situate on its own, and not submit to any other part of the paper such as a form or table
Center on shortening results - bound background information to a verdict or two, if completely necessary 
What you account in an conceptual must be regular with what you reported in the manuscript 
Exact spelling, clearness of sentences and phrases, and appropriate reporting of quantities (proper units, important statistics) 
are just as significant in an abstract as they are anywhere else 

Introduction:  

The Introduction should "introduce" the manuscript. The reviewer should be presented with sufficient background information to be 
capable to comprehend and calculate the purpose of your study without having to submit to other works. The basis for the study should 
be offered. Give most important references but shun difficult to make a comprehensive appraisal of the topic. In the introduction, 
describe the problem visibly. If the problem is not acknowledged in a logical, reasonable way, the reviewer will have no attention in your 
result. Speak in common terms about techniques used to explain the problem, if needed, but do not present any particulars about the 
protocols here. Following approach can create a valuable beginning: 

Explain the value (significance) of the study  
Shield the model - why did you employ this particular system or method? What is its compensation? You strength remark on its 
appropriateness from a abstract point of vision as well as point out sensible reasons for using it. 
Present a justification. Status your particular theory (es) or aim(s), and describe the logic that led you to choose them. 
Very for a short time explain the tentative propose and how it skilled the declared objectives.

Approach: 

Use past tense except for when referring to recognized facts. After all, the manuscript will be submitted after the entire job is 
done.  
Sort out your thoughts; manufacture one key point with every section. If you make the four points listed above, you will need a
least of four paragraphs. 

Abstract: 

The summary should be two hundred words or less. It should briefly and clearly explain the key findings reported in the manuscript--
must have precise statistics. It should not have abnormal acronyms or abbreviations. It should be logical in itself. Shun citing references 
at this point. 

An abstract is a brief distinct paragraph summary of finished work or work in development. In a minute or less a reviewer can be taught 
the foundation behind the study, common approach to the problem, relevant results, and significant conclusions or new questions.  

Write your summary when your paper is completed because how can you write the summary of anything which is not yet written? 
Wealth of terminology is very essential in abstract. Yet, use comprehensive sentences and do not let go readability for briefness. You can 
maintain it succinct by phrasing sentences so that they provide more than lone rationale. The author can at this moment go straight to 
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principle while stating the situation. The purpose is to text all particular resources and broad procedures, so that another person may 
use some or all of the methods in one more study or referee the scientific value of your work. It is not to be a step by step report of the 
whole thing you did, nor is a methods section a set of orders. 

Materials: 

Explain materials individually only if the study is so complex that it saves liberty this way. 
Embrace particular materials, and any tools or provisions that are not frequently found in laboratories. 
Do not take in frequently found. 
If use of a definite type of tools. 
Materials may be reported in a part section or else they may be recognized along with your measures.

Methods:  

Report the method (not particulars of each process that engaged the same methodology)
Describe the method entirely
To be succinct, present methods under headings dedicated to specific dealings or groups of measures 
Simplify - details how procedures were completed not how they were exclusively performed on a particular day. 
If well known procedures were used, account the procedure by name, possibly with reference, and that's all. 

Approach:  

It is embarrassed or not possible to use vigorous voice when documenting methods with no using first person, which would 
focus the reviewer's interest on the researcher rather than the job. As a result when script up the methods most authors use 
third person passive voice.
Use standard style in this and in every other part of the paper - avoid familiar lists, and use full sentences. 

What to keep away from 

Resources and methods are not a set of information. 
Skip all descriptive information and surroundings - save it for the argument. 
Leave out information that is immaterial to a third party.

Results: 

The principle of a results segment is to present and demonstrate your conclusion. Create this part a entirely objective details of the 
outcome, and save all understanding for the discussion. 

The page length of this segment is set by the sum and types of data to be reported. Carry on to be to the point, by means of statistics and 
tables, if suitable, to present consequences most efficiently.You must obviously differentiate material that would usually be incorporated 
in a study editorial from any unprocessed data or additional appendix matter that would not be available. In fact, such matter should not 
be submitted at all except requested by the instructor. 

Present surroundings information only as desirable in order hold up a situation. The reviewer does not desire to read the
whole thing you know about a topic.
Shape the theory/purpose specifically - do not take a broad view. 
As always, give awareness to spelling, simplicity and correctness of sentences and phrases. 

Procedures (Methods and Materials): 

This part is supposed to be the easiest to carve if you have good skills. A sound written Procedures segment allows a capable scientist to 
replacement your results. Present precise information about your supplies. The suppliers and clarity of reagents can be helpful bits of 
information. Present methods in sequential order but linked methodologies can be grouped as a segment. Be concise when relating the 
protocols. Attempt for the least amount of information that would permit another capable scientist to spare your outcome but be
cautious that vital information is integrated. The use of subheadings is suggested and ought to be synchronized with the results section. 
When a technique is used that has been well described in another object, mention the specific item describing a way but draw the basic 
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Do not present the similar data more than once. 
Manuscript should complement any figures or tables, not duplicate the identical information.
Never confuse figures with tables - there is a difference. 

Approach 
As forever, use past tense when you submit to your results, and put the whole thing in a reasonable order.
Put figures and tables, appropriately numbered, in order at the end of the report  
If you desire, you may place your figures and tables properly within the text of your results part. 

Figures and tables 
If you put figures and tables at the end of the details, make certain that they are visibly distinguished from any attach appendix 
materials, such as raw facts 
Despite of position, each figure must be numbered one after the other and complete with subtitle  
In spite of position, each table must be titled, numbered one after the other and complete with heading 
All figure and table must be adequately complete that it could situate on its own, divide from text 

Discussion: 

The Discussion is expected the trickiest segment to write and describe. A lot of papers submitted for journal are discarded based on
problems with the Discussion. There is no head of state for how long a argument should be. Position your understanding of the outcome
visibly to lead the reviewer through your conclusions, and then finish the paper with a summing up of the implication of the study. The
purpose here is to offer an understanding of your results and hold up for all of your conclusions, using facts from your research and
generally accepted information, if suitable. The implication of result should be visibly described. 
Infer your data in the conversation in suitable depth. This means that when you clarify an observable fact you must explain mechanisms
that may account for the observation. If your results vary from your prospect, make clear why that may have happened. If your results
agree, then explain the theory that the proof supported. It is never suitable to just state that the data approved with prospect, and let it
drop at that. 

Make a decision if each premise is supported, discarded, or if you cannot make a conclusion with assurance. Do not just dismiss
a study or part of a study as "uncertain." 
Research papers are not acknowledged if the work is imperfect. Draw what conclusions you can based upon the results that
you have, and take care of the study as a finished work  
You may propose future guidelines, such as how the experiment might be personalized to accomplish a new idea. 
Give details all of your remarks as much as possible, focus on mechanisms. 
Make a decision if the tentative design sufficiently addressed the theory, and whether or not it was correctly restricted. 
Try to present substitute explanations if sensible alternatives be present. 
One research will not counter an overall question, so maintain the large picture in mind, where do you go next? The best
studies unlock new avenues of study. What questions remain? 
Recommendations for detailed papers will offer supplementary suggestions.

Approach:  

When you refer to information, differentiate data generated by your own studies from available information 
Submit to work done by specific persons (including you) in past tense.  
Submit to generally acknowledged facts and main beliefs in present tense.  

Content 

Sum up your conclusion in text and demonstrate them, if suitable, with figures and tables.  
In manuscript, explain each of your consequences, point the reader to remarks that are most appropriate. 
Present a background, such as by describing the question that was addressed by creation an exacting study.
Explain results of control experiments and comprise remarks that are not accessible in a prescribed figure or table, if 
appropriate. 
Examine your data, then prepare the analyzed (transformed) data in the form of a figure (graph), table, or in manuscript form. 

What to stay away from 
Do not discuss or infer your outcome, report surroundings information, or try to explain anything. 
Not at all, take in raw data or intermediate calculations in a research manuscript.                    
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Do not give permission to anyone else to "PROOFREAD" your manuscript.

Methods to avoid Plagiarism is applied by us on every paper, if found guilty, you will be blacklisted by all of our collaborated
research groups, your institution will be informed for this and strict legal actions will be taken immediately.) 
To guard yourself and others from possible illegal use please do not permit anyone right to use to your paper and files. 

The major constraint is that you must independently make all content, tables, graphs, and facts that are offered in the paper.
You must write each part of the paper wholly on your own. The Peer-reviewers need to identify your own perceptive of the
concepts in your own terms. NEVER extract straight from any foundation, and never rephrase someone else's analysis. 

Please carefully note down following rules and regulation before submitting your Research Paper to Global Journals Inc. (US):  

Segment Draft and Final Research Paper: You have to strictly follow the template of research paper. If it is not done your paper may get
rejected.  
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CRITERION FOR GRADING A RESEARCH PAPER (COMPILATION)
BY GLOBAL JOURNALS INC. (US)

Please note that following table is only a Grading of "Paper Compilation" and not on "Performed/Stated Research" whose grading 

solely depends on Individual Assigned Peer Reviewer and Editorial Board Member. These can be available only on request and after 

decision of Paper. This report will be the property of Global Journals Inc. (US).

Topics Grades

A-B C-D E-F

Abstract

Clear and concise with 

appropriate content, Correct 

format. 200 words or below 

Unclear summary and no 

specific data, Incorrect form

Above 200 words 

No specific data with ambiguous 

information

Above 250 words

Introduction

Containing all background

details with clear goal and 

appropriate details, flow 

specification, no grammar

and spelling mistake, well 

organized sentence and 

paragraph, reference cited

Unclear and confusing data, 

appropriate format, grammar 

and spelling errors with

unorganized matter

Out of place depth and content, 

hazy format

Methods and 

Procedures

Clear and to the point with 

well arranged paragraph, 

precision and accuracy of 

facts and figures, well 

organized subheads

Difficult to comprehend with 

embarrassed text, too much 

explanation but completed 

Incorrect and unorganized 

structure with hazy meaning

Result

Well organized, Clear and 

specific, Correct units with 

precision, correct data, well 

structuring of paragraph, no 

grammar and spelling 

mistake

Complete and embarrassed 

text, difficult to comprehend

Irregular format with wrong facts 

and figures

Discussion

Well organized, meaningful

specification, sound 

conclusion, logical and 

concise explanation, highly 

structured paragraph 

reference cited 

Wordy, unclear conclusion, 

spurious

Conclusion is not cited, 

unorganized, difficult to 

comprehend 

References

Complete and correct 

format, well organized

Beside the point, Incomplete Wrong format and structuring
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