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ACADEMIC ENTREPRENEURSHIP INTENTION: A CASE STUDY OF A MALAYSIAN 

UNIVERSITY  

KAMARULZAMAN AB. AZIZ1 

ABSTRACT 

The 11th Malaysia Plan (2016 – 2020) was unveiled by the Prime Minister in May 2015. Thus, it 

is high time to investigate for signs of realisation of 10th Malaysia Plan’s commercialisation and 

innovation development among Malaysian universities initiative. It is proposed that one way of 

achieving this is by investigating the level of entrepreneurial intention among researchers in 

Malaysian universities. This paper reports findings from a study conducted in one Malaysian 

university. A total of 65 researchers undertaking postgraduate work (Master and Doctoral) took 

part in the study over a period of five months. In general the group shows moderate levels of self-

efficacy, perceived feasibility and entrepreneurial intention. Around 35% of the group recorded 

high levels of entrepreneurial intention. However, intention to commercialize their research 

specifically, a significantly lower level was observed. The paper makes recommendations on how 

universities can better drive academic entrepreneurship. 

 

Keywords: academic entrepreneurship, commercialisation, intention, researchers 

 

INTRODUCTION 

Abreu and Grinevich (2013) define ‘academic entrepreneurship’ as the effort to increase the 

influence, prestige, or profits of individuals or institutions through the development and marketing 

of research ideas and research-based products. They explain that academic entrepreneurship 

enhances societal well-being and results in organizational improvements as well as increased 

financial rewards for the academic entrepreneur. Their research argues that academics’ potential 

for research commercialization is dependent upon their academic disciplines, types of knowledge 

produced, and the extent to which their work can enjoy intellectual property (IP) protection such 

as through patents. For example, spinouts are relevant for commercialization of research in the life 

sciences due to the nature of inventions and long product development duration while research 

outputs in the social sciences are more often in the form of consultancy and contract research.  

In addition to the arguments on ‘academic entrepreneurship’ put forth by Abreu and 

Grinevich (2013), Perkmann et al. (2013) refer to another term, namely ‘academic engagement’ 

which also addresses the issue of commercialization of academic research. They define ‘academic 

engagement’ as collaborations between academic researchers and non-academic entities which are 

knowledge-related. It includes more formalized activities such as consulting, joint research, and 

contract research. It also includes informal activities such as providing advice and networking with 

industry professionals. Perkmann et al. (2013) also highlight research findings on the fact that 

transfer of knowledge via academic engagement is perceived more valuable by companies 

                                                 
1 Kamarulzaman Ab. Aziz is currently an associate professor and the Deputy Dean (R&D) of the Faculty of Management, member 

of the Centre of Excellence for Business Performance (CeBP) and the Centre for Knowledge & Innovation Management (CEKIM), 

Multimedia University, Malaysia. Email: kamarulzaman.aziz@mmu.edu.my 
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compared to the licensing of university patents, and that universities’ income from it is usually 

much higher than those derived from intellectual property. 

Malaysia is still behind in terms of its research capabilities as evidenced by various rankings. 

In the OECD Science, Technology and Industry Outlook 2014 report, Malaysia ranked in the 

bottom half of OECD on all 3 measures for universities and public research performance (OECD, 

2014). In the 10th Malaysia Plan, commercialisation and innovation development was assigned as 

‘Niche 1’ by the Malaysian Ministry of Higher Education (MOHE 2010). There are a number of 

funds, grants and incentives made available by the government to enable innovation and business 

creation among the universities. It was reported that under the 9th Malaysia Plan (2006 – 2010), 

the Malaysian government invested a total of RM3.2 billion in the form of R&D grants. 

Meanwhile, under the 10th Malaysia Plan (2011 – 2015), the government allocated RM840 million 

for the same purpose.  

The main R&D schemes under the administration of the Ministry of Higher Education are 

the Fundamental Research Grant Scheme (FRGS), Exploratory Research Grant Scheme (ERGS), 

Long-term Research Grant Scheme (LRGS) and Prototype Research Grant Scheme (PRGS). Prior 

to 10th Malaysia Plan the Ministry only had one R&D grant scheme, the FRGS. The introduction 

of ERGS, LRGS and PRGS, reflects the government’s desire to enhance the research, development 

and commercialisation activities among the universities. The three new schemes bridge the gap 

between university R&D activities and the programmes in placed to drive commercialisation and 

business creation. 

In terms of the development of commercialisation efforts in the Malaysian higher education 

sector, the trend had been: I) establishment of private universities, II) establishment of consultancy 

centres, III) emphasising research - identification of research agenda, creation of “Research 

University” and “Apex University” status for the public universities and the establishment of 

research management centres, and IV) emphasising research commercialisation – this was seen 

more from government agenda such as the RM 191.5 billion budget announced for 2010 with the 

aim to create an economy based on innovation, the more recent target to commercialise 360 high 

impact R&D products by the year 2020; all which universities researchers are one of the key 

success factors.  

However, in a previous study, (Ab. Aziz et al., 2013) found that research commercialisation 

achievement by researchers in Malaysian universities were low. It was clear that there is a need to 

address the situation and drive the universities to a better performance level. It is the belief of this 

paper that one the key factor that can lead to the desired performance levels among the researchers 

in Malaysian universities in terms of research commercialization is to instil high level of 

entrepreneurial intention among them.  

Previous researchers have suggested entrepreneurial intention-based models as the most 

practical insight to planned behavior. The entrepreneurial intention-based models are of Ajzen’s 

1991 Theory of Planned Behaviour (TPB) and Shapero and Sokol’s 1982 model of the 

Entrepreneurial Event (SEE). Both TPB and SEE contained the element of self-efficacy. Perceived 

self-efficacy is the perceived behavioral control in TPB and perceived feasibility in SEE. 

According to Krueger, Reilly and Carsrud (2000) promoting entrepreneurial intentions requires 

promoting perceptions of both feasibility and desirability; the belief of self – capabilities to control 

own’s motivation, behavior and social environment. Linan, Nabi and Krueger (2013) improved 

prior research by adding the role of culture along with motivations, skills and knowledge of the 

entrepreneurial environment. Culture is defined as a set of shared beliefs, values and expectations 

(Hayton, George and Zahra, 2002). There are two ways how culture influence entrepreneurship; 
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bottom up versus top down. The first way or the aggregate trait suggests that entrepreneurial values 

and traits increase if more individuals of a country become entrepreneurs. The second way or the 

societal legitimization suggests that a higher level of moral approval of entrepreneurship within a 

culture is reflected in that society’s practices (Stephan, 2008). The higher the level of knowledge 

and awareness about entrepreneurship will increase self-efficacy perceptions and hence 

entrepreneurial intentions.  

RESEARCH DESIGN 

This study comprised of several stages. First a group of 65 academic researchers (Master and PhD 

candidates) were solicited to take part in the study. Their entrepreneurial potential was gauged via 

a survey. Next, the group was given an exposure to research commercialisation and 

entrepreneurship via a seminar and supporting material which was made accessible to them via 

online throughout the study. Then, each researcher was asked to review their ongoing research 

work and evaluate its commercial potential and their intention to commercialise their work upon 

completion. Those that recorded high entrepreneurial intention in the survey were asked to provide 

further elaboration on their assessment and intention to commercialise. The findings are presented 

in the following sections. 

FINDINGS 

A total of 65 academic researchers took part in the study. Among them, 46 (70.8%) were males 

while the remaining 19 (29.2%) were females. The age ranged from 21 to 54 years old, with the 

mean age at 31.52 years. Out of the 65, 35 (53.8%) were Master candidates, and 30 (46.2%) were 

PhD candidates. 48 (73.8%) of them were enrolled as full time candidates, while the rest, 17 

(26.2%) were enrolled as part time candidates at the university. Out of the 65, 34 (52.3%) were 

also member of staff of the university. In terms of research fields, 22 (33.8%) were working in the 

Social Sciences and Humanities, 33 (50.8%) in Science and Technology, and the remainder 10 

(15.4%) were in the field of Creative Multimedia. 

Reliability analysis was conducted to determine the internal reliability of the items used to 

measure the constructs tested in this study. According to Sekaran (2000), Cronbach’s Alpha is a 

reliability coefficient that indicates the extent to which the items are positively correlated to one 

another. Cronbach’s Alpha greater than 0.80 is deemed as good (Sekaran, 2000). All of the 

constructs were considered as reliable and good as the Cronbach’s Alpha were above 0.80 (see 

Table I).  

A total of 18 items were used to measure the main constructs of the study, namely EI (8 

items), SE (7 items), and PF (3 items). The items were measured by itemized rating scale with 

seven scale categories, ranging from 1 = “Strongly Disagree” to 7 = “Strongly Agree”. Mean 

analysis was conducted to determine the average mean of the constructs. Overall, the respondents 

were agreed with all the items measuring the constructs with SE achieved the highest level of 

agreement with an average mean of 4.954, median of 5.000 and with the mode at 6.286; while PF 

scored the lowest level of agreement with an average mean of 4.354, median of 4.333 and with the 

mode at 5.000. Meanwhile, EI achieved a mean of 4.813, median at 5.250 and the mode 6.000. 

Notably, majority of the respondents rated a high level of agreement on EI, suggesting that the 

target users shown good indication of intending to undertake entrepreneurial activity in the future. 
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Table I: Reliability Analysis 

Constructs N Mean Std. Dev. 
Cronbach’s 

Alpha 

No. of 

Items 

Entrepreneurial Intention (EI) 65 4.813 1.635 0.972 8 

Self - Efficacy (SE) 65 4.954 1.131 0.906 7 

Perceived Feasibility (PF) 65 4.354 1.388 0.894 3 

 

Correlation analysis indicated that SE, PF, Age and Gender to have significant correlation with EI. 

Thus, regression analysis (see Table II) was conducted with SE, PF, Age and Gender taken as 

predictors for EI. The model summary reports Adjusted R Square of 0.586, suggesting that 58.6% 

of the variation in EI is explained by the variation in the set of independent variables of SE, PF, 

Age and Gender. Analysis of the variance (ANOVA) confirms that at least one of the predictors 

make a significant contribution to the model (see Table III). 

Table II: Model Summary 

Model R R Square Adjusted R Square Std. Error of the Estimate 

1 0.782a 0.612 0.586 1.0516848 

 

Table III: ANOVA 

Model  Sum of Squares df Mean Square F Sig. 

1 Regression 104.704 4 26.176 23.666 0.000a 

 Residual 66.362 60 1.106   

 Total 171.066 64    

 

Which predictor contributes significantly to the model? The coefficients table confirms that SE, 

PF, Age and Gender all make a significant (p. value < 0.05) contribution to the model (see Table 

IV). In other words;  

EI = 3.34 + 0.819SE + 0.228PF – 0.085Age – 0.693Gender 

Table IV: Coefficients 

  Unstandardized Coefficients 
Standardized 

Coefficients 
  

Model  B Std. Error Beta t Sig. 

1 (Constant) 3.340 0.906  3.687 0.000 

 SE 0.819 0.128 0.566 6.390 0.000 

 PF 0.228 0.104 0.194 2.205 0.031 

 Age -0.085 0.016 -0.420 -5.196 0.000 

 Gender -0.693 0.300 -0.194 -2.310 0.024 

 

 

The researchers were also asked of any exposure to entrepreneurship prior to their participation in 

this study. Out of the 65, 27 (41.5%) reported to having undertaken some kind of formal 
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entrepreneurial education in the past. This include among others entrepreneurship course as part 

of their undergraduate degree programmes, entrepreneurship seminars and workshops, etc. 

Furthermore, a higher percentage of the researchers, 66.2% (43 out of 65) reported to having 

exposure to entrepreneurship by having either family members or friends who are entrepreneurs. 

8 (12.3%) of the researchers opted not to answer to this question. Plus, one (1.5%) out of the 65 

researchers reported as being an entrepreneur. Figure I below provide summary of this findings. 

The academic researchers were then asked to assess the commercial potential of their ongoing 

research work, in this case their Master or PhD research. Nearly a third of them, 21 (32.3%), felt 

that their work had no commercial potential; just an academic work that would lead to some 

publications. The other one third of the researchers, 21 (32.3%), did believe that their work had 

some potential in the forms of practical applications of the research findings by potential 

stakeholders. 

 

Figure I: Prior Exposure to Entrepreneurship 

 
 

A further 22 (33.8%), reported more confidently that their work had commercial potential with 5 

(7.7%) claimed that they will be producing a prototype and another 5 (7.7%) believed that they 

will produce patentable research output. The remaining 1 researcher was not sure of the 

commercial potential of his work. This is explored further to see the difference in the responds 

between male and female academic researchers. The following Figure II provides the summary of 

the findings. 

Figure II: Commercial Potential Assessment 

 
 

The researchers were then asked their intention to commercialise their research work upon 

completion. Only 2 (3.1%) out of the 65 researchers reported that they intend to commercialize 
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their research output. A further 3 (4.6%) planned to evaluate further the commercial potential of 

their research upon completion, while 1 (1.5%) intend to file for a patent. Majority of the 

researchers, 24 (36.9%) planned to use the qualifications gained from completing their 

postgraduate research to progress further in their current career. A further 22 (33.8%) planned to 

publish their research findings. Among the Master candidates, 11 (16.9%) planned to continue 

their research at PhD level.  

Next, those with EI score of 6 or more were identified and these 23 (35.4%) were categorized 

as High EI. The group consist of 19 (82.6%) male, 4 (17.4%) female, 12 (52.2%) PhD candidates, 

11 (47.8%) Master candidates, and 9 (39.1%) of them have had prior exposure to entrepreneurship.  

The intention to commercialise was explored further to see the difference in the responds between 

male, female and High EI academic researchers. Following Figure III provide summary of the 

responses. 

Figure III: Intention to Commercialise 

 
 

DISCUSSION 

The main aim of this study is to investigate the level of entrepreneurial intention among 

academic researchers in a Malaysian university. Specifically, in relations to the intention to 

commercialize their research output as this important towards the realisation of the government 

agendas highlighted earlier.  It appears that even though one third of the group believed that their 

research had commercial potential, only a small portion of them (2 out of 65 or 3.1%) actually had 

the intention to the commercialize their work when complete. One of them was exploring aspects 

of user engagement in mobile-based augmented reality games and as part of his research design; 
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he produced a prototype game to test his propositions. Thus, he intended to offer his game on the 

Play Store (Android) and App Store (IOS). The other researcher, when quizzed further was not 

clear on how and what exactly he intended to commercialize out of his work. Interestingly, neither 

of them recorded High EI. So, it is believed that by producing a complete product that is tested 

during the course of the research made it easier for the researcher to see the commercial viability 

of their research output and thus, the opportunistic intention to commercialize. 

Furthermore, out of the High EI group, none of them had the intention to commercialize their 

work. Only 8.6% of the High EI group can be seen as intending to consider commercialization of 

their work with 1 researcher each planned to evaluate the commercial potential further and file for 

patent respectively. When investigated further among this group, 56.5% of them lacking sufficient 

knowledge to evaluate commercial potential of their work. This suggests that there is a need for a 

framework to help guide the researchers in evaluating the commercial potential of their research. 

The university where the study took place has a process where prior to publishing any research 

work, the researchers have to submit the public disclosure assessment form to the R&D division 

of the university. The form is a sequence of questions that allows the division to determine the 

originality of the work, as part of their quality control measure, and the answers to questions are 

also used to decide whether public disclosure is allowable or some form of protection is needed to 

enable for future commercialization of the work. If the form is made more comprehensive, it can 

serve as a tool for the researchers to do the assessment of the commercial potential of their work. 

The other 10 out 23 High EI researchers, had better understanding of the potential of their 

work where they each able to envision how the work can be commercialized. 6 of them identified 

industrial users as their potential clients and were not sure how they could go about in reaching 

these potential clients. The other 4 suggested spin-outs as the commercialization strategy for them 

but raised the question of resources needed. The university needs to provide matching services 

(matching to potential clients, business partners, investors, etc) to help increase the rate of 

commercialization by such researchers.  

From the median and mode analysis, it can be argued that academic researchers have strong 

potential towards entrepreneurship. However, based on the findings the potential did not seem to 

translate into a more concrete entrepreneurial intention vis-à-vis the commercialization of their 

research work. Possible solution to this situation may lie in providing more entrepreneurship 

engagement and education to the researchers as well as the university itself playing a more active 

role within the local entrepreneurship eco-system beyond the traditional role of providing human 

capital. Furthermore, the entrepreneurship eco-system within the university needs to be developed 

via the setting up of entrepreneur development units, start-up or spin-out policies and funds, 

accelerator programmes, business incubators, etc. Such measures are needed if a higher level of 

academic entrepreneurship is to be seen in Malaysian universities. 

The findings also suggest there seems to be a marked difference between male and female 

researchers. Female researchers seem to have less inclination towards commercialising their 

research as well as EI in general. Older researchers also showed a similar pattern. However, with 

increasing trend observed in numerous studies in terms of the growing importance of post-

retirement entrepreneurs and women entrepreneurs, such insights should be incorporated to design 

engagement strategies targeted for these groups of researchers. 

CONCLUSIONS 

The case study has revealed that there is still some way to go before the realisation of the 

government agenda outlined in 10th Malaysia Plan. The challenge lies in the transforming of the 
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commonly high self-efficacy among the researchers into entrepreneurial intention to small extent, 

and to entrepreneurial intention relating to their research work more significantly.  

The case study approach does not naturally lend itself to generalizations. Further work needs to be 

done in order to find meaningful causal relationships between the explored factors. This research 

being focused on one university, it would be useful to replicate the study of other universities in 

Malaysia. This may lead towards some findings that can be generalized.  

 

REFERENCES 

Ab. Aziz, K., et al. (2013) Commercialisation of University Research: An Investigation of 

Researchers’ Behaviour. Communications of IBIMA, 2013(2013). Available from: 
http://tinyurl.com/ogvkozf [Aceessed 16 December 2015] 

Abreu, M. and Ginevich, V. (2013) The nature of academic entrepreneurship in the UK: Widening 

the focus on entrepreneurial activities. Research Policy, 42(2013), 408-422. 

Ajzen, I. (1991) The theory of planned behavior. Organizational Behavior and Human Decision 

Processes, 50(2), 179-211. 

Hayton, J. C., George, G. and Zahra, S. A. (2002) National culture and entrepreneurship: A review 

of behavioural research. Entrepreneurship Theory and Practice, 26(4), 33-52. 

Krueger, N. F., Reilly, M. D. and Carsrud, A. L. (2000) Competing models of entrepreneurial 

intentions. Journal of Business Venturing, 15, 411-432. 

Linan, F., Nabi, G. and Krueger, N. (2013) British and Spanish entrepreneurial intentions: A 

comparative study. Revista de Economia Mundial, 33, 73-103. 

MOHE (2010) Niche 1: Commercialization and innovation development, AKEPT Centre for 

Leadership Research and Innovation. Available from: 
http://www.mohe.gov.my/akept/doc/ACLRI/Niche_1.pdf [Accessed 16 December 2015] 

OECD (2014) OECD Science, Technology and Industry Outlook 2014. Paris:OECD Publishing. 

Available from: http://dx.doi.org/10.1787/sti_outlook-2014-64-en [Accessed 16 December 2015] 

Perkmann, M., et al. (2013) Academic engagement and commercialization: A review of the 

literature on university-industry relations. Research Policy, 42(2013), 423-442. 

Shapero, A. and Sokol, L. (1982) Social dimensions of entrepreneurship. In: C. A. Kent, D. L. 

Sexton and K. H. Vesper (eds.) Encyclopedia of Entrepreneurship. New Jersey:Prentice 

Hall, 72-90. 

Stephan, U. (2008) National culture and entrepreneurship – or which country is most 

entrepreneurial. In: J.A. Mariano, M. Gorgievski and M. Lukes (eds.) Teaching psychology 

of entrepreneurship: Perspectives from six European countries. Universidad National de 

Educacion a Distancia, 69-78. 

 

 

 

 

 

http://tinyurl.com/ogvkozf
http://www.mohe.gov.my/akept/doc/ACLRI/Niche_1.pdf
http://dx.doi.org/10.1787/sti_outlook-2014-64-en


  
AICLEF 2015 (CAMBRIDGE) | CONFERENCE PROCEEDINGS  13  

 

© 2015 The Author | AICLEF 2015 © 2015 FLE Learning 

THE VALUE CREATION OF STRATEGIC ALLIANCES AND MERGERS -

ACQUISITIONS: A COMPARATIVE JUSTIFICATION THROUGH A 

MEASUREMENT BASED ON THE LONG -TERM FINANCIAL VALUE MODEL. “THE 

EMPIRICAL CASE OF SBF 250 FIRMS” 

DR. SACI FATEH1   

ABSTRACT:  

Strategic alliances and mergers -acquisitions are now theoretically considered as real levers of 

value creation. This value creation takes different forms, essentially strategic value, substantial 

value, institutional value and financial value. This latter holds our attention specifically. The 

objective of our research, after analyzing the results of our previous empirical work focused on 

strategic alliances and mergers -acquisitions announcements’ impact on stock market performance 

is to know whether or not, on a more or less distant horizon, the stock market performance of 

strategic alliances and mergers -acquisitions coincides with the actual performance in the long –

term, and thus, if these two forms of strategies can be justified by the financial motivation of CEOs. 

Our final results show that in the long -term, there is no positive impact of strategic partnerships 

on financial performance. We explain this result by the phenomenon of "creation of compensatory 

value" in the context of a strategic and financial plan. 

 

Key words: Alliances, mergers -acquisitions, compensatory value. 

 

INTRODUCTION 

Since the 1980s, regardless of their size or their business sectors, companies have grown 

increasingly through external growth strategies, mainly by strategic alliances (SA) and mergers -

acquisitions (M&A) (Paturel, 1990). These have multiplied to the point of looking like a fairly 

common form in strategic business options. This trend is explained through several reasons 

relating to the intentions of stakeholders concerned, including, as noted by some authors, the 

financial motivations of shareholders, whether substantial or institutional (Aliouat and Taghzouti, 

2009). 

Jacquot and Koehl (1998) have identified the same goals and motivations in the case of 

cooperation in general. For both authors, the motivations are often provided by environmental 

explanations (increased competition, market globalization, technological change, etc.), economic 

interpretations (economic and organizational efficiency) or cultural and cognitive interpretations 

(socio-cultural factors, plans of interpretation of the actors, vision, etc.). 

Today, with the new economic situation and the multiplication of financial crises, external 

growth strategies, including strategic alliances2 and mergers –acquisitions,3 have become two of 

the most appropriate ways to deal with any internal or external crisis, but also to cope with intense 

competition, integrate a new market, reduce or minimize costs, maximize profits, create a complete 

range, expand into new markets, acquire technology or know-how to obtain scarce resources, 

                                                 
1 Dr. SACI Fateh, Lecturer, Sino-French Institute, Renmin University of China. 
2 The success of alliances based on respect for different steps (Wahyuni, Ghauri and Karsten, 2007). 
3 Despite the 2007 crisis, in the same year as the number of M&A peaked, it is from these data that one can reasonably conclude 

that the M&A may be responses to address a crisis or rather an opportunity intended to benefit fragile business targets (according 

to final figures provider Thomson Financial data published Thursday, January 3, 2008). 
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maintain certain resources, pursue innovation, etc. (Jacquot and Koehl, 1998). In short, 

preservation strategies, capture, create or produce current or new value according to Paturel 

(2011).  

However, with financial globalization, firms are more focused on shareholder wealth, while 

the latter have experienced strong growth in liquidity and an increase in profits. This is why 

practitioners and researchers have become more interested in this area. 

The search for the maximization of shareholder wealth is the central focus of this competition 

for a large size, as specified by Albouy (2006) in his article “Theory, Applications and Limitations 

of Measuring Value Creation”: "not very long ago, the main objective was racing for turnover, 

critical size, market share, even in annual net profit. (…).The creation of shareholder value is it a 

communication issue as many management subjects? ". 

LITERATURE REVIEW ON STRATEGIC ALLIANCES AND MERGERS -

ACQUISITIONS 

The analysis of work on the subject of our research enabled us to notice a real dissonance between 

the results of previous work, especially between those who argue for the creation of real financial 

value, and those who advocate for the perception of value. 

Our research focuses on measuring the creation of financial value and shareholder value 

even though some authors like Pesqueux (1990), Hoareau and Teller (2001) and Caby and 

Hyrigoyen (2001) consider that the accounting and financial information is based on utilitarian 

references that emphasize market values at the expense of existential values (partnership values). 

But despite these criticisms on quantitative criteria of performance measurement, we must 

not forget that the survival of a company can only be a consequence of the financial results being 

effectively measured, as Gilbert et al. (2004) affirmed. 

This is what motivated us to focus more on studies carried out on the measurement of value 

creation on quantitative criteria, but after examining them, we noticed that there are few studies 

which were conducted on the actual financial performance of external growth strategy, including 

strategic alliances and mergers –acquisitions. There are also few comparative studies on these two 

types of acquisitions, which are the primary focus of our research. This will contribute to a better 

understanding of questions concerning the motivations to conclude strategic alliances and mergers 

-acquisitions, and helps us conduct a comparative study. 

The results so far are controversial and uncertain; therefore, there is an interest in identifying 

the nature of the impact of strategic alliances and mergers -acquisitions on financial performance 

and a secondary interest is to measure the impact of strategic alliances and mergers -acquisitions 

on financial performance (reduced to the creation of financial value). 

The choice of this research is not a coincidence, but rather a motivation to answer Aliouat’s 

(1996) questions. Aliouat (1996) after analyzing the results of empirical studies on the impact of 

acquisitions announcements on market value, saw that the impact was positive, and proposed the 

following two questions: 

- For a more or less distant horizon, would the market performance of acquisitions coincide with 

the actual performance? 

-  Does the confirmation of hypotheses formulated and verified by the authors remain valid for the 

case of strategic alliances? 

Hence the formulation of the following problem: 

What is the impact of strategic alliances and mergers -acquisitions on the financial performance of 

a company? 

The answer to this problem requires a response to the two following research questions:  
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- Does the announcement of strategic alliances and mergers -acquisitions have an impact on the 

market valuation (in the short term)? 

- Does the conclusion of strategic alliances and mergers -acquisitions have an impact on the real 

financial value (in the long term)? 

Theoretical framework 

To answer our two research questions we absolutely must refer to some particular theoretical 

currents: the theory of market efficiency, the agency theory, the theory of transaction costs and the 

theory of resources. 

We have formulated five hypotheses on the impact of the announcement on the stock market 

valuation from the theory of market efficiency (Fama, 1965) and agency theory (Jensen and 

Ruback effect, 1983). And for H2 to H6 assumptions based on the theory of transaction costs 

(Coase, 1937; Williamson, 1985) and the theory of resources (RBV) (Penrose, 1959; Wernerfelt, 

1984; Barney, 1991). These two theoretical currents meet the competitive strategy described by 

Batsch (1999). 

Previous empirical work 

Given that there is very little research on the financial performance of strategic alliances, our 

research builds on previous studies, including strategic alliances and mergers -acquisitions that 

show positive and negative effects. 

Regarding the work that has been done on actual financial performance, the results are rather 

mixed for both strategic alliances (Saci, 2013; Paik, 2005; Combs and Ketchen, 1999;  Lorenzoni  

and Lipparini, 1999; Reuer and Miller, 1997; Deeds and Hill, 1996; Park, 1997;  Baum and al., 

2000; Park and Dong-Sung, 1997) and mergers -acquisitions (Saci, 2013;  Paik, 2005; Camerlynck 

Ooghe and De Langhe, 2005; Yook, 2004; Park, 2003; Silhan and Howard, 1986; Perdreau, 1998; 

Harrison and al., 1991) 

Research model, assumptions and definition of variables 

Research model 

We adopt the following model: 

Financial Performance = creation of financial value = constant + variable Strategic Alliances 

(SA) or Mergers -Acquisitions (M&A) + control variables 

Hence the following linear regression for the strategic alliances (SA) and mergers -acquisitions 

(M&A) respectively: 

0 1 2 3 4

5 6 7 8 9

Pr argitPF APAS Op M in CostGS FSales

Sales FSales Sales NPART N S

    

     

        

           
 

0 1 2 3 4

5 6 7 8 9

Pr argitPF APMA Op M in CostGS FSales

Sales FSales Sales NPART N S

    

     

        

           
 

 

Therefore, these findings led to the following hypotheses: 

Hypotheses 

H1: The increase in the margin on operating income has a positive impact on financial 

performance in a strategic alliance or a merger -acquisition. 



ACADEMIC INTERNATIONAL CONFERENCE ON LAW, ECONOMICS AND FINANCE 16  

 

www.flelearning.co.uk 

H2: The increase in turnover realized abroad has a positive impact on financial performance in a 

strategic alliance or a merger -acquisition. 

H3: The increase in annual sales (turnover) has a positive impact on financial performance in a 

strategic alliance or a merger -acquisition. 

H4: Increased variation sales abroad to total sales has a positive impact on financial performance 

in a strategic alliance or a merger -acquisition. 

H5: The increase in the number of employees has a negative impact on financial performance in 

a strategic alliance or a merger -acquisition. 

Definition of variable 

The choice of variables is done referring to the work of Saci (2013) who has chosen ROA, ROE, 

PBR as dependent variables and the operating profit margin on the sales realized abroad, the 

change in turnover realized abroad as compared to total turnover and number of employees as 

independent variables. Furthermore, we refer to the work of Harrison et al. (1991) where they 

chose ROA as the dependent variable and capital, debt, the intensity of research and development 

and general and administrative expenses of sale, as independent variables. 

 

Dependent variables  Independent variables Control variables 

 

ROA: Return On Asset 

ROE: Return On Equity 

PBR : Price to Book Ratio 

 

APSA: Before/After of SA 

APMA: Before/After of 

M&A 

OPPRMAR : Operating 

Profit Margin  

CostGS: Cost Of Goods Sold 

Fsales : Foreign Sales 

Sales 
Variation Fsales/Sales 

N : Number of employees 

 

S : sector of activity 

NPART : number of partners 

 

SAMPLE AND RESEARCH METHODOLOGY 

Construction of the sample, data selection and descriptive statistics 

In the case of our study, we have used accounting and financial data (secondary data), including 

Thomson One Banker, Datastream, Diane; reference documents of companies (published and 

updated on the website of the Financial Market); and the companies' annual reports. 

We have established a sample of 75 strategic alliances and 85 mergers -acquisitions selected 

from the SBF 250 French companies (on Euronext Paris) and we used historical market and 

financial data between 1997 and 2013. Our study is besed on a longitudinal period of seven years, 

i.e. three years before the strategic alliance or a merger -acquisition, the year of the strategic 

alliance or the merger -acquisition and three years after the strategic alliance or the merger -

acquisition (Cornett and Tehranian, 1992). 

Methodology and data analysis 

To answer our problem, our choice is based on epistemological positivism on a quantitative 

approach by adopting a hypothetical-deductive approach (assumptions, tests). 
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To analyze the data, we used tests on panel data estimation on STATA and RATS. 

In our work, the study of the measure of value creation relates only to the extent of creating 

financial value. We then propose the results of the correlation study and those of the three 

regression models developed for measuring the creation of real value. 

In order to have a solid basis for our analysis, we have referred to the earlier work Saci 

(2013); Barber and Lyon (1997) and Meschi and Hubler (2000) for measuring the market value 

creation and the work of Saci (2013); Park (2003); Yook (2004); Harrison et al. (1991); 

Camerlynck Ooghe and De Langhe (2005), as well as the use of the databases DATASTREAM, 

Thomson One Banker and Diane to collect as much data as possible about the companies in our 

sample. Triangulation of methods allows for the confirmation of the empirical contribution of our 

research. 

Using the regression method for estimating panel data, analyzing different data highlights 

this triangulation method. These different ways of triangulation, namely theoretical triangulation, 

triangulation of data sources and triangulation methods allow one to increase the validity and 

reliability of the analysis (Miles and Huberman, 2003). They are intended to ensure a better quality 

of analysis by crossing data and studies. 

Correlation tests 

Table 3 and table 4 show the pairwise correlations of the variables in our study. These measures 

show the quality of our model and the absence of collinearity problems in the independent 

variables.  

 

Table 3: Correlations of Strategic Alliances (AS) 

 ROA ROE PBR Opprm

ar 
Fsales Sales FSales-S N 

ROA 1.000

0 
       

ROE 0.578

0 
1.0000       

PBR 0.303

8 
0.2620 1.0000      

Opprmar 0.388

9 
0.2875 0.3523 1.0000     

FSales -

0.204

3 

-0.0710 -0.0122 -0.1753 1.000

0 
   

Sales -

0.306

5 

0.0053 -0.0478 -0.1114 0.793

8 
1.0000   

FSales_sa

les 

0.036

4 
0.0606 0.0091 0.0492 -

0.071

9 

-0.0840 1.0000  

N -

0.153

6 

-0.0538 -0.0164 -0.1535 0.785

9 
0.8489 -0.1017 1.0000 

 

Table 4: Correlations of Mergers-Acquisitions (M&A) 

 ROA ROE PBR Opprma

r 
Fsales Sales FSales-S N 

ROA 1.000

0 
       

ROE 0.608

3 
1.0000       

PBR 0.419

5 
0.4582 1.0000      

Opprmar 0.514

8 
0.4627 0.2958 1.0000     

FSales -

0.162

2 

-0.0369 -0.1472 -0.0968 1.000

0 
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Sales -

0.325

5 

-0.0000 -0.1444 -0.1378 0.876

8 

1.000

0 
  

FSales_sa

les 

0.044

3 
0.0056 0.0520 0.0042 0.011

5 

-

0.019

4 

1.0000  

N 

 

 

 

 

 

 

 

-

0.187

4 

-0.0284 -0.0503 -0.1884 0.852

1 

0.856

8 
0.0072 1.0000 

 

 

 

 

Table 5: Study of normality and stationarity on the actual performance 

Variables Statistics Strategic Alliances Mergers -acquisitions 

ROA Mean 

Std. dev. 

Skewness 

Kurtosis 

JB 

ADF 

1.25 

0.916 

-1.260 

2.233 

215.11 

S 

1.42 

0.926 

-1.024 

1.062 

 124.751 

S 

ROE Mean 

Std. dev. 

Skewness 

Kurtosis 

JB 

ADF 

2.387 

0.789 

-1.739 

5.429 

765.884 

S 

2.472                 

0.740 

-1.908  

7.392  

1574.84  

S 

PBR Mean 

Std. dev. 

Skewness 

Kurtosis 

JB 

ADF  

0.614 

0.666 

0.284 

0.813 

21.438 

S 

0.633  

0.602 

0.403  

0.113  

16.430 

S  

OpPrMar 

 

Mean 

Std. dev. 

Skewness 

Kurtosis 

JB 

ADF 

1.786 

1.064 

0.794 

13.878 

3870.373 

S 

0.157  

 2.014 

-0.542    

0.540       

9.158 

S 

COSTGS Mean 

Std. dev. 

Skewness 

Kurtosis 

JB 

ADF 

8.247 

1.584 

-0.665 

-0.221 

36.552 

S 

7.169  

1.894 

-0.081  

-0.181  

1.357  

S 

FSALES Mean 

Std. dev. 

Skewness 

Kurtosis 

JB 

ADF 

7.844 

2.263 

-1.834 

3.593 

568.318 

S 

6.931  

2.459 

-0.799   

0.390  

7 66.857 

S 

SALES Mean 

Std. dev. 

Skewness 

Kurtosis 

JB 

ADF 

 

7.936 

1.966 

-0.106 

-0.586 

9.899 

S 

7.936 

1.966 

-0.106 

 -0.586 

9.899 

S 

FSALES-

SALES 

 

Mean 

Std. dev. 

Skewness 

Kurtosis 

2.705 

30.373 

10.216 

157.874 

-37.218 

867.109 

-19.653 

428.518 
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JB 

ADF 

 

536402.422 

S 

4536746.73 

S 

N Mean 

Std. dev. 

Skewness 

Kurtosis 

JB 

ADF 

 

9.506 

1.866 

-0.657 

0.840 

61.7651 

S 

9.50 

2.055 

-0.657 

0.840 

61.765 

S 

NPARTS Mean 

Std. dev. 

Skewness 

Kurtosis 

JB 

ADF 

9.506 

1.866 

-0.657 

0.840 

61.765 

S 

No results 

 

 

 

 

S  

S Mean 

Std. dev. 

Skewness 

Kurtosis 

JB 

ADF 

4.684 

2.232 

0.084 

-0.960 

20.424 

S 

5.307 

4.223 

0.076 

-1.245 

39.899 

S 

 

Our results and variables for measuring the creation of real value reported in the table above (Table 

5) show that the time series of annual returns have negative skewness for both variables ROA and 

ROE. But we find a positive skewness for the dependent variable PBR. 

For the independent variables, we observe a negative skewness for the independent variables, 

SALES, FSALES and N, except for OPPRMAG and COSTGS where we see positive skewness. 

Concerning the stationarity test of Dickey Fuller (ADF) on strategic alliances and mergers -

acquisitions, we find that all variables, either dependent or independent are stationary (S) for each 

variable in Table 6. 

In summary, from the results of Jarque Bera (1980), we find mixed results. These findings 

will also be confirmed with the study of regression below. 

Student tests 

The possible significance of AR, AAR and ACAR in view of the tests is measured according to 

the usual standard tests (1%, 5% and 10%). 

The objective of this test is to measure the impact of strategic alliances and effects of mergers -

acquisitions on the market performance of the French companies concerned. 

In this study, we have computed the Abnormal Return (AR) using the Market model. 

Regression tests 

Table 9: Results of regressions SA (before the strategic alliance) 

 ROA ROE PBR 

 Coeff P- value Coeff P- value Coeff P- value 

OpPrMargi

n 

.3399823 0.001*** .31371 0.000*** .1760597 0.006*** 

Fsales -.0763402 0.718 -.0320694 0.536 -.0451567 0.793 

Sales .8807723 0.118 .0976777 0.243 -.562795 0.177 
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Fsales_Sale

s 

-.0000832 0.945 .0009349 0.482 .0006953 0.492 

N -.7609001 0.045** -.0590199 0.509 .0917911 0.700 

Npart   -.1173997 0.224   

S   -.0294496 0.350   

 

Table 10: Results of regressions SA (after the strategic alliance) 

 ROA ROE PBR 
 Coeff P- value Coeff P- value Coeff P- value 
OpPrMargi

n 

.4940214 0.000*** .3571543 0.000*** .1129907 0.005*** 
Fsales -.0466426 0.774 -.0260508 0.647 -.0018756 0.984 
Sales .9481825 0.022** .0677897 0.439 -.2929679 0.200 
Fsales_Sale

s 

.0018634 0.099* .0026861 0.034** .0004711 0.473 
N -.3938089 0.067* -.0291444 0.742 -.0897972 0.395 
Npart   -.0738069 0.487   
S   -.0908205 0.005***   

 

In cases where the company concludes a strategic alliance, reading linear regressions before and 

after the strategic alliance shows that there are some more or less significant effects after the 

alliance, as shown by the comparison between the two regression tables before and after the 

strategic alliance. 

We note for the dependent variable ROA, a significant positive impact on Sales (coefficient 

= 0.9481) for a 5% significance level and Fsales_Sales (coefficient = 0.0018) for a significance 

level of 10%, while for the number of employees (N), there is a significant negative impact 

(coefficient = -0.3938) for a significance level of 10%. 

For the dependent variable ROE, a significant positive impact on Fsales_Sales (coefficient 

= 0.0026) for a 5% significance level. Furthermore, the independent variable control industry (S) 

ahows a significant negative impact (coefficient = - 0.0908) for a significance level of 1% for the 

same variable to explain ROE. 

Table 11: Results of regressions M&A (before the merger -acquisition) 

 ROA ROE PBR 

 Coeff P- value Coeff P- value Coeff P- value 

OpPrMargi

n 

.2505104 0.010*** .5509169 0.000*** .1109991 0.042** 

Fsales -.035888 0.805 .0282831 0.831 -.1352968 0.180 

Sales .4113319 0.078* .5281162 0.014** .2542922 0.113 

Fsales_Sale

s 

-.0001581 0.175 -.0002117 0.047** -.000174 0.033** 

N -.2595604 0.283 -.6679819 0.003*** -.2173982 0.188 

Table 12: Results of regressions M&A (after the merger -acquisition) 

 ROA ROE PBR 

 Coeff P- value Coeff P- value Coeff P- value 

OpPrMargi

n 

.4690619 0.000*** .7395626 0.000*** .1010666 0.007*** 

Fsales -.0153052 0.802 .004829 0.936 -.06495 0.144 

Sales -.1566306 0.560 .035816 0.901 -.3626224 0.058* 

Fsales_Sale

s 

.0000153 0.604 .0000225 0.438 .0000255 0.240 
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N -.5613986 0.071* -.4298279 0.214 -.8160551 0.000*** 

In the case of mergers -acquisitions, reading linear regressions before and after the merger 

or acquisition shows an opposite effect. Before the merger or the acquisition we are seeing some 

positive and significant effects, as the independent variable Sales has a significant positive impact 

on both variables in explaining ROA and ROE, respectively (coefficient = 0.4113) for a 10% level 

of significance and (coefficient = 0.5281) for a significance level of 5%. It also has two significant 

negative impacts for the independent variable Fsales_Sales on two dependent variables 

respectively ROE and PBR (coefficient = - 0.0002) for a significance level of 5% and (coefficient 

= - 0.0001) for a threshold significance of 5%, all of this before the merger -acquisition. 

However after the merger or acquisition, we see some significant but negative effects, the 

independent variable Sales has a significant negative impact on the market performance PBR 

(coefficient = - 0.3625) for a significance level of 10%, and the same impact on the number of 

employees N (coefficient = -0.8160) for a significance level of 1%. 

The independent variable number of employees (N) also has a significant negative impact 

on the dependent variable ROA (coefficient = - 0.5613) with significance at the 10% level and we 

have the independent variable OpPrMargin that has a significant positive impact. 

ANALYSIS OF THE RESULTS (STUDENT'S T-TEST AND ESTIMATION OF PANEL 

DATA) 

In the long term there is no positive impact (neutral impact) on financial performance whether it 

be the strategic alliance or merger -acquisition. 

Compared to our assumptions, we reject the hypothesis suggesting the existence of a positive 

relationship between the conclusion of the strategic alliance or merger -acquisition and the creation 

of financial value, because only H2 is validated. 

Strategic alliances (SA) and Mergers -Acquisitions (M&A) have no impact on the financial 

performance of the company. On the one hand, our results contradict the theoretical assumptions 

and the results of some empirical work on strategic alliances, like that of Combs and Ketchen 

(1999), and on mergers –acquisitions, like that of Harrison, Hitt, Hoskisson and Ireland (1991). 

On the other hand, our results are consistent with other empirical research results: in the case of 

strategic alliances, that of Park and Dong-Sung (1997), and in the case of mergers –acquisitions 

that of Camerlynck Ooghe and De Langhe (2005). 

Compared to our assumptions, we reject the hypothesis suggesting the existence of a positive 

relationship between strategic alliances, mergers -acquisitions and financial performance: H3, H4 

and H6. 

We accept hypothesis H2; however H5 is accepted in the case of strategic alliances and 

rejected in the case of mergers -acquisitions. 

DISCUSSION  

The comparative reading of the theoretical literature and the empirical one shows that strategic 

alliances and mergers -acquisitions are practices that can generate both positive and negative 

effects. This observation led us to assume that the combined effect of the alignment of interests 

and inefficiencies in strategic alliances and mergers -acquisitions is likely to create a net neutral 

effect on creating financial value of a company. 

Through the empirical studies cited below concerning external growth strategies, including 

strategic alliances and mergers -acquisitions, we find notice in one hand, the impact of strategic 

alliances and mergers -acquisitions on creating financial value is neutral on the other hand, the 

results of Yook (2004), who has worked on the development of the EVA after the acquisitions 
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operations indicate that the improved operating performance is ruined by the costs capital of large 

premiums paid to the target company, and therefore, acquisitions do not create real economic gains 

for shareholders of the acquiring company. 

We find that many studies are contradictory on the performance of strategic alliances and 

mergers -acquisitions, including the measurement of performance in relation to the company size. 

On the one hand, Treacy and Bowman (1980) found a strong negative correlation between 

firm size and equity performance variability, and on the other hand, Pomfret and Shapiro (1978) 

found a strong positive relationship between company size, scope of diversification and earnings 

stability. 

We stipulate that strategic alliances and mergers-acquisitions create financial value, but it is 

destroyed in part by the costs incurred by them as well as other negative effects (Yook, 2004). 

In conclusion, the absence of the impact of the strategic alliances (SA) and mergers -

acquisitions (M&A) on financial performance may be combined to give a total net neutral effect 

on performance. The negative effects absorb the potential gains from strategic alliances and 

mergers -acquisitions (creating compensatory value). As we integrated the different costs, we can 

explain this neutrality of the performance by what may be called the creation of compensatory 

value: companies anticipate a decrease in their income (due to the loss of a contract for example), 

resulting in lower revenues or a possible new expense and to compensate for these losses, the 

companies are opting for strategic alliances and mergers -acquisitions (financial and strategic 

intent). 

Intentions to use strategic alliances and mergers -acquisitions are ultimately intentions other 

than financial intentions, as our results show that the creation of financial value is minimal, or even 

neutral (financial intent minima). 

CONCLUSION  

The analysis of the problem of measuring the financial value creation through strategic alliances 

and mergers -acquisitions remains a field of study rarely treated in a French context, including the 

extent of creating long-term value. This finding is one of the main interests that motivated this 

research, the objective of which was to contribute to a better understanding of the financial value 

creation of strategic alliances (SA) and mergers -acquisitions (M&A) of French listed companies. 

This paper is best viewed as an attempt to adress some of these issues with some contributions. 

We have conducted a study on the actual performance of strategic alliances and mergers –

acquisitions by proposing a research model with new variables and finally a theoretical framework 

with four streams. In terms of methodological contributions, we conducted a study on two different 

periods and with an econometric approach based on two types of tests. From a research 

perspective, it would be particularly desirable to have more conclusive results about value creation 

of strategic alliances and mergers –acquisitions. This would involve performing the same study 

with other variables and more independent variables (Breaking, R&D costs, longevity, patents, 

etc.) to refine the analysis of the financial impact. For instance, this could involve a two-

dimensional study taking into account the two levels of analysis within a single empirical study 

(complementing our study with interviews with managers of the companies in our sample), a study 

to ascertain possible causal relationship between strategic alliances or mergers -acquisitions and 

the creation of financial value realized (effect on sequence comparisons); or measuring the value 

creation of strategic alliances and mergers -acquisitions with the method of abnormal returns “The 

empirical case of SBF 250 firms”. 
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COULD DONALD TRUMP BE RIGHT? A FURTHER LOOK AT TAX INVERSION 

TRENDS IN US COMPANIES 

DR. ABRAHAM PARK1 

ABSTRACT 

At 35 percent, the U.S. has one of the highest corporate tax rates in the world.  Even after tax 

breaks and tax credits, U.S. firms still rank as some of the highest in corporate taxes owed.  In 

addition, the U.S. is one of the few countries that require corporations to pay taxes on income 

earned overseas.  As globalization increases the reach of U.S. companies, the incentives to move 

abroad and protect foreign-earned income are understandably attractive.  This incentive has led to 

47 tax inversions in the last ten years, more than double the previous two decades combined.    

This paper discusses the effects of tax inversion for U.S. companies: 1) significant cash 

savings; 2) increase in CEO compensation for companies that do invert; and 3) high levels of cash 

retained abroad by U.S. companies because the taxable event is triggered when companies move 

cash back to the U.S.  Furthermore, this paper also examines why some firms have experienced 

underperformance after inversion, despite the potential tax savings. 

Key words: tax inversion, US corporate tax, tax avoidance 

INTRODUCTION 

Recently, Donald Trump, a candidate for the Republican presidential nomination, made headlines 

by proposing a “tax holiday” for American corporations to allow them to bring back cash from 

overseas bank accounts by paying a 10 percent repatriation tax.  In response, Hilary Clinton has 

proposed an “exit tax” for US companies moving abroad.  Both of these candidates have addressed 

the growing trend of “tax inversion” deals that U.S. companies have adopted, in which a firm 

relocates its headquarters to another country and declares that new country as its domicile, 

primarily for the foreign country’s lower tax rate.  In the 1950s, approximately one-third of the US 

federal government’s revenue came from corporate tax.  This percentage has continued to 

decrease, and currently, this percentage stands at approximately a tenth (Krugman, 2014).  

Through the years, U.S. companies have been able to lower their effective tax rates by 

utilizing tax credits, maximizing subsidies, and employing tax minimization strategies such as a 

tax inversion.  For example, critics have called Warren Buffet “un-American” for financing the 

2014 merger of U.S. fast food chain Burger King Worldwide Inc., with Tim Hortons Inc., a 

Canadian company, which allowed the new company to take advantage of Canada’s lower 

corporate tax rate.   

Structured as a “tax inversion,” the merger moves Burger King's headquarters to Canada, 

and allow the new company to take advantage of Canada’s lower corporate tax rate.  Although  

Buffet, who invested $3 billion into the deal, has defended the move as motivated by business  

rather than tax reasons, the increasing number of tax inversions in the U.S. has caused the 

government to seek to restrict such activity and condemn such moves as unpatriotic and evasive.  

In the context of increasing globalization, the tax inversion issue highlights the question of why, 

despite opposition, are established American companies leaving the U.S., and what that means for 

the future of U.S. businesses.   
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Tax inversions have recently been called the “hottest trend in M&A,” (Raice, 2014).  A tax 

inversion happens when a firm relocates its headquarters to another country and declares that new 

country as its domicile, primarily for the foreign country’s lower tax rate.  Currently, at 35 percent 

for corporate tax, the United States has one of the highest corporate tax rates in the world.  Unlike 

most countries, the United States uses a worldwide tax system, not a territorial tax system.  This 

means the United States taxes all income regardless of the country in which it is earned, but only 

when the foreign income is repatriated into the US.  In a territorial system, companies must only 

pay taxes on income earned domestically.   

The current trend in structuring such moves is to acquire or be acquired by a foreign 

company, and then adopt the foreign company’s headquarters.  In reality, however, many firms 

simply change their headquarter address to a foreign address while keeping their core business 

operations within the U.S.  This was considered a “naked” inversion because the firm relocation 

lacked business substance.   

President Obama has recently condemned tax inversions as nothing more than tax evasion, 

stating, “They’re keeping most of their business inside the United States, but they’re basically 

renouncing their citizenship and declaring that they’re based somewhere else, just to avoid paying 

their fair share” (Weekly Address, 2014).  To address this practice, in 2004 Congress passed Section 

7874 under the American Jobs Creation Act to penalize firms that relocate for tax avoidance 

purposes.  Under this Act, when a firm maintains its main business operations within the U.S. 

effectively changing only its mailing address overseas, the firm is still considered a U.S. firm and 

subject to the U.S tax code.   

However, this has not deterred companies from trying.  In 2014 alone, many notable 

companies such as Burger King, Pfizer, Walgreens, and Abbvie, have attempted to relocate.  Most 

recently, Pfizer and Allergan have announced in 2015 a record-breaking $155bn (£100bn) deal 

that will relocate its headquarters to Ireland.  Experts have forecasted that Treasury will lose 

approximately $15 to $20 billion from tax inversions over the next 10 years.  As a result, tax 

inversions have become a pressing issue in both the market and with Congress.   

Table 1: Recent Inversion Activities 2 

 

                                                 
2 Sources: http://www.bloomberg.com/infographics/2014-09-18/tax-runaways-tracking-inversions.html 

US Companies New Incorporation Year

Pfizer - Allergan Ireland Pending

Cyberonics Inc. England Pending

Wright Medical Group Inc. Netherlands Pending

Steris Corp. England Pending

Civeo Corp. Canada Pending

Applied Materials Inc. Netherlands Pending

Mylan Inc. Netherlands 2015

Medtronic Inc. Ireland 2015

Burger King Worldwide Inc. Canada 2014

Horizon Pharma Inc. Ireland 2014

Theravance Biopharma Inc. Cayman 2014

Endo International Plc Ireland 2014

Tower Group International Ltd. Bermuda 2013

Liberty Global Plc England 2013

Perrigo Co. Plc Ireland 2013

Actavis Plc Ireland 2013
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WHY COMPANIES CHOOSE TAX INVERSIONS 

Even after tax breaks and tax credits, U.S. firms still rank as some of the highest in corporate taxes 

owed at 35 percent.  In addition, the U.S. is one of the few countries that require corporations to 

pay taxes on income earned overseas.  Most OECD (Organization for Economic Co-operation and 

Development) nations, notably the U.K. and Canada, tax only on domestic profits, not foreign 

income.  As globalization increases the reach of U.S. companies, the incentives to move abroad 

and protect foreign-earned income are understandably attractive.   

Table 2: Corporate Tax Rates 3 

 
This incentive has led to 47 tax inversions in the last ten years, more than double the previous 

two decades combined (Ways and Means Committee, Democrats, 2014).  Firms are able to save a 

significant amount of cash through tax inversion; for example, by moving to Switzerland, 

Walgreen could reduce its effective tax rate from 37 percent to 24.2 percent, which would mean 

estimated savings of $797 million in taxes in 2016 fiscal year (Davis, 2014).  Corporate 

expatriations lower tax expenses and result in increased cash flow and earnings for balance sheets.  

Studies have also found that when corporations do invert, CEO compensation has increased; as if 

corporate tax savings and increased cash flow were not enough, such likelihood of increased 

compensation provide an additional incentive for upper management to promote inversion (Mider, 

2014).   

Moreover, corporate expatriations have restructured companies to avoid paying U.S. taxes 

on their foreign earnings.  Because the taxable event is triggered when companies move cash back 

to the U.S., many U.S. listed firms have retained their cash abroad, where their profits are earned.  

Not surprisingly, the amount of cash overseas is at a record high, estimated to be $1.64 trillion 

(Frier, 2014).  In addition, when firms need to move some part of their cash into the U.S., they 

have often needed to structure loans to their domestically owned or affiliated corporations in order 

to skirt the repatriation tax.  However, a significant amount of the cash often remains trapped in 

the foreign location.  Tax inversion avoids this logistical hurdle and allows firms to move cash 

more freely across borders.   

Furthermore, if a foreign parent company loads up a US subsidiary with debt, then when the 

US subsidiary pays interest to the foreign parent, the payments are deductible for purposes of 

determining US tax liability.  This method, often called “earnings stripping”, is one of the major 

benefits of a corporate inversion and allows for the reduction of earnings from a high-tax rate 

jurisdiction.  The crux of this strategy is shifting income-producing activities to the foreign parent 

                                                 
3 Source: www.oecd.org/tax/tax-policy/tax-database 
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company while transferring debt to the US subsidiary such that any interest paid by the U.S. 

subsidiary on the loan can then be deducted from its profits to reduce its overall taxable income. 

GOVERNMENT’S RECENT ATTEMPTS TO CAPTURE FOREIGN INCOME 

To penalize firms that relocate for tax avoidance purposes, Congress issued Section 7874 under 

the American Jobs Creation Act.  This regulation became effective for all firms that inverted after 

March 4, 2003.  Congress specifically tried to target firms that relocated for tax saving purposes 

by using a surrogate foreign corporation.  Under Section 7874, after a corporation or partnership 

acquires another foreign corporation or partnership, if 80 percent or more (by vote or value) is still 

held by former shareholders and partners of the expatriated U.S. entity and has substantial business 

activities within the U.S., then that entity is still subject to the U.S. tax code.  However, if only 60 

percent or less (by vote or value) is held by U.S. shareholders and the core business operations 

remain in the U.S., then the corporation or partnership may be deemed a foreign entity for tax 

purposes.  However, for the following ten years, that corporation or partnership would still be 

subject to certain U.S. tax regulations, such as taxing inversion gain and the ability to offset gains 

with tax credits, net operating losses, and other exclusions.   

Section 7874, as implemented in 2004, was vague and difficult to interpret, especially as to 

how one determines whether a firm had “substantial business activities” abroad.  Accordingly, the 

U.S. Treasury issued the 2006 Regulations, which mentioned factors such as historical and current 

conduct of the business activities, performance in the foreign country by upper management based 

in the foreign country, and ownership by foreign or domestic residents.  In addition, the 2006 

Regulations articulated a “safe harbor” test to determine whether a firm had substantial business 

activities overseas.  The safe harbor test stated that “substantial business activity abroad” required 

at least 10 percent of a firm’s global employees, assets, and revenue be located in the foreign 

country.   

 Three years later, the U.S. Treasury closed more loopholes by issuing the 2009 Temporary 

Regulations, focusing on a few more elements.  First, it prevented firms from acquiring multiple 

entities to circumvent Section 7874; instead, for tax purposes the Regulations treat all entities as 

one.  Secondly, the 2009 Temporary Regulations eliminated the 2006 safe harbor test and required 

a “facts and circumstances” test to determine whether substantial business activities were overseas.  

Furthermore, the 2009 Temporary Regulations also addressed treatment of certain stock when 

determining ownership and insolvency with debtors.   

Despite such regulation, firms continued to invert to foreign locations.  As a result, in the 

summer of 2012, the U.S. Treasury created the 2012 Regulations, rescinding the 2006 Regulations 

and replacing the former 10 percent test with a bright-line test.  The bright-line test specifies 3 

different requirements to determine if the company is subject to U.S. tax:    

1. The number of employees based in the foreign country is at least 25 percent of the total 

number of employees worldwide, and the foreign employees’ compensation is at least 

25 percent of the total employee compensation worldwide.    

2. The value of the assets in the foreign country must be at least 25 percent of the total 

assets for the firm worldwide.   

3. Income from the foreign country is at least 25 percent of the total income for the firm 

worldwide. 

To deter firms from moving accounts solely to satisfy these requirements, the U.S. Treasury also 

requires that these tests be met at the expatriation date.  Failure to pass this test means the firm 

must pay taxes.  The effect of the 2012 Regulations is that it has become significantly more difficult 

for companies to successfully invert.   
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CURRENT TRENDS AT RELOCATION 

Within the last two years, about a dozen well-known large companies have tried to relocate.  Many 

of these firms are in the pharmaceutical industry, such as Abbvie, Mylan, and Pfizer.  The popular 

destinations for relocation have been Ireland, Canada, Netherlands, and the U.K.   

Many firms that have successfully inverted have seen an increase in their overall value, 

especially in the pharmaceutical industry.  However, despite the potential for tax savings, other 

firms have experienced underperformance after inversion.  According to Drawbaugh (2014) who 

analyzed 52 completed inversion transactions: 

1. 19 out of 52 companies have outperformed the S&P 500 index after inversion; 

2. 19 out of 52 companies have underperformed the S&P 500 index after inversion; 

3. 10 companies have been bought by competitors 

4. 3 companies have gone out of business  

5. 1 company has reincorporated back in the U.S. 

The underperformance can be attributed to a number of factors:  first, the restructuring involved 

with changing the domicile of a firm can add up to a significant amount of restructuring costs that 

may not pay off; second, tax savings can potentially help but not ensure stock outperformance; 

third, firms that invert may be perceived as unpatriotic and lose customer base and loyalty.   

Nonetheless, given the continued trend of firms inverting, policy makers have been seeking 

more regulations to curb this type of activity.  Given the potential tax savings firms receive when 

inverting, the U.S. Treasury and Congress are concerned that a “herd effect” is occurring—that is, 

companies’ success in inverting their corporate domicile have encouraged more firms to seek tax 

inversion.  To address such problem, experts have advised Congress to further change the tax code 

surrounding inversion and deductions on debt.  However, it remains highly uncertain whether 

Congress will agree upon a new regulation or whether they can stop tax inversion activities through 

regulation.   

IMPLICATIONS FOR US BUSINESSES 

Repeated revisions to a vague and overreaching tax law fails to address the underlying and 

fundamental problem:  the fact that U.S. corporate tax is and continues to be the highest among 

our trading partners and that it taxes foreign-earned income.  In a global market, U.S. companies 

compete in foreign markets against firms based in other countries that have lower tax rates with 

exemptions for foreign business income.  Inversions help U.S. firms compete by shaving off extra 

layers of tax on foreign operations.   

Instead of name-calling and attacks on the lack of patriotism of U.S. companies and their 

officers and investors, perhaps we need a rational consideration of U.S. businesses and their ability 

to compete worldwide.  For example, companies based in Europe have an average corporate tax 

rate of just 20 percent.  In Canada, the corporate tax rate used to be 28 percent in the 1990s, but 

has been recently lowered to just 15 percent.  Furthermore, according to PriceWaterhouseCoopers 

(2010), lowering the corporate tax rate from 35 to 30 percent would increase annual productivity 

growth by 0.4 percent per year.  

If Congress wishes to avoid companies relocating or restructuring their companies to avoid 

taxation of foreign income, it starts with a recognition that the U.S. cannot continue to charge the 

highest rate of corporate tax when the global market for hosting corporations is hospitably lower.  

Moreover, in this fiercely competitive global economy, if U.S. businesses are to remain dominant, 

Congress must make serious efforts to restructure tax incentives, such as allowing for a territorial 

system as well as US companies’ ability to return profits back to the U.S. 
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THE IMPACT OF TIGHT MONETARY CONDITIONS AND CRISES ON CORPORATE 

CAPITAL STRUCTURE – LITERATURE REVIEW AND OPEN RESEARCH AREAS 

MARIANNA GERGELYNÉ KÁSA1* 

ABSTRACT 

The study offers a theoretical framework for analyzing the relation between tight monetary 

conditions, crises and corporate capital structure, as well as sheding light on the limited empirical 

results and open research areas of the topic. 

The results highlight that the supply of capital has an effect on corporate capital structure, 

though this effect is scarcely investigated. There is limited evidence on financial policy and the 

development of financing mix during a crisis period, specifically in the case of firms with impaired 

access to external financing. The study also highlights our lack in understanding of the relation of 

crisis and capital structure in case of the CEE region.  

The findings have implications and set the framework for future empirical research. 

 

Key Words: Financial crisis, supply of capital, capital structure, access to financing, CEE region   

INTRODUCTION  

Based on the seminal work of Modigliani and Miller, the search for optimal capital structure 

generated several theories (e.g. trade-off theory, signalling, agency costs theory). In spite of the 

plentiful empirical testings and new theories (e.g. financial flexibility), there does not seem to be 

any single, universal, and empirically valid capital structure theory.  

Apart from the research collected to date, some new research aspects are arising; one of these 

new aspects determines and measures the role of supply factors in capital structure movements, 

dissolving MM’s assumption of the supply side’s perfect elasticity (e.g. Faulkender and Petersen, 

2006; Becker, 2007; Ivashina and Scharfstein, 2008; Akbar, Rehman and Ormrod, 2013; Lemmon 

and Roberts, 2010; Leary, 2009; Duchin, Ozbas and Sensoy, 2010; Voutsinas and Werner, 2011). 

However, to measure the exact effect of supply factors on capital structure, a clean 

differentiation of supply and demand factors is needed. Tight monetary conditions and crisis – 

assuming these represent supply shock to the capital markets – offer an opportunity to measure the 

supply side effect of capital markets on corporate capital structure.  

This study develops a theoretical framework for analyzing the effect of supply factors on the 

basis of the works of Gertler and Gilchrist (1993), Gertler and Gilchrist (1994), Oliner and 

Rudebusch (1995), Bernanke, Gertler and Gilchrist (1996), Kashyap, Stein and Wilcox (1993), 

and Kashyap and Stein (2000), investigating the effects of tight monetary conditions on capital 

structure movements. 

Further, empirical results on the effect of supply shocks and crisis on capital structure are 

reviewed in order to identify the open research areas of the topic. 
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mailto:marianna.kasa@uni-corvinus.hu


ACADEMIC INTERNATIONAL CONFERENCE ON LAW, ECONOMICS AND FINANCE 32  

 

www.flelearning.co.uk 

THEORETICAL FRAMEWORK FOR ANALYZING THE SUPPLY EFFECT ON 

CAPITAL STRUCTURE 

Factors influencing capital structure in tight monetary conditions and crisis 

The investigation of monetary policy’s effect on the real economy has already been subject to the 

work of Tobin and Brainard (1963), though the relation was stated only later by Romer and Romer 

(1989), Bernanke and Blinder (1988 and 1990). 

According to the basic idea of the monetary transmission mechanism, tight monetary policy 

influences the passiva side of banks, decreasing the amount of money flowing in the bank system 

(money channel). Alternatively, monetary policy measures affect the real economy by means of 

altering the lending activity of banks, partially through decreasing the supply of credit (lending 

channel).  

Early studies investigated the transmission mechanism of the lending channel (Blinder and 

Stiglitz, 1983; Romer and Romer, 1989; Bernanke and Blinder, 1988; Bernanke and Blinder, 

1990). The idea is that unfavourable changes in the monetary policy have an impact on banks’ 

fund collecting activity, indirectly affecting the lending activity (bank lending channel). Kashyap, 

Stein and Wilcox (1993) emphasize that the unfavorable change in the monetary policy generates 

a greater decrease in supply of bank lending than in the case of the overall supply of credit, 

resulting in a lack of finance for some corporates.  

Questioning the results of Kashyap, Stein and Wilcox (1993), Oliner and Rudebusch (1995) 

and Gertler and Gilchrist (1994) emphasize the transmitting role of credit supply in a broader 

sense, considering every financing possibility as a source of supply (broad lending channel). 

Considering the possible financing sources, Oliner and Rudebusch (1995) describe that, based on 

the existence of information asymetries, external and internal sources are not perfect substitues. 

Furthermore, there is a premium on the price of external sources; its value correlates with the 

tightening of monetary policy. The tighter the monetary policy is, the higher the premium and so 

is the price of external funding, possibly resulting in the fall of supply.  

Further studies investigated the impact of monetary policy on corporate financing from 

various aspects of the broad lending channel. 

In the following, the main points of the considerable works of Gertler and Gilchrist (1994), 

Khwaja and Mian (2008), Kahle and Stulz (2013) are reviewed.  

According to Gertler and Gilchrist (1994), the financial factors2 transmit the capital markets’ 

shocks to the real economy in tight monetary periods through two channels. The balance sheet 

view declares that a corporate’s wealth and assets determine its lending possibilities serving as 

collateral for external financing. Then, monetary policy affects the company in two ways. Its direct 

effect can be captured through the change of monetary instruments (e.g. interest rate), while 

monetary policy can also have an indirect effect by altering the demand for the company’s 

products. Unfavorable changes in monetary policy decrease the cash flow and asset value of the 

company, resulting in lower capital supply. 

In the credit/lending view, monetary policy determines the funds available for lenders by 

means of, for example, capital requirements, which has an effect on credit available for corporates. 

Khwaja and Mian (2008) investigated the impact of a bank liquidity crisis on the economy. 

They identified two distinct channels, through which a liquidity crisis takes its effect. Through the 

bank lending channel liquidity shocks are passed over to borrowers by means of credit supply 

conditions as quantity and pricing parameters, even if the borrowers’ parmeters, such as credit 

                                                 
2 Financial factors are results of capital market imperfections.  
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rating, are unchanged (Kashyap, Stein and Wilcox, 1993; Kashyap and Stein, 2000; Paravisini, 

2007). The borrowing channel represents the availability and use of alternative financing sources 

to bank credit. The channel gains in importance in the case of decreasing bank credit supply.  

According to Kahle and Stulz (2013), impaired access to capital takes its effect on the capital 

structure of companies through four different channels in case of crisis. The bank lending supply 

shock describes that in cases of considerable asset losses, banks are forced to regain their healthy 

balance structure through active and/or passive side operations (that is, mainly through capital 

increase and/or asset selling). Active side operations taken for the main part are the sale of 

securities, stocks and bonds, termination of existing loan facilities and freezing of new credit 

granting. These actions result in a decreasing supply of credit.  

The credit supply shock deals with the supply of sources in general, reviews banks and 

alternative financing sources as well. Due to the increased level of uncertainty and risk, investors 

are turning away from the credit markets, the level of investment activity is decreasing, and the 

liquidity vanishing from the markets. Since not only bank lending, but financing sources in general 

are scarce in case of a credit supply shock, lack of bank financing cannot be substituted by 

alternative sources.  

The demand shock describes that the demand for goods may decrease and uncertainty about 

future demand may increase during a crisis. 

The balance sheet multiplier effect points to the relationship of a company’s net worth and 

its financing and investment policy.3 When asset values decrease, firms have a lower net worth, 

resulting in less collateral for new borrowings and for renewable loans.  

Though all three works describe the impact of monetary policy on corporate capital structure 

similarly, different mechanisms with differing designation are identified.  

Kahle and Stulz (2013) use the broades grouping of mechanism, representing not only the 

supply, but the demand side as well. The direct balance sheet view of Gertler and Gilchrist (1994) 

conforms to the demand shock of Kahle and Stulz (2013), and the indirect balance sheet view to 

the balance sheet multiplier effect. The bank lending supply shock and credit supply shock of 

Kahle and Stulz (2013) represent Gertler and Gilchrist’s (1994) credit/lending view in a more 

detailed manner. Since Khwaja and Mian (2008) investigate the development of bank lending, 

their bank lending channel is a tighter category than the credit/lending view of Gertler and Gilchrist 

(1994). Furthermore, Khwaja and Mian’s (2008) bank lending channel acts similarly to the bank 

lending supply shock of Kahle and Stulz (2013). While Khwaja and Mian (2008) identifies the 

access to financing sources from a demand view (firm borrowing channel), the credit supply shock 

of Kahle and Stulz (2013) and the credit/lending view of Gertler and Gilchrist (1994) works with 

a supply point of view.  

In the following sections, the categorization of Kahle and Stulz (2013) is followed mainly 

due to its very detailed manner and the fact that it best incorporates other categorizations.  

Factors influencing capital structure in tight monetary conditions and crises considering 

access to external financing 

Firm characteristics influence the credit supply and the access to external financing sources of the 

firm by having an effect on the degree of information asymmetry, agency costs and corporate 

control mechanism. As a result, firm characteristics have an indirect effect on the firm’s capital 

structure. This effect gains importance in tight monetary conditions, like a crisis, since monetary 

                                                 
3 For a literature review, see Brunnermeier and Oehmke (2012). 
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conditions alter the relation between a firm’s characteristics and information asymmetries, agency 

costs and control mechanism, specifically in the case of firms with impaired access to external 

financing sources. 

Oliner and Rudebusch (1995) state that the more tightening in monetary conditions takes 

place, the more the relative cost of external financing sources to internal sources rises. Further, 

firms facing larger information asymmetries are paying larger premium for external sources than 

firms with lower asymmetries, which results in the former being more prone to monetary shocks. 

According to Bernanke, Gertler and Gilchrist (1996), agency costs of lending are moving parallel 

with the cyclicality of the economy. Moreover, the greater the information asymmetry, the larger 

the agency costs of external financing. So in case of unfavorable monetary changes and crisis, 

firms facing higher level of agency costs will be able to borrow less4 and will suffer from the 

economic downturn to a relatively larger extent than a borrower with a lower level of agency costs.  

In order to get a meaningful and detailed picture of the topic investigated, further analysis 

distinguishes firms with limited access and with unlimited access to external financing. The aim 

is to investigate whether tight monetary conditions in a crisis have a different impact on capital 

structure in case of firms with different access to external financing. In the literature, access to 

financing is identified mostly by the firm size, the listed status or having a rating. This study takes 

firm size and the listed status into consideration and is further executed by means of the 

transmission channels of Kahle and Stulz (2013) as described formerly. 

Tighter monetary policy in crisis decreases the supply of credit through the bank lending 

channel, having a more pronounced effect on firms of a smaller size with less collateral and on 

firms with higher leverage (Holmström and Tirole, 1996; Hancock and Wilcox, 1998; Berger and 

Udell, 2002; Becker and Ivashina, 2014). However, according to Khwaja and Mian (2008) the 

channel transmits impacts of the same intensity on smaller and larger companies. Furthermore, 

they state that the monetary policy has its effect predominantly through quantity constraints. 

Tightening of credit supply in broader sense impacts the smaller bank-dependent firms to a 

greater extent through the credit supply channel, mainly due to the higher level of information 

asymmetry and agency costs and due to the fewer alternative financing possibilities of these firms 

(Bernanke, Gertler and Gilchrist, 1996; Gertler and Gilchrist, 1994; Oliner and Rudebusch, 1995). 

Based on the results of Khwaja and Mian (2008), the decrease in bank lending could be settled by 

alternative, non-bank sources in the case of firms of a larger size, with political embedment and/or 

firms of large holdings. Investigating the financing of listed companies, Bernanke, Gertler and 

Gilchrist (1996) state that external financing is available for these firms instead of tightening 

monetary conditions, mainly due to their accessible alternative financing possibilities. Oliner and 

Rudebusch (1995) state that, based on their results, smaller companies are affected by unfavorable 

monetary conditions through the credit channel, while the effect cannot be tracked in the case of 

larger companies.  

Furthermore, the decrease in profitability and the increase in default risk is less likely to 

apply to larger companies owing to their higher level of diversification. Thus tighter monetary 

conditons have less of an impact on the financing possibilities of larger firms through the demand 

channel. 

In monetary tightening, asset values decrease and asset marketability on secondary markets 

worsens, resulting in a decreasing collateral value of assets. Based on the functioning of the 

balance sheet multiplier channel, financing is offered to borrowers with higher collateral values, 

i.e. that of a larger size (Michaelas, Chittenden and Poutziouris, 1999). 

                                                 
4 Due to the “flight to quality” phenomena. 
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Capital structure development in tight monetary conditions and crises considering access 

to external financing 

Considering the above findings on the transmission channels, we can finally ask how monetary 

conditions or crisis are shaping the capital structure? What development of leverage and use of 

alternative financing sources, what change in the composition of financing mix can be expected as 

a result of the impact of monetary conditions? Are different developments expected taking 

corporate characteristics, i.e. access to external financing, into account? 

Development of leverage 

In tightening and crisis, companies receive less or no bank credit considering the bank lending 

channel, and thus a decreasing leverage is expected.5 A more pronounced decrease is expected in 

the case of smaller, more leveraged firms and/or in case of firms with less collateral (Bernanke, 

Gertler and Gilchrist, 1996; Gertler and Gilchrist, 1993; Gertler and Gilchrist, 1994; Kashyap, 

Stein and Wilcox, 1993; Kashyap and Stein, 2000). However, leverage is shaped through the 

availability and quantity of alternative sources to bank credit as well. If sufficient alternative 

financing to bank credit is available, decreasing bank financing can be substituted with alternative 

financing, that is, leverage remains unchanged.  

If the tightening and crisis have an impact on credit supply in general, then not only the 

availability of bank credit, but also that of alternative sources are affected through the credit supply 

channel, decreasing leverage is expected. Firms of a smaller size and bank-dependent ones are 

suffering from decreasing credit supply, while larger and/or listed companies can outweigh the 

impact more likely, mainly due to their more financing sources available, e.g. cash and equity-type 

sources (Bernanke, Gertler and Gilchrist, 1996; Gertler and Gilchrist, 1993; Gertler and Gilchrist, 

1994; Kashyap, Stein and Wilcox, 1993; Kashyap and Stein, 2000). 

Through the demand channel, a decrease in demand results in vanishing growth 

opportunities, which leads to a sharp fall in investments. Declining CAPEX requires less financing, 

both debt- and/or equity-type financing. So leverage remains unchanged or declines.6 A more 

pronounced effect is expected in the case of smaller firms. 

The drop in asset values due to unfavourable monetary changes or crisis increases leverage, 

generating agency conflicts between lenders and owners of a firm (Jensen and Meckling, 1976; 

Holmström and Tirole, 1996). However, the balance sheet multiplier channel leaves debt 

unchanged; leverage is expected to remain unchanged or decline. The balance sheet multiplier 

effect may have a greater impact on firms with less collateral, i.e. firms of smaller size. 

Summarizing the above findings, the tight monetary conditions or crises have a negative 

effect on leverage through every channel of the monetary transmission; leverage declines or 

remains unchanged, if equity decreases with the same rate as debt. Taking corporate characteristics 

into account, it is expected that unfavorable monetary policy or crises will have a more pronounced 

effect on leverage in case of smaller size and/or non-listed status.  

                                                 
5 The development of leverage should be evaluated with caution. In the case of sudden shocks and rash changes in monetary 

conditions, and assuming that equity does not change in the precise moment the shock is occurring, the development of leverage 

purely reflects the change in debt position (e.g. fall of debt level due to cutbacks on credit lines). However, if the impact of a 

monetary change or crises is to get evaluated based on periodical data, rather than stock data, the effect of possible changes in 

equity position should be taken into account as well. It is misleading to have the total change in leverage account for the change in 

debt position during a period, since the equity position could have altered as well. 
6 Taking periodical data, the simultaneous decrease in equity and debt is possible. If equity falls at a greater rate, then debt and 

leverage increase. Though this may be only a theoretical case. 
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Development of financing mix 

The bank credit channel works towards the decrease in bank credit position of the firm, while the 

bond and equity position may rise or remain unchanged, depending on the access to financing 

sources. In case of larger and/or listed firms, alternative sources may substitute the tightening 

supply of bank credit (Leary, 2009). The development of a cash position is questionable; a decrease 

may occur since firms are utilizing their savings due to them running short on bank credit, though 

a cash hoarding strategy is also conceivable when expecting further tightening of credit supply, 

and a deepening of the crisis (Kahle and Stulz, 2013). 

Unfavorable monetary conditions, working through the credit supply channel may cut back 

bank credit position, bond and equity issuances. The flight to quality phenomena of the markets 

hinders and makes issuances expensive, for larger and/or listed companies as well. The 

development of a cash position is questionable. The hoarding strategy may be justified by current 

risky operations and by the expectation of a further deepening of the crisis.  

The falling demand, exerting its effect through the demand channel, makes assets less 

valuable, their secondary market struggling, resulting in a falling value of net worth and in 

strenghtening credit conditions. A fall in demand may also turn the firm’s profitability into 

negative, impairing access to financing, the fulfillment of debt service and covenants, the renewal 

of existing credit lines, the borrowing of new credit, and the financing by alternative sources in 

general. Further, falling profitability hinders the cash hoarding. These factors have a more 

pronounced effect on firms of smaller size, mainly due to their low level of diversification.  

The balance sheet multiplier channel works towards a decrease in the net worth and asset 

value of the firm, which leads to an increasing leverage. The higher level of leverage may cause 

debt overhang, where the existing debt position turns out to be riskier and not only debt, but also 

equity issuance becomes more hindered (Myers, 1977). The multiplier channel may have a more 

significant effect on the financing mix of smaller companies under tight monetary conditions than 

on that of larger firms. 

In summary, the following statements can be made: Tight monetary conditions, crisis have 

a negative impact on the bank credit position through every channel of monetary transmission. The 

position decreases irrespective of corporate characteristics like size and listed status.  

Bond and equity issuance may increase considering the bank credit channel in case of larger 

and/or listed companies, but considering the credit supply channel, there is no expectation that the 

tightening bank credit supply may be substituted by alternative sources, both in the case of larger 

and/or listed companies. 

The development of cash position may be evaluated based on the functioning of the demand 

channel; cash hoarding is hindered by falling demand and falling profitability. This phenomenon 

may affect larger companies less due to their more diversified operations.  

EMPIRICAL RESULTS ON THE IMPACT OF TIGHT MONETARY CONDITIONS 

AND CRISES ON CORPORATE CAPITAL STRUCTURE  

Although based on the findings of a few studies, tight monetary conditions or crises seem to have 

no effect on corporate capital structure (Akbar, Rehman and Ormrod, 2013 in the case of l/t 

financing; Lemmon and Roberts, 2010), the vast majority of studies evidence the relationship. In 

the following, empirical literature on the impact of monetary policy and crisis on the development 

of corporate capital structure is reviewed, also referring to the access to external financing. 
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Empirical results for the CEE region are also highlighted; the intention herewith is to investigate 

if the region’s uniqueness7 has an impact on the relationship investigated.   

Firms with impaired access to external financing  

Capital structure development of firms with limited access to financing has scarcely been 

investigated. Existing studies emphasize the importance of internal financing sources (Campello, 

Graham and Harvey, 2010; Campello et al., 2011a; Campello et al., 2011b; Leary, 2009; Akbar, 

Rehman and Ormrod, 2013; Iyer et al., 2013) and the missing substitution of decreasing bank 

supply by alternative sources in tight monetary conditions (Leary, 2009; Akbar, Rehman and 

Ormrod, 2013; Iyer et al., 2013; Harrison and Widjaja, 2013). 

Campello, Graham and Harvey (2010), Campello et al. (2011a) and Campello et al. (2011b) 

state that the 2007/08 crisis hindered, but did not cut back fully, the utilization of credit lines. The 

results support the pecking order theory, since not only firms with impaired access,8 but also those 

with access to financing, i.e. also profitable and liquid firms prefer internal to external financing. 

Leary (2009) states that the leverage and bank credit position of smaller, bank dependent firms 

decreased, while internal financing increased significantly during the credit crisis in 1966. Akbar, 

Rehman and Ormrod (2013) studied the sample of UK private companies in 2007–2009. They find 

that the tightening of the supply side had the greatest negative effect on the short financing 

channels, i.e. s/t bank credit, trade credit. Furthermore, cash and equity issuance increased, while 

substitution by net debt issuance and trade credit was not prevalent. Iyer et al. (2013) find that the 

Portuguese corporate sector was hit in diverse manners by the drop in bank financing during the 

2007/08 crisis. Smaller, younger firms, and firms with weaker bank relationships suffered more 

from the tightening of the bank credit supply. Substitution by alternative sources did not take place 

independently from firm size. 

The role of trade credit under unfavorable monetary conditions is rarely investigated. Its 

substitutional and supplementary role is also reasonable. Petersen and Rajan (1996) confirm the 

substitutional role of trade credit, mainly in the case of firms with impaired access to financing. 

Though they also emphasize that trade credit may signal the quality of a firm, reducing the adverse 

selection, and resulting in the increase of leverage. This latter highlights the supplementary role of 

trade credit. Akbar, Rehman and Ormrod (2013) and Love and Zaidi (2010) state the 

supplementary role in case of firms with impaired access to financing.  

Firms with access to external financing 

The importance of internal sources during unfavorable monetary conditions in the case of listed 

companies is highlighted by Kim, Heshmati and Aoun (2006), Voutsinas and Werner (2011) and 

by Harrison and Widjaja (2013). Kim, Heshmati and Aoun (2006) state having had a preference 

for internal financing sources during the Asian crisis, primarily for profitable firms with growth 

opportunities, while Voutsinas and Werner (2011) find that internal sources substituted, while 

alternative external sources did not replace, the shrinking bank credit for listed companies during 

the Japanese crisis in 1998. Harrison and Widjaja (2013) also underline the importance of internal 

sources for  S&P 500 companies during the 2007/08 crisis.  

                                                 
7 The CEE region shows a unique development and status, mainly due to the transition process in 1989–91. According to Colombo 

(2001), tre transition process resulted, that the size of the region’s capital markets and their late progress make the general use of 

some external sources not possible; trade credit is commonly used owing to the past plan economy; the ownership structure may 

be a significant determinant of capital structure. 
8 Whether a firm has impaired access is defined by the CFO’s subjective opinion.  
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Fosberg (2012 and 2013) found falling debt and equity issuance for listed US companies 

during the 2007/08 crisis. Specifically for s/t financing, a remarkable growth was observed by 

Fosberg (2013); the reason for this lies in the overcoming of a decrease in trade finance, l/t credits 

and equity-type financing by s/t credits. However, according to the results of Pattani, Vera and 

Wackett (2011), Kahle and Stulz (2013) and Iqbal and Kume (2014), firms with access to external 

financing have significantly financed their operations from the bond and equity market during the 

crisis. Results based on the studies of Becker and Ivashina (2014) and Adrian, Colla and Shin 

(2012) examining companies with bond market access, also state the substitution of falling bank 

credit supply through bond issuance. Concerning debt issuance, an important finding is that of 

Kahle and Stulz (2013). They doubt that the 2007/08 crisis had any impact on capital structure 

through the bank lending channel. They find that there was no larger fall in debt issuance 

observable in the case of bank dependent firms, as in the case of non-dependent firms.    

Referring to the development of cash position, Kahle and Stulz (2013) surprisingly find that 

bank dependent firms hoarded cash to a greater extent than non-dependent firms during crisis. 

Trade credit has a substituting role in case of large, listed companies during the Asian crisis 

(Love, Preve and Sarria-Allende, 2007) and during the Japanese bank credit crisis (Voutsinas and 

Werner, 2011), though a supplementary role is found for total financing (Voutsinas and Werner, 

2011).  

Empirical results for the CEE region  

There are limited findings for the CEE region in the topic investigated.   

Mörec and Raskovic (2011) find, that the Slovenian corporate sector suffered from the fall 

in credit supply during the 2007/08 crisis. Larger firms though managed to lower their demand for 

financing by decreasing the level of inventories, but the SMEs did not find any viable solution for 

their lack of finance. Szemán (2013) also finds a fall in external financing during the crisis. 

Studying the capital structure development of the Hungarian corporate sector, Szemán (2013) 

states that the share of total liabilities fell during the crisis, though the fall was only immediate in 

the case of the s/t debt. Rusu and Toderascu (2014) verify the fall in bank liabilities by examining 

datas from seven CEE countries.   

However, Mostarac and Petrovic (2013) find that the leverage of Croatian companies 

increased, mainly through the increase of s/t debt. 

The substitutional role of trade credit cannot be verified by Szemán (2013).  

The empirical results are summarized and shown in Table 1. 

FINDINGS AND CONCLUSIONS 

Though the relation of tight monetary conditions and capital structure is examined by several 

studies, the impact of crises is scarcely examined, specifically in the case of the 2007/08 crisis. 

The majority of the studies take the data of large, listed companies, i.e. that of firms with access 

to external financing; however, the findings of these studies also do not provide a single viable 

finding regarding the development of capital structure during the crisis. Moreover, a part of the 

empirical findings is not consistent with the statements derived from the relationship of monetary 

policy and capital structure. There is a conspicuous difference in the case of the development of 

leverage and bank credit. Furthermore, there is a clear lack of studies involving smaller, non-listed 

companies.  

In addition, the evolution of financing mix elements has not been researched 

comprehensively. A clean statement cannot be made regarding their development as a result of 
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supply side effects. Specifically, the case of trade credit has not been analyzed  thoroughly for the 

2007/08 crisis. 

Thus, it is not clear whether or not the supply side has an effect, and if yes, what kind of 

effect it has on the capital structure. The study also highlights the lack of research and our missing 

understanding of the relation between crisis and capital structure in the case of the CEE region. 

IMPLICATIONS 

This study contributes to the extant literature by setting a framework for analyzing the relationship 

of monetary conditions and capital structure, and also by unfolding open research areas reviewing 

the referring empirical studies. 

The implication for future empirical research in the area involving smaller and/or private 

companies, i.e. companies with impaired access to external financing, is set. The evolution of 

capital structure components, i.e. that of leverage and financing mix elements, has to be examined 

further in order to construct a clear picture of the role of supply factors and monetary policy in 

shaping capital structure. A special need for clean results in the case of the CEE region is also 

obvious .  

TABLES AND FIGURES  

Table 1: Empirical results on the impact of tight monetary conditions, crisis on corporate 

capital structure9,10 

Change in leverage 

and financing mix 

elements 

Firms investigated have  

impaired access  

to external financing 

access 

to external financing 

Leverage increases Mostarac and Petrovic (2013) Iqbal and Kume (2014) 

Fosberg (2012) 

Fosberg (2013) 

Voutsinas and Werner (2011)  

Leverage 

decreases* 

Leary (2009) 

Iyer et al (2013) 

Szemán (2013) 

 

Bank credit 

increases 

 Fosberg (2013) – s/t;  

Iqbal and Kume (2014) 

Bank credit 

decreases* 

Leary (2009) 

Pattani,Vera and Wackett (2011) 

Iyer et al (2013) 

Mörec and Raskovic (2011) 

Pattani, Vera and Wackett (2011) 

Adrian, Colla and Shin (2012) 

Becker and Ivashina (2014)  

Rusu and Toderascu (2014) 

Use of internal 

sources increases 

Leary (2009) 

Lin and Paravisini (2010) 

Campello,Graham,Harvey(2010) 

Campello et al. (2011a) 

Campello et al. (2011b)  

Akbar, Rehman, Ormrod (2013) 

Kim et al (2006) 

Campello,Graham, Harvey (2010) 

Campello et al. (2011a) 

Campello et al. (2011b)  

Voutsinas and Werner (2011) 

Harrison and Widjaja (2013) 

                                                 
9 Results referring to the CEE region are underlined. 
10 Expected changes in capital structure components based on the statements of the transmission channels are marked with *.  
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Bond issuance 

increases 

 Pattani, Vera and Wackett (2011) 

Adrian, Colla and Shin (2012) 

Becker and Ivashina (2014)  

Kahle and Stulz (2013) 

Bond issuance 

decreases 

 Fosberg (2012) 

Equity issuance 

increases 

 Pattani, Vera and Wackett (2011) 

 

Equity issuance 

decreases 

 Fosberg (2012) 

Fosberg (2013) 

Trade credit 

increases 

 Voutsinas and Werner (2011)  

Love et al (2007) 

Trade credit is 

unchanged or 

decreases 

Akbar, Rehman, Ormrod (2013) 

Love and Zaidi (2010) 

Szemán (2013) 
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ENVIRONMENTAL DEGRADATION AND ECONOMIC GROWTH IN AFRICA: 

THE ROLE OF INSTITUTION 

SAMUEL O. EGBETOKUN,1 TEMITAYO O. AKINBOBOLA2 AND ADEYEMI A. 

OGUNDIPE3 

ABSTRACT 

The paper examines the impact of institutions on growth and environmental quality relationship 

in Africa using a static panel approach for the period 1996-2014. It disaggregates African 

economies into three categories based on World Bank framework. These categories include: i. 

poor institutions ii. fair institutions, and iii. good institutions. The empirical result indicates the 

realization of the EKC hypothesis in African economies with good and fair institutions while 

no feasible turning point threshold could be ascertain for economies with poor institutions. 

Similarly, our result suggests that environmental quality was more responsive to income 

growth with good institutions, implying that with African economies with sound institutions 

tends to turn the EKC faster. 

 

Keywords: Environmental Degradation, Growth, Institutions, Africa 

Jel Classification: Q56, F43, O43, N57 

INTRODUCTION 

African economy has been witnessing steady growth in the past three decades but this has not 

been without negative impact on environmental quality. One major present goal of the African 

developing nations is environmentally sustainable growth. Therefore, the challenge of 

balancing the immediate need for survival with the long run sustainability of the environment 

becomes an issue. As a result, certain fundamental questions are often asked, ‘What has been 

the magnitude of the impact of economic growth on the pace of environmental degradation? 

Does the economic growth – environmental degradation in Africa suggest environmental 

sustainability? Will Africa countries able to grow out of environmental degradation. Despite 

several studies, these and other questions are still demand a satisfactory answer. 

Available literature on growth and environmental degradation nexus identified two 

strands of theories; Environmental Kuznets Curve (EKC) theory and the Pollution Haven 

Hypothesis (PHH). The EKC posits that as economic activities increase, environmental 

degradation rises, reach a certain threshold and then decline with the increase in economic 

activities. This depicts an inverted U-shape curve (Kuznets, 1955; Grossman and Krueger, 

1991; Ogundipe, Alege and Ogundipe, 2013). The empirical evidence on EKC for developing 

African countries produced mixed results; while few like Bhattarai and Hamming (2001) and 

Osabuohien et al. (2014) found the existence of the inverted U-shaped EKC for carbon-dioxide 

(CO2) emission, others such as Akpan and Chuku (2011) and Ogundipe et al. (2015) do not. A 

number of these studies were interested in validating or refuting the existence of EKC, most 

have been merely an intellectual gymnastics and only attempted an empirical validation of an 

earlier studies while a few new others examined how several pollutants respond to income 

growth. Attempt to realize all this created conflicting evidences, as the existing empirical 

findings differs based on the choice of control variables, estimation techniques/bias, and data 

used. This sole distraction left the fundamental issue and question unattended; as regards why 
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average income has not grown enough to secure sustainable environment in spite of consistent 

economic growth in the region. 

The purpose of this study is to investigate the EKC theory and the PHH in the African 

developing economies in the light of institutional strength. Most previous studies on the two 

theories, while controlling for a wide range of factors such as population, trade, agriculture, 

manufacturing etc. fail to adequately control for institutional strength. The institutional quality 

of a nation in terms of control of corruption, rule of law, government effectiveness in 

implementing laws etc. is germane in the process of balancing economic growth with 

environmental sustainability. The quality of institution becomes very important if developing 

economies of Africa will attain the inverted U-Shape EKC turning point fast. In the same vain, 

Institutional quality cannot be neglected if developing nations will solve the problem of 

Pollution Haven. The presence of the inverted U-Shape EKC and the green growth being 

experienced in most developed economies has been attributed to high quality of the institutional 

strength (Aliyu, 2005; Agarwal, 2012; Posu, 2014). 

Institution quality has been recognized as an important factor in the process of balancing 

the economic growth with environmental degradation. Panayotou (2005) explains that it is not 

higher income per se that bring about environmental improvement but the supply response and 

policy responsiveness to the growing demand for environmental quality through the enactment 

of environmental legislation. Torras the Boyce (1998) maintained that changes in the 

technology towards being cleaner and safer for the environment could be induced by a more 

effective institutional policy measures. ‘Institution’ is defined by North (1990) as the humanly 

devised constraints that shape human behaviours. Other economists including Kuplow (1992), 

Hart (1994), Agarwal (1994), Rodrik (2000) and Evan (2004) conceive institution as legal, 

economic, cultural, political and social system. Glaeser et al. (2004) simply consider institution 

as a constraint that is reasonably permanent or double. Aligning with authors like North (2005), 

Grief (2006), Rogar (2009) Davis (2010) and others, institution for the purpose of this study is 

defined as rules, laws, regulation and policies with their enforcement processes. 

The remaining part of the study is structured as follows; the stylized facts-which describe 

an analytical link between institutions and environmental quality occupies section two, section 

three contains the research methodology, the discussion of result is presented in fourth and the 

last section concludes with some policy recommendations. 

CONCEPTUAL FRAMEWORK 

Institutions could be contextualized as a cluster of rights, rules and decision-making procedures 

occurring at all levels of social organisations and with an emphasis on environmental and 

resource regimes. The role institution play causes and confronts environmental change 

(Tanguilig and Tanguilig, 2009). Human security is achieved when individuals and 

communities have the options necessary to end, mitigate or adapt to threats to their human, 

environmental and social rights, have the capacity and freedom to exercise these options and 

actively participate in pursuing these options (Contreras, 1991). 

Basically, the literature has witnessed contradictory ideas and empirical findings on the 

effect of institutions on environmental degradation. One strand believes that institutions 

(democracy and control of corruption) improve environmental quality while others opined that 

institution may worsen environmental quality; as economies with strong institutions attract 

investment which hampers environmental quality.  

The study by Li and Reuveny (2006), Bernauer and Koubi (2009), Hosseini and Kaneko 

(2013) surveyed the literature about the effect of institutions on environmental policy. As 

rightly indicated in figure 1, these studies identified that political rights and freedom of 

information promote the cause of environmental interest groups which raise public awareness 

and encourage environmental legislation (Schultz and Crockett, 1990; Payne, 1995). Kotov 
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and Nikitina (1995) opines that electoral accountability and ability of groups to mobilize make 

democracies more responsive to the environmental needs of the public. Similarly, Weiss and 

Jacobsen (1999) and Berge (1994) suggests that democracies institutions respect the rule of 

law and human life and also supports economic freedom, market economies (sustainable 

growth) which in turn promote environmental quality. 

 

 

Figure 1: Interaction between Institution and Environmental Quality 

From figure 1, economic growth influences environmental degradation (EKC 

hypothesis). The influence of institution can hasten the movement of the curve to reach the 

turning point faster and thus bringing about the desire sustainable growth. Strong institutional 

quality can also impact on economic growth and environmental degradation by ensuring that 

location or relocation of dirty industries are appropriately put under control thereby guiding 

against pollution haven. Moreover, Institutional intervention can bring about rapid economic 

growth which in turn can result into increase in rate of environmental degradation that can 

again be checked by the intervention of institution. Similarly increase in environmental 

degradation resulting from growth beckons on institutional strength to pave the way for green 

growth in order to achieve the goal of sustainable development. In nutshell, institutional 

strength occupying the apex of the triangular relationship significantly controls the relationship 

between environmental degradation and economic growth. This study, in departure from many 

other past studies, therefore carries out an in depth analysis of the role of institutions on the 

relationship among economic growth and environmental degradation factors.  

METHODOLOGY 

Model Specification 

The study adopts a standard EKC model espoused by Grossman and Krueger (1991) and 

adopted by Ogundipe et al. (2014 and 2015) and Oshin and Ogundipe (2015). The econometric 

specification assumes a functional relationship between indicators of environmental quality 

and its determinants. The basic EKC equation is described as thus: 

𝑙𝑛𝐸𝐷𝑖𝑡 = 𝛽0 + 𝛽1𝑙𝑛𝑌𝑖𝑡 + 𝛽2(𝑙𝑛𝑌𝑖𝑡)
2 + 𝛽3𝑙𝑛𝑒𝑑𝑢𝑖𝑡 + 𝛽4𝑙𝑛𝑜𝑝𝑛𝑖𝑡 + 𝛽5𝑙𝑛𝑝𝑑𝑒𝑛𝑖𝑡 + 𝛽6𝑖𝑛𝑠𝑡𝑖𝑡

+ 𝑢𝑖𝑡 
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Where:  𝐸𝐷𝑖𝑡  is the indicator of environmental degradation captured using carbon 

dioxide  

emissions (metric tons per capita) 

𝑌𝑖𝑡 is GDP per capita (constant 2005 US$) 

𝑒𝑑𝑢𝑖𝑡 is an indicator of literacy rate captured by total school enrolment 

𝑜𝑝𝑛𝑖𝑡 is the degree of trade openness 

𝑝𝑑𝑒𝑛𝑖𝑡 is population density (people per sq. km of land area) 

𝑖𝑛𝑠𝑡𝑖𝑡 is an indicator of institutional strengthen (a composite index of four 

quality  indicators by WGI) 

𝑢𝑖𝑡 is the random error term 

Estimation Technique 

The study adopts an ordinary pooled least square regression and static panel data analysis using 

the fixed effect and random effect regression. This is necessitated by the scope of the research 

studies which includes fifty-three entities (African economies) over time period of 1996-2014. 

The static panel regression analysis is preferable to the pooled OLS regression because the 

former accounts for specific unique characteristics across entities. The fixed effect 

specification controls for the influence of cross-sectional bias on the outcome variable, that is, 

it removes the effect of time invariant characteristics from the predictor variable (Alege and 

Ogundipe, 2015). Alternatively, the random effect assumes are random and uncorrected with 

the independent variables. The choice of the most appropriate and reliable model depends on 

the outcome of the Hausman test.  

Data Sources and Measurements 

The data for the empirical analysis were sourced from the world development indicators 2015 

published by the World Bank. The data for institutional variables (control of corruption, 

government effectiveness, rule of law and regulatory quality) were obtained from the world 

governance indicators 2015. The summary of data sources and measurements are indicated 

below. 

Table 1: Data sources and Measurements 

s/n Variable Description Measurements sources 

1 ED Environmental degradation captured 

using CO2 emissions 

Metric tons 

per capita 

WDI, 2015 

2 Y GDP per capita Constant 2005 

US$ 

WDI, 2015 

3 edu Literacy rate captured using school 

enrolment 

percentage WDI, 2015 

4 opn Trade openness captured using trade 

flows divided by GDP. 

(Exports+imports)/GDP 

rate WDI, 2015 

5 pden Population density captured by 

population per square kilometre of land 

area 

percentage WDI, 2015 

6 inst Institutional strengthen captured using a 

composite index of four institutional 

variables-control of corruption, rule of 

law, government effectiveness and 

regulatory quality 

index WGI, 2015 

Source: authors’ compilation 



  
AICLEF 2015 (CAMBRIDGE) | CONFERENCE PROCEEDINGS  47  

 

47 

 

DISCUSSION OF RESULTS 

Table one presents an empirical result for EKC model in Africa. The table comprises the 

ordinary least square regression results. In addition, in order to control for specific time 

invariant and random characteristics associated with panel data, the fixed and random effect 

models were estimated. In an attempt to arrive at the most efficient and reliable model, the 

Hausman test was adopted. The Hausman test with the chi-square of 6.01 and probability of 

0.027 failed to negate the alternative hypothesis and thus suggests that the fixed effect model 

is most efficient. The fixed effect specification expresses the standard EKC model and controls 

for the role of institutional quality. The result suggests that at initial stage of development, 

emission is a rising function of income but the insignificance of the income squared makes the 

realization of the turning point threshold ambiguous. It thus implies that we could not establish 

the EKC hypothesis for Africa. This readily signifies that average income has not grown to the 

threshold necessary to abate pollutions, adopt cleaner environmental and social services. This 

is not unconnected with the reality that over 80% of Sub-Saharan population still rely on dirty 

energy  sources (mostly traditional biomass and fossil fuel) for cooking, heating and lighting 

purposes.  

On the other hand, education, population density, and institutions impact significantly on 

carbon emissions in Africa with population density exerting the largest influence. A 100 

percent change in education, population density and institution cause about 13.7 percent, 98.5 

percent and 33.3 percent change in carbon emissions. This implies that literacy improves the 

awareness and demand for cleaner environment. Moreso, a densely populated society tends to 

be susceptible to environmental contamination especially in Africa where environmental 

abatement measures are weak, dirty energy drives the growth processes and where the bulk of 

both commercial and residential energy sources are alternatively provided. 

 

Table 2: EKC Regression (controlling for institution) 

VARIABLES OLS Fixed Effect Random Effect 

Lgdpk 0.909*** 1.399*** -0.497*** 

 (0.0736) (0.254) (0.134) 

lgdpk2 -0.00229 -0.00806 0.0264*** 

 (0.00153) (0.00562) (0.00331) 

Ledu 1.340*** -0.137** -0.175*** 

 (0.105) (0.0618) (0.0624) 

Lopn -0.827*** 0.0330 -0.157*** 

 (0.0374) (0.0283) (0.0278) 

Lpden -0.119*** -0.985*** -0.0665 

 (0.0248) (0.136) (0.0787) 

Inst 0.167*** -0.333*** -0.199*** 

 (0.0619) (0.0434) (0.0469) 

Constant -13.63*** -24.05*** 0.194 

 (0.680) (2.873) (1.349) 

Observations 784 784 784 

R-squared 0.689 0.513  

Number of id 

Hausman 

 49 

6.01 

49 

 

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 
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Table 2 presents the estimation results disaggregating Africa economies according to the 

strength of their institutions. Since the quality of domestic institutional arrangement drives the 

commitment towards attaining sustainable environment, it becomes expedient to categorize 

Africa economies according to their institution quality and assess how this influences the 

realization of a possible turning point. In this wise, Africa economies are classified thus: i. 

economies with good institutions ii. economies with fair institutions and, iii. economies with 

poor institutions. We arrive at this classification using the World Bank (WGI) framework, our 

institution quality is captured using the average of four indicators of the strength of institution 

as shown by WGI. This include: control of corruption, regulatory quality, government 

effectiveness and rule of law. The WGI set a boundary of -2.5 to +2.5 to represent extremely 

weak institution to a very strong institution. For this study, we modify the boundaries to capture 

three categories and reflect the unique nature of African economies. The categories include: -

2.5 to -1 (poor institution4), -0.9 to +1 (fair institution5) and +1.1 to +1.5 (good institution6).  

The evidence from the estimated model reveals the realization of the EKC hypothesis in 

economies with good and fair institutions whereas; pollution remains a rising function in 

economies with poor institutions. The finding is consistent with Kinda (2011) who found a 

positive simple correlation between the index of democratic institutions and environmental 

quality. Interesting, a vast number of nations with poor institutions in Africa are high income 

earning resource rich economies. In spite, of the consistent growth, average income has not 

grown enough to guarantee access to clean and sustainable environment. This reflects the depth 

of poverty and inequality, as a number of these economies (Nigeria) has grown consistently by 

over 5 percent for the past two decades. It is necessary to note, that though, EKC was attained 

for both economies with good and fair institutions but the turning point was more responsible 

in category A (good institution) that for economies with fair institution.   

 

 

                                                 
4 African economies in this category include: Angola, Burundi, Central Africa Republic, Comoros, Cote d’Ivoire, Congo, 

Equatorial Guinea, Eritrea, Guinea, Guinea-Bissau, Liberia, Libya, Nigeria, Dr. Congo, Sierra Leone, Somalia, Sudan, Togo 

and Zimbabwe. 
5 Africa economies in this category include: Algeria, Benin, Burkina Faso, Cameroon, Cape Verde, Djibouti, Egypt, Ethiopia, 

Gabon, Gambia, Ghana, Kenya, Lesotho, Madagascar, Malawi, Mali, Mauritania, Morocco, Mozambique, Namibia, Niger, 

Rwanda, Sao tome, Senegal, Seychelles, South Africa, Swaziland, Tanzania, Tunisia, Uganda, Zambia  
6 African economies in this category include: Botswana and Mauritius 
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Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

 

CONCLUSION AND POLICY RECOMMENDATION 

The relationship between institutional changes and increased prosperity is another complex but 

little analysed topic within the scope of environmental analysis. The relationship between 

growth and environmental quality is not straightforward but involves a complex feedback 

mechanism passing through various institutional channels affecting both market and political 

forces. Institutional forces affect EKC relationship particularly in low-income countries; this 

thus implies that wider literacy, greater political liberties and civil rights could positively affect 

environmental quality. For instance, corruption affects environmental regulation and 

enforcement negatively. Greater corruptibility reduces the stringency of environmental policy 

by shifting the governments' relative weight away from welfare toward bribes, making it 

cheaper to purchase government influence. In the words of Esty et al. (2005), corruption 

contributes to lax enforcement of environmental regulations and an ability on the part of 

producers and consumers to evade responsibility for the environmental harms they cause. 

The study examines the role of institutions on income-pollution nexus in Africa using 

static panel data approach for the period 1996-2014. The study disaggregated African 

economies into three categories based on their institutional strength. The classification partly 

 Good Institution Fair Institution Poor Institution 

Var. OLS FE RE OLS FE RE OLS FE RE 

lgdpk 42.00**

* 

46.59*** 42.00*** 0.776**

* 

1.806*** -0.322* 0.750**

* 

0.771* -

0.670*** 

 (5.634) (6.162) (5.634) (0.0829) (0.301) (0.179) (0.115) (0.422) (0.186) 

lgdpk2 -

0.909**

* 

-1.017*** -

0.909*** 

0.00070

6 

-0.0252*** 0.0152*

** 

0.00313 0.00814 0.0357**

* 

 (0.121) (0.135) (0.121) (0.00176

) 

(0.00642) (0.00435

) 

(0.00247

) 

(0.00947

) 

(0.00460) 

ledu -0.165 0.231 -0.165 0.949**

* 

0.0145 0.0385 1.842**

* 

-0.275** -

0.276*** 

 (0.483) (0.529) (0.483) (0.108) (0.0643) (0.0665) (0.161) (0.107) (0.103) 

lopn 0.174 0.233* 0.174 -

0.865**

* 

0.0797** -

0.0848*

* 

-

0.772**

* 

-0.0472 -

0.160*** 

 (0.135) (0.136) (0.135) (0.0394) (0.0372) (0.0358) (0.0633) (0.0415) (0.0408) 

lpden 0.0701*

** 

0.873* 0.0701**

* 

-

0.141**

* 

-0.684*** 0.0424 -

0.131**

* 

-

0.745**

* 

-0.197 

 (0.0233) (0.490) (0.0233) (0.0290) (0.164) (0.0944) (0.0454) (0.204) (0.131) 

Constant -

486.0**

* 

-540.3*** -

486.0*** 

-

9.667**

* 

-26.87*** -0.427 -

16.18**

* 

-

17.11**

* 

0.359 

 (64.54) (71.06) (64.54) (0.793) (3.479) (1.814) (0.960) (4.659) (1.857) 

Observations 38 38 38 551 551 551 342 342 342 

R-squared 0.926 0.925  0.727 0.342  0.655 0.599  

Number of id 

Hausman 

 2 

3.21 

2  29 

7.91 

29  18 

2.92 

18 
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follows the World Bank framework with slight moderation and structured thus: i. economies 

with poor institutions, ii. economies with fair institutions and iii. economies with good 

institutions. The regression result shows that African economies with good institutions 

promptly attain the EKC than others while those with poor institutions failed to confirm the 

EKC hypothesis. This suggests institutions play a significant role in addressing and combating 

global and point pollutants, hereby, ensuring sustainable environment. 
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REACTUALIZATION OF HUMAN RIGHTS PRINCIPLES IN THE 

CLASSICAL CONSTITUTION OF THE NUSANTARA 

JAZIM HAMIDI1  

ABSTRACT 

When discussing Human Rights (HAM), our memories are always drawn to the UN 

Declaration of Human Rights, Islamic Cairo Declaration of Human Rights, and Constitution in 

modern countries. Substantively, human rights movement today has reached the third 

generation, among others: the right to adequate information, a healthy environment, and 

protection of minorities. The dynamics of regulations related to the principles of human rights 

in Indonesia still leave fundamental problems, where holders of the state and human rights 

defenders tend to be oriented to the West and the Middle East/Far East. Yet, long before 

Indonesia's independence, kingdoms and/or sultanates in the Nusantara were already familiar 

with life order based on the constitution, such as the Constitution of Pagar Uyung for the 

Kingdom of Minang Kabau in West Sumatra, Kie se Kolano Constitution on the Sultanate of 

Tidore, and the Book of Panji Salaten on the kingdom of Kutai kertanegackc ra. The above re-

actualization of human rights principles in the classical constitution of the Nusantara is 

analysed using juridical qualitative method, then it is recommended to People's Consultative 

Assembly or MPR in order to transform the law to the idea of the fifth amendment of The 

Constitution of The Republic of Indonesia 1945.  

 

Keywords: Re-actualization, Human Rights Principles, Classical Constitution of the 

Nusantara, and Amendment of the Constitution of The Republic of Indonesia 1945.  

INTRODUCTION 

Atlantis (now called 'Nusantara') is a forerunner to the birth of world civilization, according to 

research findings of Arysio Santos (a geologist and expert on nuclear physics from Brazil) who 

conducted a 30-year research in that region (Santos, 2010, p 15). This is in line with the views 

of Plato (2500 years ago) in his book ‘Timaeus and Critias'. That place is described as a tropical 

"paradise", with beautiful scenery, an exceptional wealth of natural resources (gold, silver, and 

uranium), highly productive agricultural areas, and vast forests and oceans which holds 

remarkable potential in oil, gas, and fisheries (Dombrowski, 1981, pp 117-128). At that time 

the region was believed to be united between the two great oceans: Pacific and Atlantic oceans, 

and Indonesia was in the middle (Santos, 2010, p 549; Samanto, 2014, p 32).  

Santos finding is strengthened by Stephen Oppenheimer research which was conducted 

for 10 years by using DNA (Deoxyribo Nucleic Acid) methodology. He concluded that the lost 

Atlantis was in Sundaland or Southeast Asia, and it was a forerunner of ancient civilizations. 

(Oppenheimer, 2012, p 140-143). On another perspective, genetically, Indonesian nation that 

exists today and the generations to come always inherit the positive traits of their ancestors. 

One of the positive traits of the ancestor is the talent to manage the state (nation-state) well and 

successfully. In the past it was proven that in the the Nusantara archipelago (now located in 

Indonesia) once stood very large nations, they were, among others: (1) The Kingdom of 

Tarumanagara which could last for 286 years (400-686 AD); (2) the Kingdom of Srivijaya, 

existed for 694 years (683-1377 AD); (3) the Kingdom of Majapahit which lasted up to 246 

years (1293-1525 AD) (Minattur, 1966, pp 185-187; Supangkat, 2005).  
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Behind the secret of the glory of the Nusantara, the ancestors of Indonesia appeared to 

have undergone their social life based on basic legal institutions (now called the Constitution) 

(Stark, 1999, pp 114-116). For example: during the Kingdom of Pagar Uyung, the law was 

based on the Constitution of Minangkabau Custom, the Kingdom of Majapahit with legal 

constitution of Negara Kerta Gama, the Kingdom of Bugis Makassar with the legal constitution 

of Bugis custom, the Kingdom of Kutai Kertanegara with the legal Constitution of Serat Niti 

Praja custom, and the Sultanate of Tidore with the legal Constitution of Kie Se Kolano custom 

(Irham: 2015, p 135). Based on the results of preliminary studies, those various basic legal 

institutions (classical constitution) had formulated some principles of human rights (HAM) as 

the concept of human rights that we know today, even though at that time human rights 

principles were yet to be named (Karr, 2011, pp 582-585). That means long before the theory 

of constitution or the theories of law and human rights were popular, kings and sultans had 

implemented human rights principles, such as the principle of honesty which was considered 

as a fundamental value in social relations, economic relations, cultural relations, government 

relations, even in the pattern of international relations.  

The research question is why it is necessary to do re-actualization of human rights 

principles in the classical constitution of the Nusantara. From here we will know the reasons 

of law (ratio legis) on the need to do re-actualization of human rights principles contained in 

the classical constitution of the Nusantara. In addition to this, the formulation of the legal issue 

is whether the classical constitution of the Nusantara can be qualified as a modern constitution. 

If it can, what parameters are used as the benchmarks of modern constitution? More 

importantly, what legal action is being taken to perform re-actualization of human rights 

principles?  

It is essential to raise research questions and the formulation of above legal issues because 

it seems that Indonesian nation today is not consistent with the intent and the will of 

predecessors. Law facts indicate that the state of Indonesia today has not been too encouraging. 

Looking at the phenomenon of law in the field of human rights and its implementation, 

violations of human rights (especially the principles of human rights related to governance, 

economic life, political life, and community participation) can be found.  

THEORETICAL FRAMEWORK  

Some theories used as analytical tools to answer the question above is: volkgeist (the spirit of 

the nation), classical constitutional law, constitutional theory and the purpose of the state.  

Savigny formulated volksgeist, as a general consciousness of the people or the spirit of 

the people. Savigny constructed his theory in an organic relationship between law and the spirit 

or character of a nation (volkgeist) (Gerenscer, 2007, p 1). Law is simply a reflection of 

volkgeist. Therefore, customary law that grows and develops in the womb of volkgeist should 

be viewed as a true law of life. The true law is not created but to be found in the cross history 

of constitution (Bernard, 2007, p 120). This theory is important to visualize the dynamics of 

the history of constitution in the past, mainly to discover the principles of human rights 

contained in the classical constitution of the Nusantara.  

The theory of Classical Constitutional law is also important to use as the object of study 

involves human rights principles in the classical constitution of the Nusantara (See Jazim 

Hamidi, et al., 2015, p 43). One manifestation of classical constitutional law is the characteristic 

of the constitution with the principle of deliberation. Deliberation is necessary so that the state 

can carry out its duties to achieve social justice in accordance with the ideals of the people. 

Deliberation is a decision-making forum as well as power restriction. The concept of 

deliberation has been known and practiced in the classical constitution of the Nusantara.  
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Supomo stated the distinctive character of classical constitutional system of the Nusantara is 

(in Hamidi, 2015, p 25):  

".....the original characteristics of Indonesian constitution, which can still be seen today 

in a village atmosphere in Java, and Sumatra and other Indonesian islands, then the state 

officials are the leaders who unite, uphold the spirit of unity and equality in the people. 

The village head, or the head of the people is required to enact justice for the people, 

and should always give shape (Gestaltung) to a sense of justice and ideals of the people. 

.... ".  

On the other hand, Yamin insists that the principle of deliberation is the original nature of 

Indonesian civilization, even before the advent of Islam:  

"The principle of deliberation makes up the society and state administration based on 

joint decision. Among all Islamic countries in the world, perhaps Indonesia nation is 

the one that highly expresses deliberation basis and gives distinctive color to the 

implementation of deliberation. This is not coincidental, but related since it is 

corroborated by the nature of the original civilization. .... "(Hamidi, et al, 2015, p 100).  

 

The affirmation of the existence of classical constitutional law (customary law community) is 

set out in Article 18 B of the Constitution of The Republic of Indonesia 1945, as follows:  

(1) The state shall recognize and respect the units of local government that are special 

and are regulated by law.  

(2) The State shall recognize and respect units of customary law communities1 along 

with their traditional rights as long as they are alive and in accordance with the 

development of society and the principles of the Unitary Republic of Indonesia, which 

are regulated by law ".  

Recognition and respect for the local government units that are special include the enactment 

of customary constitutional law in accordance with the structure of the local community. The 

above article is also the basis for the recognition of legal pluralism (Redi, 2014, p 231), because 

in addition to the laws made by the state, there are laws that live and grow in the middle of the 

society. Customary law which survives and comes earlier in the midst of society is the original 

source of the constitutional system that is now used by Indonesia. It is also recognized by the 

founders of our nation. Customary laws which are still alive and valid up to now should be 

protected and cared earnestly to preserve and honour their existence as the root of history and 

as the pure source of Indonesian’s classical constitutional law.  

KC Wheare (1951, p 44) divides constitution into two senses, namely constitution in its 

broadest sense, and constitution in the strict sense. Constitution in its broadest sense describes 

the entire system of governance, as well as the collection of regulations that govern or direct 

the government. Constitution in the strict sense is a collection of written basic regulations or 

written basic laws contained in one document or several documents incorporating state 

governance (Thaib et al, 2013, p 51). Meanwhile, CF Strong (1963) defined constitution as “a 

collection of principles according to which the power of the government, the rights of the 

governed, and the relations between the two are adjusted." (p 21).  

The definition of constitution according to CF Strong (1963, p 25) is broader than the 

definition of constitution proposed by Lord Bryce, because it is not enough for a constitution 

to merely set the functions and the authority of political society framework (state) including 

state apparatus governed by law, but it must also set the rights of the people and the relations 

between them. It is because a country or a political body is said to have a constitution when the 

organs and their functions have been arranged clearly and are not influenced by the behaviour 

of a tyrant.  
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The substance of constitution also guarantees the power of the state which is run properly, 

so it is necessary to set detailed rules which include: (i) the limit of power owned by the head 

of a state; (2) citizen rights; (3) institutions performing authority of the state; (4) procedure of 

the formation of constitution; and (5) an independent judiciary. Constitution is actually a social 

contract between the people as the sovereign owner with one or a few people who are given 

the right to manage state authority (Bagir Manan, 2014, p 76).  

From understanding of constitution and the substance of constitution, the experts agree 

that constitution has always regulated issues on the principles of human rights. Our preliminary 

studies show that classical constitution of the Nusantara also establishes the principles of 

human rights. 

Related to the purposes of the country, each constitution (classical and modern) also 

manages them, as in the Preamble of the Constitution of the Republic of Indonesia 1945 

paragraph 3 which states ‘for the welfare of its people.’  

RESEARCH METHOD 

This type of research is a normative legal research (normative research) with several 

approaches: philosophical, historical, comparative and legislative. Relevant philosophical 

approach is used in this study because of a search on the principles of human rights (especially 

on the question of honesty). Historical approach that the author means here is the historical 

illustration of classical constitution of the Nusantara. The pilot project is the Kingdom of Pagar 

Uyung-Minangkabau in West Sumatra, The Kingdom of Kutai Kerta Negara in East 

Kalimantan, The kingdom of Bugis in South Sulawesi, and the Sultanate of Tidore in North 

Maluku. To strengthen this assessment, comparative approach about the regulation of human 

rights principles which rests on the principle of honesty of the four constitutions above is also 

conducted in order to know the similarities and differences. Legislative approach emphasizes 

whether the classical constitution in the history of those Kingdoms/Sultanate can be qualified 

as a modern constitution. All legal materials are collected and then analysed by prescriptive 

analytics.  

FINDINGS  

Departing from the subject of this study, the temporary result is: Serat or Book from four 

Kingdoms/Sultanate can be qualified as a modern constitution, whereas the presence of 

classical constitution existed long before modern constitutional theory itself was born (Strong, 

1963, p 21; Wheare, 1952, p 15). Meanwhile, it is important to actualize the value of human 

rights principles (especially the principle of honesty) disclosed from four classical constitutions 

of the Nusantara through law and constitutional reform in the future.  

DISCUSSION  

From the above finding/result, human rights principles (especially the principle of honesty) 

dispersed in a variety of classical constitutions of the Nusantara will be outlined below.  

The Qualification of Classical Constitution of The Nusantara.  

Referring to the theory of constitution and the substance of constitution as described above, the 

author thinks that classical constitution can be qualified as a modern constitution because 

classical constitution had clearly regulated the issue about the limit of authority of state 

government, citizen rights, state institutions, procedures of constitution change, and the 

presence of an independent judiciary. Classical constitution also indirectly regulates the 

principles of human rights. Here the authors describe the content of human rights principles 

from each classical constitution of the Nusantara (Irham, 2015).  

 



ACADEMIC INTERNATIONAL CONFERENCE ON LAW, ECONOMICS AND FINANCE 56  

 

www.flelearning.co.uk 

Human rights principles in Minangkabau Classical Constitution  

Minangkabau classical constitution is filled with the regulation of morality, because the 

authority of the country which ranges from the highest (king) to the  lowest servant is required 

to have a deep sense of love to the state, citizens, scholars, religious leaders, parents, 

professionals in various fields, traditional leaders, and people who are always honest. Below is 

the norms that govern it.  

Paragraph 28.16. ... At that time Datuk Perpatih Sebatang had a message for all people 

to hold or comply with his words (command) which consists of eight words. The first is love 

to the country, the second is love to content of the country, the third is love to pious figures, 

the fourth is love to scholars, the fifth is love to parents, the sixth is love to craftsmen, the 

seventh is love to the leader, and the eighth is love to those who keep their words or honest 

people. It is primary or main in nature or kingdom and primary in nagari (villages). Thou shalt 

not alter that after I’m gone so all your work will forever be safe …. 

Constitutional norm which commands people to act fairly and honestly, according to the 

ancestors of the Indonesian nation is putting things in place and providing appropriate sanctions 

according to the level of mistakes. The Minangkabau ancestors gave justice a parable; if you 

want to pound rice it must be in a mortar, while if you want to cook rice it must be in a pot. If 

the parable is reversed i.e. Pound rice in a pot and cook rice in a mortar (twisting the truth and 

the untruth), as a consequence the country will be damaged and destroyed.  

The success recipe in managing the authority of a state is very clearly and completely 

governed in Minangkabau customary constitutional norm, and the quotation is as follows.  

Paragraph 46.6: Keep yourself on the right path, do not worry if people abandon you. Do 

not turn because of praise and reproach and do not be afraid of other than Allah.  

This article is a norm that guides citizens and leaders to have a noble moral. 

Commendable moral has a very important role in physical development. Yet, a constitution 

norm similar to this is not found in the Constitution of The Republic of Indonesia 1945.  

Human rights principles in Serat Niti Praja Classical Constitution  

In customary constitution of Serat Niti Praja from the Kingdom of Kutai Kertanegara 

Kalimantan, there are three kinds of behaviour of a King and/or Patih. The first is a King and/or 

Patih who have bad/despicable behaviour. The sentence below is uttered in Serat Niti Praja 

which describes the behaviour of a King and/or Patih who behave badly or despicably.  

Article 10. Lamun siratinitahnrepati, wontentakecapingnitripraja, nista, madya, 

utamane, nista rekeyentanwruh, ingdurgamamungsuheprapti, katungkulingpangulah, den-

reksaing ayun, ajrih kang wong kalungsura, jenengipun gara-gara babowani, asangguping 

ayunan 

(Translation Article 10: If you are destined to be a king, there is a piece of advice in Niti 

Praja about contemptible and dishonourable character or action, moderate character or action, 

and prime character or action. Contemptible character happens if one does not understand Niti 

Praja until the enemy comes, too busy making merry, enveloped by lust, act cowardly to other 

people, and it is because one is controlled by his own lust).  

The parameter of King’s behaviour who possesses moderate character includes: being 

careful, obeying orders and Angger-Angger (legislation), having a strong belief, following the 

example of previous great leaders, having no personal interest, loving weak people, and striving 

to realize social welfare for his citizens. It is stipulated in Serat Niti Praja Constitution norm as 

follows.  

The parameter of Kings and/or Patih behavior who have prime/noble character includes: 

ready to be replaced (resign from his throne), understanding various angger-angger 

(legislation), being nimble and humble, not collecting treasures excessively, having high 
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fidelity, not putting family and friends’s interest ahead, not underestimating every issue, not 

picking positions, having an unwavering heart, and aspiring to have a noble dead.  

Human Rights Principles in Bugis Customary Constitution  

There are fourteen morality traits that should be owned by the King of Bone in holding state 

authority, including: (1) has a strong and sturdy heart, does not feel afraid and nervous 

(doubtful); (2) feels shameful about unsatisfactory achievement; (3) has a high level of honesty; 

(4) constantly thinks of improving people's welfare; (5) be generous; (6) be able to give a good 

example and advice; (7) be open to investors from outside; (8) is willing to take a difficult 

decision; (9) does not leave the state and nation in any difficult circumstances; (10) continues 

to build political communication with the people as the initial owner of sovereignty; (11) 

prioritizes populist economic development, among others in the field of agriculture; (12) has 

the courage to face a variety of threats, challenges, obstacles and interference (ATHG); (13) 

gives an appreciation to the people who contribute to the state; and (14) has a high empathy for 

people who are weak and helpless. The prime morality traits is regulated very suitably and 

rigidly in Bugis Customary Constitution, and the quotation is as follows.  

Article 23: There are fourteen morality traits which must be owned by a leader (king) 

and his subordinates (state apparatus), namely: first, does not flinch when he hears about the 

strength of neighbouring countries but should be ashamed of the prosperity of neighbouring 

countries; second, cultivates honesty in himself and honesty to God (Allah); Third, always 

thinks about the good of his country and the welfare of his people in order to be equal to the 

glory of neighbouring countries; Fourth, be generous towards his subordinates; fifth, gives 

advice to people; sixth, has a pity to people who come to his region to make a living, and gives 

the same treatment with the natives; seventh, dares to make a difficult decision; Eighth, does 

not leave his country for his own good; ninth, likes to hold a discussion with his people; tenth, 

gives priority to development and agricultural development; eleventh, does not flinch when he 

hears bad news or threat from other countries; twelfth, not be afraid to face an opponent; 

thirteenth, respects brave people; fourteenth, takes pity to the needy and slaves, because if he 

meets an opponent or an enemy he also tries hard to fight the enemy.  

Human Rights principles in Kie Se Kolano Customary Constitution  

Legal norms based on the principles of honesty in the legislation of the Sultanate of Tidore are 

regulated in two legal manuscripts (law codices), namely Bobeto (customary oath) and Kie Se 

Kolano (constitution) as well as the rule of the Sultanate of Tidore. The instruction to act 

honestly in managing state authority in the Sultanate of Tidore is regulated in Bobeto 

(customary oath). In Bobeto (customary oath) formula there is a threat of sanctions in the form 

of curse of God. If Sultan and his servants are not honest in managing the government, they 

are willing to be punished by God that they "can not make a living adequately both on land and 

at sea".2  

                                                 
2 The complete formulation of the customary oath Sultanate of Tidore is as follows. Bismillaahirrahmaanirrahiim. 

Ngofangona, ngofalaha-laha, ngofajang-jangnotobili rahasia nojau amanat, no jaga sareatsehakekat.Jouno pantas 

turinetomatarpesakolano, nokokotomaturabul  Muluk toma Kie Tidore matubu, nojau Kie sekolano. Soninga, soninga, sonina 

jaga loasebanari. Salagenowajesala, banarigenowajebanari. Bolitosinolelonoi-satomabanga, 

bangayohouhaiwantomabangamangam, nohutomangolo, ngoloyohotuhaiwantomangolomangam. Ngona sehat umur 

sesalamat dunia sogadoakherat, ngonaningofa sebala rakyat yo sehat sejahtera 

(You are really the best child/son with a duty to keep a secret, hold the mandate and protect the truth and sharia. You deserve 

to sit in the throne of the Sultanate of Tidore. You stand up and hold the power of the kingdom of Tidore. Remember, 

remember, remember, always keep honesty and truth. If it is wrong, say it is wrong, and if it is right, say it is right. If you say 

right to what is wrong and you say wrong to what is right, you are doomed not to be able to make a living. If you go to the 

land, the forests will be dry and burned and you will be the prey for wild animals. Similarly, if you go to the sea, the ocean 

will be dry and you will be the prey for the fish in the sea. If you act honestly and rightly, you will live long and happily in 

this world and in the hereafter. Your children and all the people will be healthy and prosperous). 
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Besides being arranged in the customary oath (Bobeto), honesty norm is also provided in 

the Constitution of the Sultanate of Tidore named Kie Se Kolano. Kie Se Kolano constitution 

was formed on 3 Muharram 1285 H or 25 April 1868 M during the reign of Sultan Ahmad 

Shah's Fatahuddin kaiciljauhar Nur Alam (the 34th Sultan).  

Article 5. Marongatoma segala bicara maputusanlangorikolanolamo-

lamototarimalahaposamarua, wajib atas ngoni yang mempunyai buku nyagimoysemalofo 

harus nomakuwaromoi-moi supaya nosolefotoma buku rimoi-rimoi 

(Anything spoken in a conversation and has become a joint decision, I Sri Sultan the 

Majesty accept it well, and the holders of 12 books should tell one another so that each holder 

can take a note in his own book).  

Sultan authority in managing the country is also limited by the basic principles of the 

Sultanate of Tidore that consists of 10 principles:  

1. Mae sekolofinototedesubatejoumadubo (promoting a sense of shame and fear of 

Allah);  

2. Ngakuse rasai (upholding trust and belief);  

3. Cingsecingari (being humble and close to people);  

4. Oli senyemo-nyemo budi se bahasa (behaving courteously in acting and speaking).  

5. Jaga loasebanari (always act honestly, fairly and rightly);  

6. Kie sekolano (unity between the leader and the subordinates, and unity of various 

components of the nation);  

7. Adat senakodi (civilized humanity);  

8. Atur se aturan (delegation of authority to subordinate region);  

9. Farasefilang (revenue sharing submitted to Nyili government or subordinate 

government);  

10. Syah sefakat (prioritizing deliberation and consensus).  

From the explanation of human rights principles based on the principle of honesty in several 

constitutions of the above kingdoms in the Nusantara archipelago, conclusion to be drawn is 

as follows: (1) The formulation of legal norms is very clear and complete; (2) Using the 

vocabulary that is easily understood; (3) Outlining both positive and negative effects of honest 

or dishonest deed; (4) Using a metaphor, such as eagles or vultures, distended stomach and 

others; (5) containing severe penalties both from God and from the country; (6) Open 

formulation of norms; (7) Easy to make changes. The question is, how is the model or the 

structure of legal norm formulation based on the principle of honesty appreciated in the 

Constitution of the Republic of Indonesia 1945?  

Based on historical approach, the existing law (Constitution of the Republic of Indonesia 

1945) is actually an integral part of the growth of law in the past. Constitution of the Republic 

of Indonesia 1945 actually contains the values or spirit of Indonesian people (volkgeist). These 

values are further developed into legal norms colour by the spirit of today needs in order to 

reach a better future. 

CONCLUSION  

The author’s conclusion is as follows: Firstly, in terms of history, meaning, and parameter of 

a constitution (the theory of modern constitution), four classical books of Kingdom/Sultanate 

can be qualified as a modern constitution, secondly, from the substance of Constitution, four 

classical constitutions in the Nusantara equally regulate the principles of human rights 

(especially the principle of honesty.) Third, the principle of honesty, according to the author is 

the main spirit of the regulation of human rights.  
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SUGGESTIONS 

To the President, House of Representative (DPR), Regional Representative Council (DPD), 

Regional House of Representative (DPRD), and judges in courts in Indonesia have a strong 

enough ratio legis to do re-actualization of human rights principles as stipulated in Classical 

Constitution of the Nusantara.  

The concrete manifestation of re-actualization efforts can be channelled through the fifth 

amendment of the Constitution of the Republic of Indonesia 1945, amendment of various laws, 

and through the decisions of the judges.  
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ASSESSING THE IMPACT OF MICROCREDIT PROGRAMS ON PARTICIPANTS’ 

QUALITY OF LIFE AND ENTREPRENEURIAL BEHAVIOR: A CONCEPTUAL 

FRAMEWORK 

ZURAIDAH MOHAMED ISA1*, ROSLAN ABDUL HAKIM,    RUSSAYANI ISMAIL 

ABSTRACT 

Microcredit program has generally been recognised as one of the practical approaches in unlocking 

the potentials of the poor, particularly among women. By extending small loan without collateral 

to the poor, it could help them expand their economic activities, improve household income and 

hence, reduce the problem of poverty. Microcredit programs seems attractive, particularly to policy 

makers, since the programs promote self-help rather than dependency mentality on the 

government. Since the inception of microcredit programs, various studies have been carried out to 

assess its impact. Earlier studies seem to focus on the impact of microcredit programs on the 

borrowers’ income, and consequently on poverty. Later studies however shift its focus to the 

impact of microcredit programs on empowerment of the borrowers. Relatively recent studies 

examine on quality of life. However, the shortcomings of these quality of life impact studies are 

that these studies using a narrow measure of quality of life. Their measure is more on objective 

measure of quality of life such as income, and other tangible aspect. Besides the issue of quality 

of life, this study also attempts to investigate the impact of microcredit programs on entrepreneurial 

behaviour of the borrowers, which seems to be lacking in previous studies. Therefore, the aim of 

this paper is to provide a rational discussion on the conceptualization of the microcredit 

participants’ quality of life and entrepreneurial behaviour and to contribute to the literatures in this 

area.  

 

Key Words: Microcredit programs, participant’s quality of life, participant’s entrepreneurial 

behaviour, Personal Wellbeing Index (PWI), Theory of Planned Behavior TPB) 

INTRODUCTION 

A microcredit program is not new. Since it’s introductory, there have been many developing 

countries which adopted microcredit programs in their strategy for poor’s life improvement. In 

addition to this, there have been vast literatures discussing on the potential of microcredit programs 

in enhancing the life of the poor. There are number of studies at a micro level which revealed that 

the poor were capable to escape poverty when they have access to financial services. The result of 

a study by Ghalib, Malki and Imai (2011) also seemed to support this as it is discovered that 

microcredit programs  do have the capability to alleviate poverty. Other studies had also shown 

that the participants of microcredit programs had performed well than those who do not participate 

in the programs.  For instance, a study by Tilakaratna and Wickramasinghe (2005) found that 

microcredit had enabled the participants to improve the assets, expenditure and income of their 

households. Undeniably these microcredit programs have created jobs, reduce poverty and 

increasing the income of the poor.  

However, the argument advanced in this study is that the investigation on the impact of 

microcredit programs have on the participants must goes beyond the poverty impact. In fact, this 

issue was brought up by Murphy (2015) that stated there are lots of evidence of usefulness of 

microcredit programs other than poverty alleviation. In lights of the above argument, thus, it is not 

sufficient to only measure the effectiveness of loans offered to the participants by limiting the 
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measurement to the extent of reduction in the level of poverty. The impact studies should start to 

give greater attention on other aspects too. Therefore, further consideration should be given to 

measure the impact of microcredit programs have on participants’ quality of life and 

entrepreneurial behavior.  

In relation to the studies on the impact of microcredit programs on the participants’ quality 

of life, it was found that the microcredit programs have positive impact on the participants’ quality 

of life. The findings by Hossain (1988), Morduch (2000), Rahman and Hossain (1995) seemed to 

support this as it was discovered that microcredit programs allowed the clients to achieve a better 

quality of life. Besides, a study by Afrin, Islam and Ahmed  (2008) also proved that enhancing 

entrepreneurial behavior lays on the availability of microcredit programs. Their findings indicated 

that the poor felt encouraged when they received the money from the microcredit programs.  

Considering that Malaysia is now moving towards becoming a developed nation and the 

current figure for the absolute poverty is significantly low, therefore there is a need for assessing 

the impact of microcredit programs on participants’ quality of life rather than focusing on poverty 

alleviation alone. At this point, the impact assessment of the microcredit programs have on 

participants’ quality of life is essential as this is parallel to the development of the society.  

Similarly, a review on the impact of microcredit programs has on participants’ entrepreneurial 

behaviour also seems to be important and desirable as it will ensure the sustainability of the 

participant’s business activities. In other words, how successful a particular microcredit programs 

must be evaluated not only in improving quality of life of its participants, but also how far the 

program has been successful in nurturing and strengthening the entrepreneurial behaviour among 

the participants. Based on the theoretical reviews, thus it is the aim of this paper to discuss and 

provide the conceptual framework that underlies the study of the impact of microcredit programs 

have on participants’ quality of life and the entrepreneurial behavior. Perhaps, this conceptual 

framework will give a clearer view of microcredit programs and its impact on participants’ quality 

of life and entrepreneurial behavior. 

IMPACT OF MICROCREDIT PROGRAMS HAVE ON PARTICIPANT’S QUALITY 

OF LIFE  

A study by Ghalib et al. (2011) indicated that the  microcredit programs have brought some 

positive impacts on the welfare of households in Pakistan. From their findings, it is indicated that 

out of four dimensions of study, asset accumulation tends to be more stable over time and hence a 

better indicator of economic wellbeing rather than income or expenditure.  The study also revealed 

that borrowing households spend more on healthcare than non-borrowers do. It also appears that 

the adult literacy is slightly better among borrowers than among non-borrowers. Meanwhile, 

school attendance was found to be almost the same for both borrowers and non-borrowers. 

Whereas, in terms of monthly schooling expenditure, it was found that there is a small and non-

significant difference for both borrowers and non-borrowers. For dwelling-related indicators, the 

study found that borrowers seem to live in better conditions than non-borrowers. The study detailed 

that the poverty-effect was statistically significant on a number of indicators such as expenditures 

on healthcare or clothing, monthly household income, water supply and quality of roofing and 

walls. Overall, the study revealed that microcredit programs positively affect the welfare of the 

participating households. 

The same result also appeared in a study conducted  by Chowdhury and Bhuiya (2004) in 

Bangladesh. They revealed that microcredit has positive impact on human wellbeing, survival rate 

and schooling of children. Similarly, a study conducted by Khandker (2005) in Bangladesh also 
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examined the impact of microcredit programs and found that welfare effect was also positive for 

all households receiving credits. In addition, Hossain (1988), Morduch (2000) and Rahman and 

Hossain (1995) also claimed that microcredit programs  allowed their clients to achieve a better 

quality of life. A study by Hossain (1988), Yaron (1992) and Montgomery et al. (1996) also 

revealed the same result where it was found that microcredit programs helped improve the 

borrowers’ wellbeing and standard of living by improving their income and food consumption.  

Indeed, a study by Rahman and Ahmad (2010) in Malaysia also stated that microcredit 

programs  help enhance human capital of the borrowers as it is deeply related to their wellbeing. 

Microcredit programs offer the poor with an opportunity to perform in their economic activities 

and lead them to a higher quality of life as well as in the development of their ethics and morality. 

These poor had managed to increase their household income and expenditure. Furthermore, with 

the informal education introduced throughout the program, it has developed their awareness 

towards proper sanitation, health care and drinking safe water.  

Meanwhile, Datta (2004) in his study on microcredit in rural Bangladesh mentioned that 

from the wellbeing group exercises carried out in the study, researchers found a maximum of five 

wellbeing categories. All group used these indicators that include food security; land holding 

status; housing status; moveable assets like cattle, poultry, utensils, etc.; status of clothing; number 

of working male family members; access to credit market; respect in the society; and occupational 

status to show the distinct characteristics of each category. 

A study by Ghalib et al. (2011) in Pakistan also stated that there is positive impact on 

participants’ welfare. Apparently, the study also claimed that the impact of microcredit on its 

participants were seen to fare better in most of the indicators, weak to some and significant to 

others for such indicators like food, dwelling-related indicators, savings, health, income and 

children’s schooling, etc. 

IMPACT OF MICROCREDIT PROGRAMS HAVE ON PARTICIPANT’S 

ENTREPRENEURIAL BEHAVIOR 

The microcredit programs are related to the participants’ entrepreneurial behavior since the money 

that they get enables them to become an entrepreneur and start doing business. For example, a 

study conducted by Pitt and Khandker (1996) in Bangladesh investigated the impact of microcredit 

on borrowers of Bangladesh Rehabilitation Assistance Committee  (BRAC), Bangladesh Rural 

Development Board (BRDB) and Grameen Bank. They found that there are positive impacts of 

the programs on women employment, total-per-capita weekly expenditures and women’s non-land 

assets.  It is found that microcredit programs build and promote an individual’s self-efficacy. For 

example, a study by Snodgrass and Sebstad (2002) discovered that individual’s participation in 

microfinance programs  helps contribute economically to the household, and also strengthens their 

control over household resources, self-esteem, decision-making as well as a sense of preparedness 

and ability to deal proactively in the future.  

In fact, a study conducted by Md Nor, Mohd Rashid, Nawawi, Mohd Ishak and Mohd Zain 

(2012) in investigating women entrepreneurship in microcredit performance in Kelantan also 

revealed that borrower’s managerial, borrower’s knowledge and borrower’s attitude are the factors 

affecting microcredit performance among women entrepreneurs in Kelantan. A study’s finding by 

Chan and Abdul Ghani (2011) in Malaysia also revealed that microcredit programs have an impact 

on entrepreneurial behavior. The study reported that the loan offered job opportunities to those 

who were previously unemployed (16.7 % of the respondents). There are 38.9% of the respondents 

used the loan for project related to fishing, while, 23.6 % of the respondents used the loan for 
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farming activities. There are also 13.9% of the respondents used loans for trading activities and 

23.6% used loan for tailoring, repair workshop, build boats or homes. Indeed, this study revealed 

that there are increments in income for the respondents after joining the programs. And the findings 

found that more mature centres experiences more economic benefits rather than the newer centers.  

THE UNDERPINNING THEORY OF THE QUALITY OF LIFE 

The Personal Wellbeing Index was derived from the Comprehensive Quality of Life Scale 

(ComQol). According to The International Well Being Group (2006), this Personal Wellbeing 

Index is established to only measure the dimension of subjective dimension of quality of life – 

Subjective Wellbeing.  

 

Figure 1: Personal Wellbeing Index (PWI) 

 

 

 

 

 

  

 

 

  

 

 
 
 
 
 

Source: The International Well Being Group (2006) 

THE UNDERPINNING THEORY OF THEORY OF PLANNED BEHAVIOR 

The most widely cited and applied theory of behavioral change was developed by Ajzen; the theory 

of planned behavior (TPB). A search of the online database shows a large number of published 

studies using Ajzen’s model of theory of planned behavior. These studies addressed such areas 

related to health and behavior (Godin and Kok, 1996), predicting dishonest action (Beck and 

Ajzen, 1991), internet purchasing (George, 2004), understanding and predicting electronic 

commerce adoption (Pavlou and Fygenson, 2006), self-identity (Sparks and Shepherd, 1992) and 

many more. Besides, there are also studies that used Ajzen’s model theory of planned behavior in 

addressing entrepreneurial intention such as Krueger and Carsrud (1993), Krueger and Brazeal 

(1994), Krueger et al. (2000), Autio et al. (2001), Fayolle et al. (2006), Liñán and Chen (2009), 

Engle et al. (2010) and Karimi et al. (2012). All these overwhelming studies support the usefulness 

of Ajzen’s model of theory of planned behavior.  

The theory proposes a model that predicts the occurrence of a particular behavior; whereby this 

particular behavior is intentional. In other words, the model is used to measure how human 

behavior is guided. As stated by Ajzen (2006) individual behavior can be deliberative and planned. 

According to the theory, human is rational and make systematic use of the available information. 

The underlying assumption is that changes in awareness and intention lead to action. This clarify 
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that intention to behave is explained by the changes in awareness which involve personal attitudes, 

subjective norms and perceived behavioral control. The theory has been shown to have broad 

explanatory value. The theory presented the opportunity for direct interventions that are geared 

towards behavior change (Ajzen, 2006).  

There are three main constructs that are used to predict the intention to perform behavior. 

The intention can be a proxy measure of behavior, though there does  not exist a perfect 

relationship between behavioral intention and actual behavior (Ajzen, 2006). On the whole, these 

three main constructs are used to determine the strength of an individual’s intention which in turn 

predicts behavior. 

 

Figure 2: Ajzen’s Model of Theory of Planned Behavior 

 

 

 

 
 

 

 
 
 
 

Source: Ajzen (2006) 

 

THE STUDY’S CONCEPTUAL FRAMEWORK  

The aim of this section is to provide a rational discussion on the conceptual framework of the 

impact of microcredit programs have on the participants' quality of life and entrepreneurial 

behaviour. The conceptual framework is developed not only to chronologize the understanding on 

the impact of microcredit programs have on the participants’ the participants' quality of life and 

entrepreneurial behaviour but also to measure the difference in the key variables between the 

outcome and the values of those variables. 

 

Figure 3: The Conventional Model of the Impact Chain 
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Source: Hulme (2000) 

 

Figure 3 illustrates the conventional model of the impact chain by Hulme (2000). The model 

describes that when the microcredit is offered to the participants; perhaps it will cause a change in 

participants’ behaviors and practices where it leads to the achievement of desired outputs. In other 

words, behavior change may not be the end goal, but a transition after an intervention that may 

enhance the result of other outcomes.  

This is also in line with as stated in the Needs Opportunities Abilities Model (NOA) of 

behaviorial change, the outcome is not the end in itself, but it generates further effect, such as 

personal wellbeing (Darnton, 2008). Therefore, it should be clear that the purpose of the study is 

not to prove or disprove the theories, but rather, to use the theory as a framework to further guide 

the research.  

Corresponding to this, to measure the impact of microcredit programs have on the 

participants’ life; participants’ quality of life and entrepreneurial behavior are selected as variables 

to understand the impact of microcredit programs have on the participants’ life.  

 

 

 

Figure 4: The Conceptual Framework of Assessing the Impact of Microcredit Programs on Participants’ Quality of Life and 
Enterpreneurial Behavior 

 

 

       

 
 
 
 
 
 

A conceptual framework is developed to study the impact of microcredit programs have on the 

participants’ quality of life and entrepreneurial behavior. The model is adapted from Hulme 

(2000). The model will be applied to measure the impact of microcredit programs on participants’ 

quality of life and entrepreneurial behavior in order to provide in-depth understanding about the 

dynamic aspects of microcredit programs.  It can be seen that microcredit offered to the participants 

of the microcredit programs, affects the participants’ quality of life and entrepreneurial behavior. 

Thus, the findings will be very important and useful to further assists the impact study of 

microcredit programs on participants’ quality of life among microcredit’s participants in Malaysia.  

FUTURE RESEARCH AND CONCLUSION 

This paper provides a pioneering step on assessing the impact of microcredit programs have on 

the participants’ quality of life and entrepreneurial behavior. Therefore, it is suggested that further 

empirical analysis should be conducted in order to assess the impact of microcredit programs have 

on the participants’ quality of life and entrepreneurial behavior. It is also suggested that the next 
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future study should consider the analysis on comparing the impact of microcredit programs have 

on the participants’ quality of life and entrepreneurial behavior among the microcredit programs 

providers. In fact, this study also strongly recommends that the participants’ entrepreneurial 

intention be treated as a mediator to see the impact on the relationships between microcredit 

programs and participants' quality of life.  

It is anticipate that, by conducting an investigation of the impact of microcredit programs have on 

the participants’ quality of life and entrepreneurial behavior will promote the understanding of the 

dynamic of microcredit programs and its impact. Thus, the findings will be very important and 

useful to further assist the study among microcredit programs’ providers. Hence, many sectors and 

parties will be able to use the findings to assist them in preparing for future needs. 
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LIQUIDATED DAMAGES AND ACTUAL LOSS: THE CASE OF BREACH OF WA ͑D IN 

ISLAMIC PROFIT RATE SWAP1 

NOOR SUHAIDA BINTI KASRI2 AND SITI SYAFIRA BINTI ZAINAL ABIDIN3 

ABSTRACT 

Wa ͑d (unilateral promise) is one of the underlying instruments used in Islamic Profit Rate Swap 

(IPRS) product. Despite its facilitative role in structuring IPRS, its breach remains a contentious 

issue particularly with regard to its compensation payment. This paper examines the discrepancy 

between actual loss, claimable for breach of wa’d under the Malaysian Shariah Advisory Council  

resolution, and total loss and costs claimable by way of liquidated damages under the standard 

agreement for IPRS, the Tahawwut Master Agreement. This paper choses Malaysia as its case 

study because Malaysian laws mirror English common law and IPRS is used extensively in the 

Malaysian Islamic finance market. To carry out the analysis, relevant Malaysian and English case 

laws, together with Shari’ah literature and information collated from discussions with market 

players, will be reviewed.  

 

Keywords: Wa’d, Islamic Profit Rate Swap, Liquidate Damages 

INTRODUCTION 

Wa’d or unilateral promise is becoming a prominent feature in Islamic hedging products. Wa’d 

allows parties to be bound by their undertakings which effect will only take place in future upon 

the occurrence of certain condition. Through the instrument of wa’d, hedging and risk management 

arrangements could be carried out in a similar fashion of conventional derivatives operation though 

the use of Shariah compliant transaction with real underlying commodity distinguishes Islamic 

derivatives with its counterpart. Despite the prevalence use of wa’d, the issue of breach of wa’d 

particularly on the compensation payment has remained a challenge to the Islamic finance industry 

particularly the Malaysian Islamic capital market. 

Though Shariah advisory bodies like the Islamic Fiqh Academy of the Organisation of 

Islamic Cooperation, the Accounting and Auditing Organisation for Islamic Financial Institutions 

and the Shariah Advisory Council of Malaysia Central Bank (SAC) have allowed the use of wa ͑d 

and compensate parties for the breach, these Shariah resolutions are inadequate in describing the 

criterion of actual loss in the claim for compensation. 

This paper examines the legality of compensation payment for breach of wa’d in Islamic 

Profit Rate Swap (IPRS) from the perspective of Shariah and common law. It focuses on the 

discrepancy between actual loss, claimable under the SAC resolution; and total loss and costs 

claimable by way of liquidated damages under TMA. It refers to one SAC resolution which 

resolved that to claim for the compensation amount or close-out amount in IPRS, parties must 

ensure that the said amount represents actual loss suffered by one party as a result of the default 

                                                 
1 This article is based mainly on the authors’publication namely “Breach of Wa'd and its Compensation Payment: A Critical 

Analysis of Islamic Profit Rate Swap” which is to be published soon as ISRA Research Paper 
2 Dr. Noor Suhaida binti Kasri is currently a researcher at International Shari’ah Research Academy for Islamic Finance (ISRA). 

She is also the Head of ISRA’s Islamic Capital Market Unit, International Shari’ah Research Academy for Islamic Finance (ISRA), 

Lorong Universiti A, Kuala Lumpur, Malaysia. Email: noor@isra.my 
3 Siti Syafira binti Zainal Abidin is a Management Trainee at ISRA, Lorong Universiti A, Kuala Lumpur, Malaysia. Email: 

syafira@isra.my 
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by the other party. While the standard agreement for IPRS, the Tahawwut Master Agreement 

(TMA) provides that the claimant is entitled to damages by way of liquidated damages on the basis 

that such amount is determined in good faith as the claimant’s total loss and costs.    

This paper is divided into 6 sections. Part I introduces the paper. Part II explains what is 

IPRS. Part III describes briefly wa’d from Shariah perspective. Part IV enlightens the background 

and rationale for the use of wa’d in Islamic hedging products. The crux of this paper lies in Part 

V, VI and VII. It discusses the issue by analysing the SAC resolution, the TMA, Malaysian and 

English case laws and information collated from discussions with Malaysian market players. 

Finally Part VIII concludes the paper.  

 

WHAT IS ISLAMIC PROFIT RATE SWAP? 

Islamic Profit Rate Swap (IPRS) is one of many Islamic derivatives products used by investors, 

bankers and the like to manage risk as well as to hedge against their exposure in the volatile 

currency, commodity and financial markets. IPRS is entered into by two contracting parties where 

each party will make regular payments to each other at agreed intervals throughout the period of 

the IPRS. Typically, the IPRS arrangement is entered into to hedge against adverse profit-rate 

movements, usually by exchanging cash flow from fixed to floating (vice versa). To accommodate 

the payment in between the parties, Shari’ah contracts or transactions are undertaken at the agreed 

settlement date (ISRA, 2015). Diagram A provides a detailed description of the structure and the 

operation of IPRS.   

 

Diagram A: General Overview of IPRS Arrangement Undertaken by Bank A and Client A 

 

 

EXPLANATION 

a. Upon the request and the need of Client A to hedge its floating profit rate exposure and 

convert it into a fixed profit rate exposure, Bank A agrees to pay to Client A a floating 
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profit rate amount at KLIBOR+4.0%. In return, Client A agrees to pay to Bank A a fixed 

profit rate amount at 5%.  

b. As Bank A does not “house the risk”, it enters into a back-to-back hedging with another 

party, Bank B. Under this hedging arrangement with Bank B, Bank A agrees to pay to Bank 

B a fixed profit rate amount at 5% (equivalent to the amount that Bank A will receive from 

Client A). In return, Bank B agrees to pay to Bank A a floating profit rate amount at 

KLIBOR+4.0% (equivalent to the amount that Bank B will receive from its client, Client 

B). 

c. At the same time, Bank B has entered into a hedging arrangement with its client (Client B) 

where Bank B agrees to pay to Client B a fixed profit rate at 5% (equivalent to the amount 

that Bank B will receive from Bank A).   

d. At the time agreed to execute the payment and in order to materialise such payment either  

from Bank A to Client A or from Client A to Bank A, depending on who is exercising the 

wa’d, a broker will be appointed, Broker A. Broker A will purchase the Shari’ah-compliant 

commodity and thereafter sell the commodity to the exercising party (seller). The seller 

then sells the commodity to the undertaking party (buyer) under the contract of murabaha.4 

The buyer will then pay the selling price to the seller based on the cost plus profit. 

WA’D FROM THE SHARI’AH PERSPECTIVE 

Wa’d (unilateral promise) is one of many Shari’ah instruments used in IPRS arrangement. Before 

providing our reasoning why wa’d is used in the IPRS arrangement, we shall begin by explaining 

the concept of wa’d from the Shari’ah perspective. In a literal sense, wa ͑d is “informing someone 

that some good or harm will be done to them which is usually used for a promise of good while 

waʿid (warning is used for a threat to inflict them) (ISRA, 2010).” According to Al-Asfahani, wa’d 

indicates a promise which originates from the Arabic root word wa’ada, which implies both good 

and bad meanings (Yaacob et. al., 2011). The schools of Islamic jurisprudence have different views 

on the concept of promise as for the Shafie, Hanbali and Zahiri scholars ruled that fulfilling a 

promise is recommended under all circumstances but not obligatory even if it is made contingent 

upon a condition (ISRA, 2010). On the other hand, some Maliki scholars opined that fulfilling a 

promise is obligatory if the promise is made conditional upon a cause (Laldin, 2009). Based on the 

definitions and opinions by the scholars, there are several main features of waʿd: 

a. It is a verbal or written expression put forward by a single party which is unilateral in 

nature. 

b. It is generally related to performing good actions on a voluntary basis or it may simply 

relate to the performance of any permissible (mubah) action. 

c. It is related to doing something in the future, not at present (the time of giving the promise).  

Hence in order to create a binding wa ͑d, there are a number of characteristics that need to be 

fulfilled, namely, 

a. the wa’d is neither agreement nor contract;  

b. the wa’d is binding on the promisor only;  

c. the promise is made contingent upon a condition or is related to a cause;  

d. the promisee has acted upon the promise and incurred some expenses;  

                                                 
4 Murabahah is the sale of goods where the cost of the goods together with the profit for the sale is quoted in the price of the 

goods.The sale is also known as a cost plus profit sale.  
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e. the consequences of this binding promise are that the promisor has to fulfill the promise or 

compensate the actual damages incurred as a result of the breach of promise without a valid 

excuse;  

f. the compensation consists of the customer reimbursing the institution for any loss due to 

the difference between the price received by the institution in selling the asset to a third 

party and the original cost price paid by the institution to the supplier; and 

g. a waʿd, associated with a cause or a condition becomes an obligation (iltizam) or pledge 

(ta’ahhud) (Yaacob et. al., 2011).  

WA’D IN ISLAMIC PROFIT RATE SWAP 

When the IPRS was first developed, in order to hedge, the parties concerned would enter into one 

set of murabahah transaction or two sets of murabahah transactions. The structure of murabahah 

entails the IPRS to meet the Shari’ah-compliant prerequisite as well as facilitating what 

conventional derivatives would facilitate, namely: 

a. One party will be obliged to carry out an action (such as the delivery of an asset or the 

payment of price) on a certain date; and 

b. The obligation to carry out such action will vary in accordance with the value of the 

underlying asset. 

However, the use of murabahah entails risks, namely commodity risk and execution risk. 

Commodity risk is where parties have to bear the risk of owning such commodity though just for 

a very short period. Execution risk is when the uncertainty as to the willingness of the other party, 

particularly those who are not in the money to enter into the murabahah transaction on each trade 

date. The emergence of this risk led to the intervention of wa’d in Islamic hedging structure or for 

that matter, Islamic profit rate swaps (IPRS). 

Wa’d or unilateral promise is becoming a prominent feature in Islamic hedging structures. It 

provides the solution to the risks associated with murabahah structure particularly the execution 

risk. Under wa’d, each party (promisor) promises to the other party (promisee) to enter into a 

Shari’ah-compliant trade for the purchase of Shari’ah-compliant commodities on a certain date for 

a certain price in the future (effectively a put option). Wa’d enables each party under the IPRS 

arrangement to be bound by its promise to execute a defined obligation at the time agreed to in the 

future. 

Wa’d becomes more effective when conditions are attached to its execution. The condition 

for the promisee to exercise the wa'd is when at the time to exercise the wa’d, the fixed profit rate 

or the floating profit rate amount is greater than the other. Hence the party who will be receiving 

the gain due to the higher rate will be entitled to exercise the wa’d. By exercising such wa’d the 

promisee will sell and the promisor will purchase the commodity under murabahah contract at the 

notional cost price plus profit. The process of executing wa’d and entering into the sale and 

purchase by the contractual parties is replicated throughout the tenure of the IPRS (Latif and 

Crawford, n.d.). 

BREACH OF WA’D AND ITS COMPENSATION PAYMENT IN ISLAMIC PROFIT 

RATE SWAP 

The binding nature of wa’d is when the promisee have acted upon the promise and have incurred 

some expenses due to meeting such wa’d. Due to that when the promisor breach its wa’d, the 

promisee shall be entitled to compensation for actual damages incurred resulting thereof. This 

position is validated by the Central Bank of Malaysia’s Exposure Draft on wa’d dated 9 December 

2013 (Bank Negara Malaysia, 2013). It provides that in the case of breach of promise, the promisee 
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is entitled to claim for compensation for any actual loss suffered. Similarly the Shariah Advisory 

Council of Central Bank of Malaysia (SAC) in its 73rd meeting dated 20 February 2008 resolved 

that in the event of breach of promise in the case of currency option, the innocent party who suffers 

loss may recover the actual amount of loss from the value of hamish jiddiyah (security deposit). 

However, IPRS arrangements require numerous entries of selling and buying transactions  

or legs of transactions throughout its tenure. Thus the breach of the promisor to carry out its 

promise results in the breach of not only one particular leg of IPRS but may also affect the future 

legs of IPRS. In other words, the breach of one leg leads to the early termination of the future legs. 

To determine the amount of compensation due to the said breach, an amount called close-out 

amount will be calculated. In this respect, the SAC (Bank Negara Malaysia, 2010) in its 54th 

meeting dated 27 October 2005 resolved that the methodology in determining the close-out amount 

in the conventional interest rate swap is applicable to IPRS. The close-out amount is described by 

the SAC as that which is determined based on the market quote methodology. Such calculation 

refers to the standard formula adopted by market participants in determining the payable 

compensation amount (Bank Negara Malaysia, 2010). However, the permissibility to refer to the 

conventional method of calculating the close-out amount is subject to the satisfaction of the 

contracting parties that the outcome of such application represents actual loss suffered by a party 

as a result of a default by the other party. 

The provision for determining close-out amount is provided in Tahawwut Master Agreement 

(TMA). TMA is the standard master agreement for IPRS, issued by the International Islamic 

Financial Market (IIFM) together with the International Swaps and Derivatives Association, Inc. 

(ISDA). It is designed to govern the operation of profit rate swaps (Mubadalatul Arbaah) through 

the facilitation of commercial arrangement such as murabahah and musawwamah5 transaction.6 

According to section 5 (a)(ii)(3) of the TMA, in the event that the buyer fails to exercise its 

promise, it shall be deemed as a failure by the buyer to enter into a Designated Future Transactions 

(the murabahah transaction). This failure may be remedied on or before the first Local Business 

Day after notice of such failure is given to the buyer.  However, if the default continues, section 6 

of TMA allows for early termination which results in all transactions and future transactions being 

terminated as well (White and Case, 2010).   

In other words, to remedy the breach, the transactions including future transactions are 

terminated early or “close-out”. Hence, the relevant party will be obligated to pay a close-out 

amount described as Early Terminated Amount or Relevant Index Value (RIV) depending on 

whether the delivery at the time of the breach is due to be made or not. Broadly speaking, the RIV 

represents the net replacement cost of all the early terminated agreements and transactions. Three 

scenarios are identified to be warranted with replacement cost, namely (a) situations where the 

purchase price has not been paid (due to its not due and payable) and the asset not delivered; (b) 

situation where the purchase price has been paid but the asset not delivered; and (c) transactions 

under which all goods or assets required to be delivered have not been delivered or even paid for.7  

                                                 
5 Musawwamah is a sale where the two parties agreed to the price of the goods without stipulating or itemizing the cost of the goods 

and profit.   
6 See also ISDA/IIFM Tahawwut Master Agreement. 2010. Available from: 

<http://www.whitecase.com/files/Publication/9446775f-ab73-45e4-9431-

fc8ca9765529/Presentation/PublicationAttachment/378e2415-b4ab-49c3-9c3f-02a221de1d18/alert_ISDAIIFM_Launch.pdf>. 

[Accessed10 November 2014]. 

 
7See also ISDA/IIFM Tahawwut Master Agreement. 2010.  Available from: 

http://www.whitecase.com/files/Publication/9446775f-ab73-45e4-9431-

http://www.whitecase.com/files/Publication/9446775f-ab73-45e4-9431-fc8ca9765529/Presentation/PublicationAttachment/378e2415-b4ab-49c3-9c3f-02a221de1d18/alert_ISDAIIFM_Launch.pdf
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METHODS IN DETERMINING THE REPLACEMENT COST OR RELEVANT INDEX 

VALUE (RIV) FOR BREACH OF WA’D UNDER TMA 

There are a number of methods in determining the net replacement cost, i.e., the Relevant Index 

Value (RIV). First is by using the method that is based on Market Quotation method.8 The amount 

determined under this method is based on the quotation from institutions that are called as 

"Reference Market-makers" which refers to: 

 

Four leading dealers in the relevant market selected by the party determining a market 

quotation in good faith: (a) from among dealers of the highest credit standing which satisfy 

all the criteria that such party applies generally at the time in deciding whether to offer or to 

make an extension of credit or of financing; and (b) to the extent practicable, from among 

such dealers having an office in the same city.  

 

In the event that a Market Quotation cannot be determined, the second method is by the calculating 

party’s calculation of Loss. Loss is defined in section 14 of TMA as: 

 

"Loss" means, with respect to one or more Non-Fully Delivered Terminated Transactions 

or, as the case may be, one or more Terminated DFT Terms Agreements and a party, the 

Termination Currency Equivalent of an amount that party reasonably determines in good 

faith to be its total losses and costs (or gain, in which case expressed as a negative number) 

in connection with that Non-Fully Delivered Terminated Transaction or group of Non-Fully 

Delivered Terminated Transactions or Terminated DFT Terms Agreements or a group of 

Terminated DFT Terms Agreements, as the case may be. Loss includes losses and costs (or 

gains) in respect of any payment or delivery required to have been made (assuming 

satisfaction of each applicable condition precedent) on or before the relevant Early 

Termination Date and not made, except, so as to avoid duplication, if a Market Quotation 

has been determined for the payment or delivery. A party may (but need not) determine its 

Loss by reference to quotations of relevant rates or prices from one or more leading dealers 

in the relevant markets. 

 

Section 6 (f)(v)(2) of the TMA stipulates that in the event that the relevant party fails or refuse to 

remit the RIV, the relevant party shall be entitled to the RIV by way of liquidated damages. At this 

juncture it is important to reiterate the legality of compensation for breach of wa’d. As mentioned 

earlier, the SAC allows for payment of close-out amount in case of breach of wa’d in IPRS if the 

contracting parties is satisfied that the said amount represents actual loss suffered by a party as a 

result of a default by the other party. However, in the TMA, “loss” includes total loss and cost, 

including gains, calculated in good faith by the calculating party, which is associated with the early 

termination of all the future transactions. So it not just actual loss but total loss (and cost). 

Therefore, there is discrepancy between what is allowed to be claimed by the SAC and that by the 

TMA. The next section addresses the question as to whether the provision for RIV which is 

                                                 
fc8ca9765529/Presentation/PublicationAttachment/378e2415-b4ab-49c3-9c3f-02a221de1d18/alert_ISDAIIFM_Launch.pdf 

[Accessed 10 November 2014]. See also section 14 of the TMA with respect to the definition of Fully Delivered Terminated 

Transactions and Non-Fully Delivered Terminated Transactions. 
8 Market quotation refers to an amount determined on the basis of quotation from reference market-makers. Please see section 14 

of TMA. 

 

http://www.whitecase.com/files/Publication/9446775f-ab73-45e4-9431-fc8ca9765529/Presentation/PublicationAttachment/378e2415-b4ab-49c3-9c3f-02a221de1d18/alert_ISDAIIFM_Launch.pdf
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claimed as liquidated damages is actually based on actual loss which thus complies with the SAC 

resolution. 

 

LIQUIDATED DAMAGES – ACTUAL LOSS? 

Liquidated damages is a common law terminology. Thus in the Current Law Journal Dictionary 

Online (n.d.), liquidated damages is defined as "a genuine covenanted pre-estimate of damages for 

an anticipated breach of contract whereby the sum fixed as liquidated damages is recoverable but 

only the damages actually incurred". Similarly, Osborn’s Concise Law Dictionary (Rutherford, 

2003) defines liquidated damages as a genuine covenanted pre-estimate of damages for an 

anticipated breach of contract, as contrasted with a penalty. The sum fixed as liquidated damages 

is recoverable but not as penalty; and the damages recovered is based on the damages actually 

incurred. 

 

In Malaysia, the nearest provision that could be discerned to cater for liquidated damages is section 

75 of the Contract Act 1950. Reference to this section is made in a number of case laws that 

adjudicated matters pertaining to liquidated damages. Section 75 states that: 

When a contract has been broken, if a sum is named in the contract as the amount to be 

paid in case of such breach, or if the contract contains any other stipulation by way of 

penalty, the party complaining of the breach is entitled, whether or not actual damage or 

loss is proved to have been caused thereby, to receive from the party who has broken the 

contract reasonable compensation not exceeding the amount so named or, as the case may 

be, the penalty stipulated for.  

  

The ways in which the above provision is applied is explained in the Malaysian Federal Court in 

the case of Selva Kumar Murugiah v Thiagarajah Retnasamy.9 The court held that as a general 

rule, damages must be proved under section 75 of the Contract Act. Thus the wording in section 

75 that says “whether or not actual damage or loss is proved to have been caused thereby” does 

not exempt the complainant from proving the actual damages or loss that resulted from the breach. 

The principle laid down in Selva Kumar has been followed and affirmed in a number of cases 

including a 2009 Federal Court case, Johor Coastal Development Sdn Bhd v Constrajaya Sdn 

Bhd.10      

 

It is worthy to note here that Selva Kumar also affirmed an important principle relating to claims 

from breach of contract from an old English case, Hadley v Baxendale11  which states that: 

Where two parties have made a contract which one of them has broken the damages which 

the other party ought to receive in respect of such breach of contract should be such as may 

fairly and reasonably be considered as either arising naturally, i.e, according to the usual 

course of things, from such breach of contract itself, or such as may reasonably be supposed 

to have been in the contemplation of both parties at the time they made the contract as the 

probable result of the breach of it. If special circumstances under which the contract was 

actually made were communicated by the plaintiffs to the defendants, and thus known to 

                                                 
9 [1995] 1 MLJ 817. 
10 [2009] 4 MLJ 445. 
11 (1854) 9 Exch 341. 
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both parties, the damages resulting from the breach of such contract which they would 

reasonably contemplate would be the amount of injury which would ordinarily follow from 

a breach of contract under the special circumstances so known and communicated. But, on 

the other hand, if these special circumstances were wholly unknown to the party breaking 

the contract, he, at the most, could only be supposed to have had in his contemplation the 

amount of injury which would arise generally, and in the great multitude of cases not affected 

by any special circumstances, from such a breach of contract. For, had the special 

circumstances been known, the parties might have specially provided for the breach of 

contract by special terms as to the damages in that case; and of this advantage it would be 

very unjust to deprive them. 

 

One of the issues discussed in Hadley v Baxendale was the loss of profits. It was held that loss of 

profit cannot be reasonably considered as a consequence of such breach of contract. The reason is 

that such loss could not have been fairly and reasonably contemplated by both the parties when 

they make the contract. Instead, the kind of damages that could be considered to be fairly and 

reasonably contemplated by both parties when they make the contract is when such damages arise 

naturally, i.e., according to the usual course of things from such breach of contract itself or such 

as may reasonably be supposed to be in the contemplation of both parties at the time they made 

the contract as the probable result of the breach of it.  

Based on the premise above it is argued that despite the provision to grant liquidated damages 

in the case of breach has been agreed to by the parties in the TMA, the claimant is still subjected 

to prove that the liquidated damages in the form of RIV are based on real damages or loss. This 

proposition is in accord with the rulings of the SAC particularly on the close-out amount that the 

amount must be based on actual loss suffered by the party as a result of the default of the other 

contracting party.  

Several discussions were held with the market practitioners in Malaysian Islamic financial 

institutions in order to identify the constitution of loss arriving from the breach of wa’d. Based on 

these discussions, the claim for the loss depends on whether the underlying commodity for the 

murabahah transaction has been acquired or otherwise and it can be summarised as follows: 

a. In the case where the breach of wa’d occurs at the time when the promisee (say Bank A) 

has acquired the commodity, Bank A would incur loss pertaining to: 

i. the commodity price paid to Broker A; 

ii. the payment of the agreed fixed profit rate amount at 5% made to Bank B; 

iii. the cost of borrowing money from IIMM (cost of fund); and 

iv. the penalty for the breach of promise by Client A. 
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Box A (i): The Constitution of Replacement Cost in the Event that Commodity has been 

Bought 

 
 

b. In the case where the breach of wa’d occurs at the time when the promisee has yet to acquire 

the commodity, the promisee would incur loss pertaining to: 
i. the payment of agreed fixed profit rate amount at 5% paid to Client A; 

ii. the cost of borrowing money from IIMM (cost of fund); and 

iii. the penalty for the breach of promise by Client A. 

Box A (ii): The Constitution of Replacement Cost in the Event that Commodity has not 

been Bought 

 
 

To ascertain whether the above element of loss or RIV constitutes real loss, this paper submits that 

since there is lacuna in the criterion of actual loss in the SAC resolutions, it is worthy to refer to 

the criterion laid down by Hadley v Baxendale. In particular, the damages claimed must arise 

naturally, i.e., according to the usual course of things from such breach of contract itself or such 
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as may be reasonably be supposed to be in the contemplation of both parties at the time they made 

the contract as the probable result of the breach of it. The following diagrams, Diagram B (i) and 

Diagram B (ii), explains the two general scenarios involved breach of wa’d and how it can be used 

to apply the criterion in Hadley v Baxendale, namely: 

 

Diagram B (i):  An Overview of the Consequence of Breach of Wa'd by Client A in the 

Event that Bank A has Purchased the Shari’ah-compliant Commodity from Broker A 

 

 
a. Broker A purchases Shari’ah-compliant commodity and thereafter sells the commodity to 

Bank A. Bank A delivers an exercise notice and Murabahah sale confirmation to Client A.  

b. Client A refuses to execute the Murabahah sale confirmation hence breaches its wa’d to 

purchase the commodity from Bank A.  

c. Despite Bank A not receiving the payment from Client A, Bank A is still bound to pay 

Bank B the agreed fixed profit rate amount at 5%. At the same time, Bank A is still holding 

the commodity purchased from Broker A.  

d. In order for Bank A to pay to Bank B, Bank A will have to borrow money from the Islamic 

Interbank Money Market (IIMM). Bank A may incur some cost in getting such borrowing 

from the IIMM.  

e. Using the money borrowed from the IIMM, Bank A pays to Bank B the agreed fixed profit 

rate amount at 5%. 
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Diagram B (ii): An Overview of the Consequence of Breach of Wa'd by Client A in the 

Event that Bank A has yet to Purchase the Shari’ah-compliant Commodity  

 
 
 

a. Despite Bank A has not purchased the Shari’ah-compliant commodity from Broker A, 

Bank A is still bound to pay to Bank B the agreed fixed profit rate amount at 5%.  

b. As mentioned earlier, to pay to Bank B, Bank A will have to borrow money from the 

Islamic Interbank Money Market (IIMM). Bank A may incur some cost in getting such 

borrowing from the IIMM.  

c. Using the money borrowed from the IIMM, Bank A pays to Bank B the agreed fixed profit 

rate amount at 5%. 

 

Applying the criterion of Hadley v Baxendale to the situations as described in Diagram B(i) and 

B(ii), it is argued that  the liquidated damages claimed as RIV or replacement cost in the following 

forms are actual loss based on the following reasons: 
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a. the legality and claimability of commodity cost (if Bank A has bought the commodity from 

Broker A) is covered by the SAC resolution issued in its 73rd meeting dated 20 February 

2008 which resolved that actual loss shall be measured based on the difference between 

the sale price of the commodity and the promised purchase price of the commodity (Bank 

Negara Malaysia, 2010); 

b. for the payment of fixed profit rate amount by Bank A to Bank B, it is argued that they are 

based on real loss to Bank A. The reason is that Bank A has to use its fund or raise from 

the IIMM to pay to Bank B. The payment is actual and a direct cause of the breach of Client 

A to pay to Bank A a sum of money in return for the commodity; and   

c. similarly for the cost of fund (to get the fund to pay to Bank B), when Client A breached 

its wa’d, Bank A lost the cash flow that will be used to pay to Bank B. Because of the said 

breach, Bank A would have to raise its own fund to meet its commitment to pay to Bank 

B. In the example given earlier, Bank A would have to borrow such fund from the IIMM 

to cover its commitment to Bank B. It is submitted that the cost of getting such funding 

(the cost of fund) is viewed as real loss suffered by Bank A and the loss incurred by Bank 

A is because of the breach of Client A.  

On the charging of penalty for the breach of waad, it is submitted that penalty for breach of wa’d 

is not based on real or actual loss. The reason is based on the SAC resolutions in its 4th meeting 

dated 14 February 1998, 95th meeting dated 28 January 2010 and 101st meeting dated 20 May 

2010 that penalty (gharamah) is only applicable in cases involving contract of sale, financing or 

debt settlement (Bank Negara Malaysia, 2010). In contrast, wa’d is not a sale contract nor financing 

or debt settlement instrument. It is merely a promise by one party to purchase a commodity from 

the other party. Therefore there is no element of actual loss in penalty. 

CONCLUSION 

This paper discussed the legality of close-out amount due to breach of wa’d, in IPRS, looking from 

the angle of Shariah and law. It examined the discrepancy between actual loss, claimable under 

the SAC resolution, and total loss and costs claimable by way of liquidated damages under TMA. 

In analysing this issue, this paper referred to the SAC resolution, the TMA, Malaysian and English 

case laws and information collated from discussions held with Malaysian market players. Based 

on the analysis and observation made, this paper found that under the Shariah and the common 

law notion of liquidated damages, claim for compensation amount ought to be based on actual 

damages or loss. On that premise and applying the criterion in Hadley v Baxendale, this paper 

submitted that the composition of the close-out amount or replacement cost or RIV or liquidated 

damages, consisting of: 

i. the commodity price (in the case where the breach of wa’d occurs at the time when the 

promisee has acquired the commodity);  

ii. the payment made by the promisee to a third party (in the case where the promisee entered 

into another say back-to-back hedging arrangement that cash flow under this back-to-back 

hedging structure matches with the hedging structure between the promisor and the 

promisee. The matching structure would facilitate the flow of payment supposed to be 

received by the promisee to the third party); and  

iii. the cost of fund (the cost incurred by the promisee due to its borrowing from IIMM to meet 

promisee’s payment obligation with the third party in the back-to-back hedging) 

are viewed as representing actual loss suffered by a party as a result of a default by the other party 

in the case of breach of wa’d in IPRS. 
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HOW THE VC INDUSTRY ACTS AS AN INTERNATIONAL TRADE ACCELERATOR 

DR. IDO KALLIR1  AND PROFESSOR TAMIR AGMON 

We question how much do the Venture Capital industry impacts its hosting economy. This 

question is often asked but is rarely answered. This area is rarely explored because 90% of the VC 

investments are in the US and other large economies, wherein the impact of the VC is too small to 

be measured. Israel presents a unique case in which the activity of the VC industry over two 

decades (1993-2013) made the Israeli an exporter not only of High-tech hardware and software 

but also of intangible assets such as patents knowhow and expertise. In the knowledge-based 

world, ideas are an important driver for growth and development. It takes a long time to turn ideas 

into actual cash flows. The VC industry provides an excellent example for an industry that is based 

on the ability to bring together ideas and high risk capital in a process that generates value. Of 

particular interest is the case where the entrepreneurs reside in one country and the investors reside 

in another country. In this paper we show that in this case there are two types of benefits; the 

benefits to the entrepreneurs and the investors, and the benefits to the country where the investment 

takes place. The first type of benefits depends on the success of the young innovative technology 

firms. The second type of benefits depends on the total flow of high-risk capital from the country 

of the investors to the country where the investment takes place. The two main components of the 

second macro benefit are the wages of the local high skilled and other workers; and the tax that 

they pay. Israel is a good example for a country that benefits substantially from the import of high-

risk capital, primarily from the US, via venture capital fund. We use hand-picked database to 

estimate the total benefit to the Israeli economy from the investment of venture capital funds, 

which are funded by foreign high-risk capital. Our main result is a direct empirical measure 

showing that the benefits to the Israeli economy from the wage bill which is generated by the VC 

investment is at least ten-times larger than the direct benefits from the successful start-ups only. 

This result can be translated into an optimal governmental policy of incentives that are set to keep 

cost-benefit efficient success rate. 

ENFORCEMENT COSTS AND BUILDING HEIGHTS: EXPERIENCES OF BAN 

VILLAGES IN SHENZHEN 

DR. KWOK C WONG2  AND ZHI GANG NIE 

High rise residential flats built by local villagers on their rural land in China are in the grey market: 

they are not clearly allowed by the law, and yet the government finds it too sensitive to demolish 

all these buildings, simply because there are just too many of them in every modern city of China. 

In this research, these apartments are found to have been built higher in the sub-urban areas than 

inside the city center of Shenzhen. This is apparently contradictory to Alonso's bid-rent curves. 

This paper tries to explain using enforcement costs: civil servants per capita working in the law 

enforcement sector are found to be far less in the suburban area in Shenzhen. Further analysis from 

the viewpoint of institutional economics are proposed. 
 

                                                 
1 Dr. Ido Kallir, Assistant Professor, Ono College. 
2 Dr. Kwok C WONG, Associate Professor, Univeristy of Hong Kong. 
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CREATIVE INDUSTRIES AND CPS IN POST-INDUSTRIAL CITIES. NEW 

BUSINESSES AND QUALITY OF GROWTH 

MR PETREANU TEODOR EMANUEL3   

Industrialised no longer have any, or virtualy any, industry. Industry sells services, services 

constitute an industry. Growth clusters of high-added activities bring high income into the 

economy. Interdependence is the future and this trend includes real and financial market 

interactions. Now we talk about dependence modeling and risk dynamics but in all these things we 

can find a logical algorithm that can predict the future development. If we translate the markets in 

mathematics we can also build algorithms that will help further more, to develop connections with 

the embedded systems. Cyber Physical Systems (CPS) enable the physical world to merge with 

virtual leading to an internet of things, data and services. We can bring more value, more income 

quickly with services, but we have to consolidate the primary base of economy and that is 

production of goods, agriculture and energy. If we consolidate the levels of economy in the right 

way, taking all the steps, we can avoid another Crisis. 

Keywords – Business, Quality of Growth, Industry, Cyber Physical Systems, Post-industrial Cities 

COMPLIANCE CONFLICTS IN THE SELF REGULATION OF FINANCIAL SERVICES 

MS. SHAWN WASHINGTON4   

Compliance professionals in financial services must face personal risks when ensuring others 

follow the guidelines of the Securities and Exchange Commission and Financial Industry 

Regulatory Authorities. Ethics in this morally biased industry means effective of self-regulation to 

police bad behaviors of employees. Those who understand the complexity of the financial markets 

are in the best position to prevent unethical behavior. These individuals are typically portfolio 

managers, traders, market makers, financial advisers, or underwriters whose salaries outweigh the 

risk and compensation of the compliance officer. There have been numerous scandals within the 

financial services industry in the 21st century where officers of self-regulatory policies were at a 

disadvantage because of the actions of others. The Financial Industry Regulatory Authority 

continues to respond to these epic events through the issuance of additional broad based 

regulations (i.e. Dodd-Frank). The interpretation of these regulations are not without challenges. 

The increased regulation of FINRA over the past five years have resulted in more sanctions each 

year. Since increasing regulations have not minimized the incidences of bad behavior then how 

are we to determine if self-regulation is an effective solution? Those who understand the 

complexity of the industry are also best to financially gain from the regulatory gaps within new 

legislation. These individuals who are best to stop bad behaviors make the choice to hire attorneys 

to fight violations or compliance officers that lack a full understanding of the firm’s business 

activities. The increase of CCO liability has given concern for those who stand to lose their 

reputation based on the bad decisions of others. With a lack of understanding regarding the 

capability of the compliance role, external laws chase violations as new unethical behaviors are 

created. Self-regulation is not without problems. The proposed individual paper will explore the 

insights into the compliance officer liability and discuss some of the challenges that these 

individuals face within a greed-based industry. 
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INSTITUTIONAL ASPECTS OF THE PROVISION OF HEALTH CARE SERVICES 

FOR DISADVANTAGED GROUPS OF POPULATION 

PROF. ANETTA CAPLANOVA5  DR. MARCEL NOVAK, ASSISTANT PROFESSOR 

In the paper we look at the role of the role of institutional factors in the provision of health care 

services to disadvantaged groups of population. We use the case studz of the United States and 

Slovakia, which have different healthcare delivery systems, but face similar challenges of 

improving the health status of their populations. The paper explores the impact of their respective 

systems on the health of their populations with special emphasis on Roma population in Slovakia 

and African-American population in the US and compares the health outcomes of both nations. 

These are then related to the health care expenditures in related countries. It is pointed out that 

socioeconomic factors play a far more important role in determining population health outcomes 

than do the structures of the systems related to the care delivery. Authors illustrate this finding 

through a comparison of the poverty and education levels of a selected minority group from each 

country in relation to the health outcomes for each population group. The comparison reveals that 

education is a more influential determinant in a population’s health outcomes, than the improved 

access to care offered by a universal system.  
13-P16 

BUSINESS MOBILITY IN THE EUROPEAN UNION: PROBLEMS CONCERNING THE 

CROSS-BORDER TRANSFER OF THE REGISTERED OFFICE 

MR. ALBERTO QUINTAS SEARA6   

The signing on 25 March 1957 of the Treaty of Rome laid the foundation for the construction of a 

common market based on the free movement of people, goods, services and capital within the 

European Economic Community. In this new context, it was increasingly necessary to ensure that 

companies from different Member States could establish and adapt their structures throughout the 

EEC in order to improve their competitiveness and productivity, while protecting the interests and 

rights of shareholders, employees and creditors. 

Therefore, and having regard to the achievement of the objectives set out in the EC Treaty, 

a process of approximation of the domestic legislation of the Member States was launched, aimed 

at eliminating potential obstacles and distortions to the establishment of the internal market and 

the guarantee of fundamental freedoms. In the field of business mobility and restructuring several 

legislative measures were adopted, not only from the company law perspective, such as the 

Directive 78/855/EEC (concerning mergers of public limited liability companies), the Directive 

82/891/EEC (concerning the division of public limited liability companies), the Regulation (EC) 

nº 2157/2001 (on the Statute for a European company), the Regulation (EC) nº 1435/2003 (on the 

Statute for a European Cooperative Society), and the Directive 2005/56/EC (on cross-border 

mergers of limited liability companies), but also from the tax law perspective, such as the Directive 

2009/133/EC (on the common system of taxation applicable to mergers, divisions, partial 

divisions, transfers of assets and exchanges of shares concerning companies of different Member 

States and to the transfer of the registered office of an SE or SCE between Member States). 

Nevertheless, the cross-border transfer of the domestic companies’ registered office remained, 

over the years, outside the harmonisation process undertaken by the European institutions. 
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6 Mr. Alberto Quintas Seara, Researcher and Teaching Assistant (FPU Fellow), University of A Coruña. 
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In this regard, we should bear in mind that companies incorporated in a Member State 

wishing to transfer both their registered office or their centre of effective management to another 

Member State (whether for strictly economic reasons or, for instance, seeking an advantage in the 

field of company law, bankruptcy law, or tax law), had to deal with several problems arising from 

the differences existing in the domestic legislation of the Member States, in particular as regards 

the criteria to determine which lex societatis is applicable to the company in question 

(“incorporation model” vs. “real seat model”), the retention of legal personality in the context of a 

cross-border transfer of the registered office, as well as the recognition in domestic law of another 

Member State’s own types of companies. 

In addition to the abovementioned problems from the perspective of company law, the 

imposition of “exit taxes” by Member States linked to changes in companies’ tax residence in 

order to secure tax claims in respect of accrued but unrealized capital gains (protecting their taxing 

rights and preventing tax avoidance) constituted another important obstacle to cross-border 

transfers of the registered office. 

In short, it could be said that business mobility within the European Union in relation to the 

relocation of national companies’ registered office was very limited since this operation was either 

impossible in practice because of the differences between the systems of the Member States to 

determine the applicable law, or was subject to several requirements which eventually constituted 

a restriction to the right of establishment provided by Articles 52 and 58 of the Treaty of Rome 

(Articles 49 and 54 TFEU). 

In this regard, and due to the lack of a legislative instrument at EU level, the jurisprudence 

of the European Court of Justice in cases Daily Mail, Centros, Überseering, Inspire Art, SEVIC 

Systems, Cartesio, and VALE Építesi (from the perspective of company law), and in cases 

Lasteyrie du Saillant, N, National Grid Indus BV, or DMC, among others (from the perspective of 

tax law), has contributed to shape the legal framework within which these operations can be carried 

out as well as the limits of the Member States’ competence to design their direct tax systems with 

regard to the imposition of “exit taxes”. Therefore, the aim of this paper is to highlight the defining 

elements of the legal and tax framework established by the ECJ on the basis of the interpretation 

of Articles 49 and 54 TFEU, providing some thoughts about the problems that currently affect the 

cross-border transfers of the registered office as well as some potential solutions. 

THE EFFECTS OF INFORMATION AND COMMUNICATION TECHNOLOGIES ON 

ECONOMIC GROWTH IN THE MIDDLE EAST AND NORTH AFRICA 

DR. ROUASKI KHALED7, DR. TOUMACHE RACHID8  AND AND PR.DR.AHMED 

ZAKANE. 

Research on information society issues continues unabated with an increasing emphasis on the 

proper role of ICTs in development. Many debates and analysis on the macroeconomic impacts of 

(ICTs) are presented as a vector of more important for improving the quality of the capital stock. 

The case of the US economy, where growth of recent years coinciding with accelerated diffusion 

of (ICTs), has often given as the first example (Boudchon, 2002; Jorgensen et Stiroh, 2001; 

Jorgensen,2001 ; Colecchia et Schreyer, 2001). The benefits of ICTs present even greater 

implications for the developing regions of the world, with the recognition that they are effective 

tools for social development and economic growth. In this context, this paper discusses the effects 
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of (ICTs) on economic growth in the Middle East and North Africa. And explains the ability to a 

relationship exists between ((ICTs) and the level of economic growth (GDP). By conducting an 

empirical investigation applies the statistical analysis methods on a sample of Middle East and 

North Africa countries. We attempt to estimate the contribution of (ICTs) in the level of economic 

growth in MENA. 

 

Keywords: Economic Growth, Statistical Analysis Methods, Information And Communication 

Technologies (ICTS), Index Information Society (ICT-RNI), Correlation Analysis, Regression 

Analysis. 

THE RELATIONSHIP BETWEEN INFLATION, GOVERNMENT EXPENDITURE, 

TRADE AND ECONOMIC GROWTH IN ALGERIA: AN APPLICATION OF ARDL 

APPROACH. 

DR. BADREDDINE TALBI9  AND DR.BENANAYA DJELLOUL , ASSOCIATE 

PROFESSOR 

This aim of this investigation is to examine the causal relationship between the rate of inflation, 

government expenditure, trade openness and economic growth in case of Algeria by using the 

bounds testing (ARDL) approach for the period from 1980 to 2013. The results derived by applying 

a different econometrics tools such as unit root test and autoregressive testing lag ARDL co 

integration framework show that there is a long term positive and significant relation between 

these variables and economic growth, The results also indicate that the variables of interest yield 

positive externalities and linkages. 

Key word- Government expenditure, trade openness, Inflation, Economic Growth, ARDL, 

Algeria.  

CAUSAL NEXUS BETWEEN GOVERNMENT SPENDING, OPENNESS AND 

ECONOMIC GROWTH IN ALGERIA: BOUND TESTING APPROACH. 

DR. DJELLOUL BENANAYA10  DR. BADREDDINE TALBI 

This paper examines the causal relationship between government spending, trade openness, 

inflation and economic growth in Algeria for the period 1980-2014. The ARDL bound testing 

approach has been applied to cointegration to examine the long-run relationship and direction of 

causality between economic growth and these variables. Our empirical results confirm the 

existence of long-run relationship between the rate of inflation, trade openness and economic 

growth. Furthermore, this study finds the presence of both unidirectional and bidirectional 

causality links between the variables. Moreover, the results also indicate that the variables of 

interest yield positive externalities and linkages. Overall, the study contributes to understanding 

the importance of the interrelationship between the variables and combines the different strands of 

the literature. 

Key word: Government spending, Openness, Inflation, Economic Growth, ARDL, Algeria.  

 

 

                                                 
9 Dr. Badreddine Talbi, Associate Professor, National High School of Statistics and Applied Economics. 
10 Dr. Djelloul Benanaya, Associate Professor, University of Djilali Bounamaa. 



  
AICLEF 2015 (CAMBRIDGE) | CONFERENCE ABSTRACTS  87  

 

© 2015 The Author | AICLEF 2015 © 2015 FLE Learning 
 

THE OPEN AND DISTANCE LEARNING AS AN INSTRUMENT OF PROTECTING 

THE RIGHT TO ACCESS TO EDUCATION: THE NIGERIAN EXPERIENCE 

PROF. JUSTUS SHOKEFUN11  AND MRS. OLUFUNKE AJE-FAMUYIDE12   

Education is a right. Education is an extraordinary tool of empowerment and it is essential for the 

promotion and protection of all human rights. Various international treaties, covenants and 

conventions since 1948 as well as writings of publicists have stressed the importance of the 

fundamental right to education. The Universal Declaration of Human Rights (UDHR), the 

International Covenant on Economic and Social Rights (ICESCR), the Covenants on the Rights of 

the Child (CRC) as well as the African Charter on Human and Peoples’ Right (ACHPR) contain 

provisions which protect the right to education. The International Human Rights Law holds the 

state primarily responsible for the implementation of the right. Accordingly, it is incumbent on the 

state parties to ensure the realization of the right to education through policy, administrative and 

legislative measure. A critical component of the right to education is the right of access to 

education. Invariably, a denial of the right of access to education is a fundamental violation of the 

right to education. Lack of access to education is acute in Nigeria and efforts to address the problem 

have met with limited success. This article therefore seeks to examine the varied ways in which 

the Open and Distance Learning Education has been used to address the problem of access to the 

right to education in Nigeria. This article also examines the essentials o Open and Distance 

Learning (ODL) and in particular, how Nigeria has used the ODL mode of study (through the 

National Open University of Nigeria) as an instrument of social justice in surmounting the 

challenges of accessibility to education in Nigeria. The work examines the successes and failures 

of using the ODL system in protecting the right of access to education. The writers are of the view 

that the ODL system has played significant role of addressing the right to education and that other 

policy and legislative measures are still necessary in achieving right of access to education. 
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