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FOREWARD

It was with great pleasure that we host at the Bucharest University of Economic Studies,
Romania, another edition of our traditional Accounting and Management Information
Systems International Conference, on 30 September and 1 October 2020. This year’s
very unusual circumstances given by the COVID19 pandemic did not prevent
participants from engaging in very fruitful conversations about research and teaching
practices.

During the conference, we organized two plenary panels, animated by esteemed
international colleagues from Canada, the Netherlands, the United Kingdom, and the
USA. 8 parallel sessions completed the program, for a total of 36 papers that were
scheduled. 116 participants from 16 countries registered and contributed to the debates
in either panels or sessions.

Preceding the AMIS 2020 conference, IAAER and the Association of Chartered
Certified Accountants (ACCA) have co-organized, on 28-29 September 2020, another
edition of their traditional Early Career Researchers Workshop. 10 early career
academics from Central and Eastern Europe have attended one day and a half of
presentations and trainings by 10 recognized international faculty from all over the
world. These early career academics have also presented their projects to these very
accomplished faculty and received timely and constructive feedback on how to improve
their work with a view to make it publishable by international journals.

In the end, I will also thank our team: Nadia Albu, Raluca Guse and Dragos Mangiuc.
They have volunteered their time to this important event in Central and Eastern Europe.
We are very much looking forward to hosting everybody again at our university!

Professor Catalin Albu
Conference Chair
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Association of ESG Factors’ Disclosure with the Value of
Companies from Energy Industry

Daniela Constantinescu®, Chirata Caraiani®, Camelia I. Lungu® and
Pompei Mititean?

Bucharest University of Economic Studies, Romania

Abstract: This study investigates the association between environmental, social and
governance (ESG) factors’ disclosure and the value of companies from energy industry.
The sample consists of 70 companies from different categories within energy industry
(Oil and Gas, Oil and Gas Related Equipment and Services, Multiline Utilities,
Renewable Energy and Uranium) and is based on Top 100 Global Energy Leaders
established by the analysts from Thomson Reuters. To investigate the association
between the combined and individual ESG factors disclosure and firm’s value, two
linear regression models have been designed. The outputs indicate positive associations
between ESG factors disclosure and firm’s value for the companies within energy
industry. However, debates need to be considered, as the impact of ESG factors, either
combined or individual are found to be significant only of the companies from North
America.

Keywords: Environmental, social, and corporate governance (ESG), firm’s value,
corporate performance, Energy industry.

1. Introduction

The disclosure of ESG factors provides a new and different insight into a company’s
activity as compared with the one offered by the financial information. The presentation
of financial information discloses historical data and it is focused on the maximisation
of shareholders’ wealth seen as the major stakeholder of the company, which is
achieved through the interaction between shareholders and the management of the
company (Anning, 2018; Li et al., 2018). The increased pressure of the stock markets
and investors encourages companies to provide additional non-financial information
focusing on ESG factors disclosure.

Underlying on the increasing focus on the long-term goals of the business detrimental
to short-term goals, the paper explores the possible association between ESG factors
and firm’s value. The long-term goals move the focus of the company from the profit
maximisation to the performance measured through EGS factors. This research
considers individual dimensions of ESG factors (environment, social, and corporate
governance), along with the combined score. The environment factor describes the
relation between the organisation, its activity and environment represented by natural
resources (water, air, soil, vegetation, and fauna etc.). The impact produced by the
business activities on the environment and the manner in which the company is
managing to limit its negative effects on environment are considered. The social factor

1 Corresponding author: Daniela Constantinescu; Bucharest University of Economic Studies; 6 Piata
Romana, 1% District, Bucharest, 010374 Romania, constantinescudanielall@stud.ase.ro
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refers to the connection between the organization and its employees, customers,
suppliers, and the communities in which the company is conducting its business
activity. The corporate governance factor relates to the company’s leadership system,
the implemented controls systems, the relationship with the shareholders, and the
connection between shareholders and executives. The investors and other stakeholders
(clients, suppliers, banks, local communities, governments, employees, and others)
consider ESG factors to improve the firm’s financial performance (Zhao et al., 2018).

The aim of this research is to investigate possible associations between environmental,
social and governance (ESG) factors’ disclosure and the value of companies from
energy industry. It contributes to a better understanding of the specific characteristics
of energy industry in terms of ESG-related policies. Arguments for choosing energy
industry start with the pioneering sustainability-oriented activities (Hughey and
Sulkowski, 2012) and relay on the increasing importance conferred by researchers and
scientific journals’ editors, overtime (Soytas et al., 2017; Patari et al., 2014; Lu et al.,
2014), as highlighted by Lungu et al. (2019).

Considering the last decades, numerous studies investigating the relationship between
the ESG factors and the firm’s value have been published. Regardless of the great
number of papers on this association, the results are conflicting. Evidence is provided
for the existence of a positive relation (Horvathova, 2010, Friede et al., 2015, Wong et
al., 2020, Yoon et al., 2018, Yu et al., 2018), a negative one (Richardson and Welker,
2001, Brammer et al., 2006, Horvéthova, 2010, Friede et al., 2015) or no significant
connection at all (Friede et al., 2015) when various measures are used for ESG factors
and firm’s value.

The present paper is based on one main hypothesis in determining whether there is an
association between ESG factors disclosure and the firm’s value for the companies
activating in energy sector.
HI: There is an association between ESG factors disclosure and the firm'’s
value for the companies activating in energy sector.

Several secondary assumptions result from the main hypothesis, such as:
HI.1: There is an association between environment disclosure and the firm’s
value for the companies activating in energy sector.
H1.2: There is an association between social disclosure and the firm’s value for
the companies activating in energy sector.
H1.3: There is an association between corporate governance disclosure and the
firm’s value for the companies activating in energy sector.

In order to develop a research design to address the hypotheses, ESG scores available
on Thomson Reuters Eikon platform were used to measure the disclosure of ESG
factors, as for the firm’s value, market value and Tobin’s Q were considered. The initial
sampling size consisted of the top 100 companies from energy industry classified by
Thomson Reuters, while the final sample was diminished to 70 companies with data
over a period of four years (2015-2018), because of unavailability of data.

The results obtained are similar with other studies that investigated the relationship
between ESG factors disclosure and firm’s value (Li et al., 2018, Fatemi et al., 2018)



and they are providing additional evidence supporting a positive relationship for
companies within Energy sector.

The remainder of this paper advances as follows: the second section reviews the prior
research, while the third section presents the research design, referring to sample and
data, variables, and research method. The fourth section is dedicated to the research
results. Conclusions are provided in the fifth section.

2. Literature review

The literature has integrated countless studies regarding the relationship between ESG
factors and the company’s value in the last decades. Some of these studies present a
positive impact of the ESG factors on the firm’s value (Friede et al., 2015, Wong et al.,
2020, Yoon et al., 2018, Yu et al., 2018), while others report a negative association
(Richardson and Welker, 2001, Brammer et al., 2006, Horvathova, 2010, Friede et al.,
2015) or even no influence at all (Friede et al., 2015). Considering the increased
implication of environment organisations and climate activists, but also the interest
manifested for ESG matters by different stakeholders, further studies on the relationship
between ESG factors and company’s value are expected to be generated, but not limited
to this relation only.

Friede et al. (2015) reviewed more than 2200 individual studies concentrated on the
relation between environmental, social and governance (ESG) and corporate financial
performance, being one of the first investigations to gather aggregated evidence from a
significant number of earlier studies. By applying vote-counting and meta-analysis
techniques, their results showed that almost 90% of the studies demonstrates a non-
negative relation between ESG and corporate financial performance along with the fact
that the mainstream of the studies considered show positive findings related to studied
association. The authors obtained supporting evidence that investing in ESG and long-
term goals will bring added value to the company and additionally the positive impact
of ESG on financial performance seems to be steady over time.

Li et al. (2018) has also investigated whether the disclosure of ESG factors may have
an influence on the firm’s value. They used a database of 350 FTSE listed companies
and concluded based on two regression models used that there is a positive association
between ESG disclosure and firm’s value. Furthermore, the authors demonstrate that
the firms with a CEO delegated with a higher level of power present an enhanced
influence of ESG disclosure on company’s value.

The study performed by Fatemi et al. (2018) is another example of research on the effect
of environmental, social and governance activities and their related disclosure on firm’s
value. Their research concluded that ESG strengths increase firm’s value while ESG
weaknesses decrease it. The authors stated that the disclosure of ESG factors has a
moderating role in diminishing the negative effects of weaknesses and reducing the
positive effect of strengths.

Wong et al. (2020) conducted a research on the impact between ESG certification and
firm’s value for Malaysian listed companies from 11 sectors of economy in accordance
with the Global Industry Certification Standard, over the period 2005 to 2018. Their
results showed positive impact of ESG certification on firm’s value (measured by
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Tobin’s Q) and benefits to shareholders. Thus, the authors encourage organisations to
report aspects related with ESG factors.

The sustainability evaluated through ESG factors was found to have a positive and
significant impact on market value for companies activating in an emerging market
(Yoon et al., 2018). The study is based on a sample of 705 companies in South Korea,
of which 190 firms from environmentally sensitive industries such as energy
(equipment and services, oil and gas, consumable fuel industries), material (chemicals,
construction materials, containers and packaging, metals and mining industries) and
utility sector (producers of electricity, gas, water, renewable energy). Results show that
the impact is influenced by the attributes of the firm. Thus, for environmentally
sensitive industries the impact of ESG factors on firm’s value is less significant as
compared to the non-sensitive industries. Yoon et al. (2018) have also stated that the
corporate governance has a negative impact on firm’s value for those companies
belonging to sensitive industries.

Positive association between ESG factors disclosure and firm’s value was also found in
Yu et al. (2018) research, for 1996 companies from 47 developed and emerging
countries. Authors militate for the implementation of ESG disclosure in case of average
listed companies in order to enhance the firm’s value measured by Tobin’s Q. The costs
related to the implementation may be recovered in time, and the companies financially
sound will achieve a better transparency in ESG disclosure.

Richardson and Welker (2001) have studied the relationship between ESG disclosure
and market value for a sample of Canadian companies with year ends in 1990, 1991
and 1992. The results of their research suggest that the association between ESG
disclosure and market value is a negative one. A negative association between social
performance and stock returns was also found by Brammer et al. (2006) for UK
companies. Moreover, the investigation of Horvathova (2010) shows a possible
negative association between environmental and financial performance, enhanced by
using correlation coefficients and portfolio studies, as opposed of using multiple
regressions and panel data technique. The author suggested that the time framework
plays a major role in determining the relationship between environment and financial
performance, as it takes some time for the environmental regulations to have an
influence in financial performance. Additionally, a positive association may be
obtained more often in countries that apply common law rather than civil law.

3. Research design
3.1. Sample and data

To investigate the association between the ESG factors disclosure and firm’s value for
companies within energy industry, the latest top (2017) established by the analysts from
Thomson Reuters (Top 100 Global Energy Leaders
https://www.thomsonreuters.com/en/products-services/energy/top-100.html) was
used. The analysts from Thomson Reuters have created the Top 100 Global Energy
Leaders based on eight criteria (https://www.thomsonreuters.com/en/products-
services/energy/top-100/methodology.html): management & investor confidence; legal
compliance; financial performance; innovation; risk and resilience; people and social
responsibility; reputation; and environmental impact.
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Out of 100 companies from the Thomson Reuters classification, for 30 companies, no
information at all (financial information or ESG related - 5 companies), no ESG scores
data (24 companies), or only partial ESG scores (1 company) were found at the time of
data collection. For the remaining 70 companies, with the required data available on
Thomson Reuters site or in their annual reports, a total sample of 278 company-year
observations, grouped on 4 years (2015 — 2018), were tested. The companies were also
classified in 4 sub-categories of the Energy industry (Oil and Gas, Oil & Gas Related
Equipment and Services, Multiline Utilities, Renewable Energy and Uranium), for six
geographical regions (Table 1).

Table 1. Description of the database

Geographical region

§ ¢« £E 8 £§.8%. =

o 0 K 4 4

T %3 2E8E °
Industry sub-category
Panel A. Number of companies included in the
analysis
Multiline Utilities 6 4 10
Oil & Gas 1 19 2 17 4 2 45
Oil & Gas Related Equipment and Services 7 3 10
Renewable Energy 2 2 4
Uranium 1 1
Total countries 1 19 2 32 14 2 70
Panel B. Number of company-year
observations included in the analysis
Multiline Utilities 24 15 39
Oil & Gas 4 75 8 68 16 8 179
Oil & Gas Related Equipment and Services 28 12 40
Renewable Energy 8 8 16
Uranium 4 4
Total country-year observations 4 75 8 128 55 8 278

Thomson Reuters Eikon platform was used to collect the scores for the combined and
individual ESG factors presented as numerical values for the period 2015 - 2018. The
4-year period was selected since most companies selected have the scores available for
this period. The financial information measuring the firm’s value for the companies in
the sample was also obtained from the Thomson Reuters Eikon platform, and, where
the information was not available on the platform (total assets and cash and cash
equivalents), it was collected from the company’s published annual reports. All the
figures taken into consideration are presented in US dollars as it represents a main
global currency.

3.2. Variables

Details related to the variables used in this research are summarised in Table 2. To have
a holistic approach on the dependent variable measuring the firm’s value, two financial
indicators were considered: the market value (also used by Fatemi et al., 2018 and
Brammer et al., 2006) included in the regression model as natural logarithm (LNMV)
and TOBIN’s Q (considered also in Li et al., 2018; Fatemi et al., 2018; and Yu et al.,
2018 studies) computed as market value scaled by total assets.

The ESG score available on Thomson Reuters Eikon platform is considered to be the
independent value agreed for the linear regression models. The scores vary from 0 to
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100% and are computed based on data concerning corporate governance, economic,
environmental, and social aspects. Thomson Reuters ESG scores were utilized because
the information on the basis of which they are computed comes directly from the
companies, hence, there is a high degree of reliability and originality for these scores.
ESG scores are variable used in numerous studies which investigates the connection
between the ESG factors disclosure and firm’s value (Li et al., 2018; Fatemi et al., 2018;
Yoon et al., 2018), regardless of the source from which they have been extracted
(Bloomberg; Kinder, Lydenberg and Domini; Thomson Reuters). For the detailed
scenarios analysed in the paper, the environment, social and corporate governance
pillars were also considered.

Table 2. Variables used in the linear regression model

Variable Type of Description Referenced
variable studies/research
LNMV dependent  Natural logarithm of market value Fatemietal. (2018), Li et
available on Thomson Reuters platform al. (2018), Brammer et al.
(2006)
Tobin’s Q dependent  Computed as the report between market Li et al. (2018), Fatemi et
value and total assets al. (2018), Yu et al
(2018)
ESG independent ESG scores available on Thomson Li etal. (2018), Fatemi et
Reuters al. (2018), Yoon et al.
(2018)
ENV independent  Environment score available on Fatemi et al. (2018),
Thomson Reuters Yoon et al. (2018)
SOC independent  Social score available on Thomson Fatemi et al. (2018),
Reuters Yoon et al. (2018)
GoVv independent  Corporate Governance score available Fatemi et al. (2018),
on Thomson Reuters Yoon et al. (2018)
LNTA control Natural logarithm of total assets which Li et al. (2018), Yu et al.
are presented on Thomson Reuters (2018)
CASH_TA control Computed as the report between cash Li et al. (2018)
and cash equivalents value and total
assets, both publish on Thomson
Reuters
LNTR control Natural logarithm of total revenues Fatemi etal. (2018)
related with the business activities of the
company, available on Thomson
Reuters

Apart from ESG combined and individual scores, which is set as the independent
variable in the linear regression models, data for the following control variables
identified by the literature to be noteworthy in identifying the relationship between the
ESG factors disclosure and firm’s value: total assets (Li et al., 2018, Yu et al., 2018),
total revenues from business activity (Fatemi et al., 2018), for which it was applied as
well a natural logarithm function for comparability purposes (LNTA, respectively,
LNTR), and CASH_TA ratio (Li et al., 2018) computed as the value of cash and cash
equivalents scaled by total assets (CASH_TA).

To open the discussion for the research’s sub-hypothesis, Figure 1 shows the
differences at the region level, for companies from Energy sector regarding the
dependent and independent variables considered for this study. Asia and Europe are
leading the top, being the regions with the greatest average of ESG combined and
individual scores. However, North America and South America are following shortly

13



behind. Australia and Africa are the regions occupying the last two positions. This may
come as a surprise for Africa as it is mandatory for companies listed on Johannesburg
Stock Exchange to prepare an integrated report through which aspects related to
environment, social and corporate governance factors are presented. As for the Tobin’s
Q indicator, the highest value per region was recorded in South America and the lowest
in Europe. Natural logarithm of market value is approximatively the same in all the
above regions, the highest value been recorded in Asia and the lower in Europe.

70

60

50

40

30

20

Wl Mo Do W Ml e B

o TH DNRIN NROA N MOFRn WRARN HAFR N HRRAN
Africa Asia Australia Europe North South Total

America America

B ESG score combined B Environment score Social score

B Governance score M Tobin’s Q Ratio mLNMV

Figure 1. ESG scores combined and individual, Tobin’s Q and market value by
geographical region

The average values showed by the comparative graphic analysis highlighted the need
for an in-depth testing, with details for the possible associations generated for each
geographical region and a related interpretation.

3.3. Research method

The linear regression analysis was used to estimate the type of relationship between the
dependent variable (firm’s value) and the independent variable (ESG factors).
Regression analysis was widely used in other research studies on a fixed dataset (Fatemi
et al., 2018; Li et al., 2018) to infer on the casual relationship between the ESG factors
disclosure and firm’s value. The SPSS statistical program was used to run the regression
models to the selected sample. The regression models were applied to the ESG
combined score and to the score of each individual factor (environment, social and
corporate governance) to better observe the impact of ESG factors disclosure to firm’s
value.

The primary research hypothesis on the association between ESG factors disclosure and
the firm’s value for international companies within Energy sector is tested within two
main scenarios. Thus, two linear regression models were created, one using natural
logarithm of market value to represent the dependent variable, and the other one using
Tobin’s Q for the dependent variable:

Scenario 1 LNMV¢ = Bo + B1ESG+ BoLNTA: + BsCASH_TA: + BsLNTR: + &t
Scenario 2 Tobin’s Qt = Po + P1ESGt + B2LNTA: + BsCASH_TA: + BsLNTR¢ + &

14



Furthermore, each main scenario is disaggregated in three secondary scenarios which
assesses the model for the three pillars of ESG factors: environment, social, and
governance:

Scenario 1.1 LNMVt = Bo + B1ENVt + BoLNTA: + BsCASH_TA: + BsLNTR: + &t
Scenario 1.2 LNMV: = Bo + B1SOCt + B2LNTA¢ + BsCASH_TA: + B4sLNTR¢ + &t
Scenario 1.3 LNMV¢ = Bo + B1GOV¢ + B2LNTA: + BsCASH_TA: + BsLNTR: + &t

Scenario 2.1 Tobin’s Q¢ = Bo + B1ENV: + BoLNTA; + BsCASH_TA: + BsLNTR: + &
Scenario 2.2 Tobin’s Q¢ = Po + B1SOC: + B.LNTA: + BsCASH_TA: + BsLNTR; + &
Scenario 2.3 Tobin’s Qi = Po + 1GOV; + BoLNTA: + BsCASH_TA: + BsLNTR; + &

The regression models have been created based on key dependent and independent
variables identified in the specialized literature to reveal the type of association between
ESG factors disclosure and firm’s value. The subscript allocated to each variable within
the model represents the company-year observation. The independent variable of the
research model is exemplified by the combined, or individual ESG factors scores, a
frequent choice in the prior literature. The numerical values for the scores were
downloaded for Thomson Reuters platform, where the information was available. As
for the dependent variable, representing the firm’s value, two variables were used for a
holistic understanding: market value and Tobin’s Q, the data was also obtained from
the Thomson Reuters platform, or when not available, company’s annual reports.
Additionally, the following controls variables, identified to be pertinent from previous
studies were included: total assets, the cash and cash equivalents scaled by total assets,
and total revenues from business activities.

4. Research results
4.1. Descriptive statistics and correlation analysis

Prior to analyse the coefficients of the two regression models which are based on
estimates of scenarios resulting from different combinations of independent and
dependent variables, the data used for the research has been assessed. Descriptive
statistics are computed for the regression variables in SPSS software (Table 3) and
addressed the assumption that the data is normally distributed, and the regression
models based on these variables are valid. As a result of a high skewness, the variables,
market value, total assets and total revenues were transformed using natural logarithms.

Assessing the Pearson correlation coefficient (Table 4, above the diagonal), it can be
observed that corporate governance score (GOV) is positively correlated with Tobin’s
Q ratio, at a significance level of .01, while the social score (SOC) is positively
correlated with natural logarithm of market value, at a significance level of .01,
providing evidence for supporting the research hypotheses H1.2 and HL1.3.
Additionally, the results obtained for social score are also validated by the Spearman
correlation (Table 4, below the diagonal), with a coefficient of 0.147 (p<0.01), which
shows a lower, yet highly significant positive association between social score and
market value.
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N Minimum  Maximum Mean Std. Deviation  Variance Skewness Kurtosis

Variables Std. Std.

Statistic Statistic Statistic Statistic Statistic Statistic  Statistic Error Statistic Error
ESG 274 8.7900 90.8000 62.981204 13.2418405 175.346 -0.631 0.147 0.870 0.293
ENV 274 2.8568 34.2360 22.635632 5.0963782 25.973 -0.394 0.147 0.634 0.293
SOC 274 3.4808 37.3884 24.708615 5.9312085 35.179 -0.345 0.147 0.114 0.293
Gov 274 2.4524 27.0618 15.636957 3.9172781 15.345 0.240 0.147 0.808 0.293
Tobin’s Q Ratio 278 0.0894 2.8367 0.609320 0.3964444 0.157 1.936 0.146 5417 0.291
CASH TA 278 0.0003 0.3305 0.079959 0.0709197 0.005 1.405 0.146 1921 0.291
LNMV 278 6.5707 12.5432 9.478450 1.3164204 1.733 0.072 0.146 -0.615 0.291
LNTA 278 6.9061 12.9270 10.158213 1.3273193 1.762 0.179 0.146 -0.717 0.291
LNTR 278 6.2397 12,9171 9.745657 1.3576262 1.843 0.098 0.146 -0.290 0.291
Valid N (listwise) 274

Notes: The variables listed are defined in Table 2.

Table 4. Pearson/Spearman correlation matrix

Variables ESG ENV SOC GOV Tobin’s Q Ratio CASH_TA LNMV LNTA LNTR
ESG 1 0.911 0.872™ 0.875™ 0.083 0.074 0.080 0.037 0.074
ENV 0.908** 1 0.641™ 0.807™ 0.103 0.058 0.048 0.009 -0.022
SOC 0.845** 0.609** 1 0.600™ -0.008 -0.018 0.179" 0.157" 0.266™
GOV 0.902** 0.824** 0.651** 1 0.160" 0.203™ -0.062  -0.124" -0.122"
Tobin’s Q Ratio 0.026 0.016 -0.019 0.041 1 0.333" 0.123*  -0.300™ -0.186™
CASH_TA 0.067 0.033 0.013 0.160** 0.135* 1 -0.262" -0.382™ -0.200™
LNMV 0.047 0.039 0.147* -0.079 0.209** -0.260** 1 0.890" 0.766™
LNTA 0.009 0.012 0.126* -0.124* -0.227** -0.365** 0.884** 1 0.830™
LNTR -0.014 -0.089 0.193**  -0.168** -0.145* -0.148* 0.720** 0.789** 1

Notes: In the above table, Pearson (Spearman) correlations are presented above (below) the diagonal of the matrix. ~*Significance at the .01
level. *Significance at the .05 level.
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4.2. Discussion on the research hypotheses

When assessing the association between ESG factors disclosure and firm’s value, the
correlation has been analysed for the full sample considered, and for each of the five
regions (Africa, Asia, Australia, Europe, North America, and South America). The
significant econometric models in terms of sample size and F statistics were identified
for the three regions presented in Table 5 and Table 6. Thus, the regions selected are
North America, Europe and Asia, based on the outputs resulted from SPSS software.

The relationship between ESG combined scores and firm’s value represented by market
value, overall and per each of the three regions, is analysed for the first main scenario
(Scenario 1), presented in Table 5. The regression model is the following: LNMV: = fo
+ P1ESGt + BoLNTA: + B3CASH _TA: + BaLNTR: + &. Three sub-scenarios are
disaggregated from Scenario 1 to assess the association between each of the ESG
factors (environment, social and corporate governance) and firm’s value, represented
in this scenario by natural logarithm of market value.

Table 5. The impact of market value on ESG factors’ disclosure

Dependent Overall sample North America Europe Asia
Variable:

LNMV

Scenario 1 Coefficient  Sig. Coefficient  Sig. Coefficient  Sig. Coefficient  Sig.
(constant) -0.117 0.736 -0.961 0.135 -0.797 0.118 0.432 0.52
ESG 0.004 0.165 0.013 0.014 0.003 0.410 0.005 0.400
CASH_TA 1.282 0.022 0.490 0.614 0.946 0.250 2.773 0.015
LNTA 0.841 0.000 0.653 0.000 0.679 0.000 1.037 0.000
LNTR 0.075 0.123 0.348 0.002 0.305 0.000 -0.197 0.098
F statistic 279.089 0.000 95.323 0.000 145.612 0.000 91.382 0.000
Durbin-Watson ~ 2.042 1.996 1.846 2.128

Adjusted  R- 0.803 0.875 0.822 0.834

square

Scenario 1.1 Coefficient  Sig. Coefficient  Sig. Coefficient  Sig. Coefficient  Sig.
(constant) -0.125 0.719 -1.254 0.101 -0.727 0.142 0.127 0.85
ENV 0.010 0.156 0.028 0.048  0.005 0.554  0.029 0.114
CASH_TA 1.280 0.022 0.771 0.445 0.956 0.246 2.204 0.064
LNTA 0.834 0.000 0.657 0.000 0.675 0.000 1.049 0.000
LNTR 0.084 0.085 0.395 0.001 0.309 0.000 -0.206 0.078
F statistic 279.190 0.000 90.836 0.000 145.133 0.000 94.299 0.000
Durbin-Watson  2.037 2.070 1.827 2.176

Adjusted R- 0.803 0.869 0.822 0.838

square

Scenario 1.2 Coefficient  Sig. Coefficient  Sig. Coefficient  Sig. Coefficient  Sig.
(constant) -0.012 0.971 -0.088 0.881 -0.706 0.167 0.610 0.369
SOC 0.006 0.338 0.036 0.011  0.003 0.738  0.005 0.693
CASH_TA 1.351 0.015 0.694 0.476  1.006 0.223 2.970 0.008
LNTA 0.846 0.000 0.608 0.000 0.684 0.000 1.028 0.000
LNTR 0.067 0.179 0.303 0.007 0.301 0.000 -0.188 0.115
F statistic 277.788 0.000 96.422 0.000 144.787 0.000 90.497 0.000
Durbin-Watson  2.043 2.006 1.841 2.090

Adjusted  R- 0.802 0.876 0.821 0.833

square

Scenario 1.3 Coefficient  Sig. Coefficient  Sig. Coefficient  Sig. Coefficient  Sig.
(constant) -0.144 0.680 -1.095 0.11 -0.921 0.06 0.523 0.44
GOV 0.014 0.140 0.037 0.031 0.018 0.120 0.016 0.537
CASH_TA 1.192 0.035 -0.122 0.905 0.716 0.390 2.886 0.010
LNTA 0.837 0.000 0.697 0.000 0.663 0.000 1.033 0.000
LNTR 0.085 0.083 0.343 0.003 0.326 0.000 -0.193 0.106
F statistic 279.406 0.000 92.391 0.000 148.176 0.000 90.858 0.000
Durbin-Watson ~ 2.043 1.991 1.871 2.110

Adjusted  R- 0.803 0.871 0.825 0.833

square

17



The regression analysis results for the first scenario indicate that more than 80% of the
total variation in the market value of the companies activating in energy industry, both
globally and per region, may be explained by combined and specific ESG factors’
disclosure, when controlling for assets, revenues, and cash scaled by total assets.

The results presented in Table 5 supports the positive association between the combined
and individual ESG factors disclosure and firm’s value measured by market value. The
findings are consistent with the main hypothesis developed in the research model,
assuming that there is an association between ESG factors disclosure and the firm’s
value for international companies within Energy industry. Previous studies (Li et al.,
2018, Fatemi et al., 2018, Yoon et al., 2018, Yu et al., 2018, Wong et al., 2020) found
similar results in what concerns the positive relationship between ESG factors
disclosure and firm’s value.

Considering the significance of the influence, the impact of the independent variable
on the market value become significant only for North America region. Moreover, the
significance of the control variables included in the econometric model (CASH_TA,
LNTA, LNTR) may be identified especially for the overall sample, while at regional
level the results are different from one region to another. Disaggregating the coefficient
analysis on regions and scenarios, it is observed that not all the variables are considered
to have a significant impact on the correlation. Therefore, the coefficients CASH_TA
and LNTA are positive and significant for the overall sample, for each scenario
presented in Table 5, and are generating a significant impact on the dependent value,
market value in this scenario. As in the case of North America and Europe, LNTA and
LNTR are the coefficients which have a significant influence on the dependent value,
in all the scenarios assessed. Considering the results obtained for Asia, it can be noticed
that CASH_TA and LNTA are the coefficients with positive impact on market value
for scenario 1 (ESG score combined as independent value), scenario 1.2 (Social score)
and scenario 1.3 (Corporate Governance score), as for the scenario 1.1 (Environment
score as the independent variable), only LNTA has a significant influence on the
dependent variable. Hereafter, the main hypothesis of this study (H1) and the three
secondary hypotheses are validated by the results of the linear regression model only
for the North America region.

The association between ESG combined scores and firm’s value represented by Tobin’s
Q on regions is assessed in the second main scenario (Scenario 2) presented in Table 6.
The regression model is the following: Tobin’s Ot = o + PLIESGt + S2LNTA: +
[3CASH_TA: + BsLNTR; + &t. Three sub-scenarios are disaggregated from Scenario 2,
to evaluate the correlation between each of the ESG factor (environment, social and
corporate governance) and firm’s value, represented in this scenario by Tobin’s Q. The
regions selected are North America, Europe and Asia based on the outputs resulted from
SPSS software.

For Asia, about 50% of the total variation in firm’s value for companies activating in
energy industry may be explained by combined and individual ESG factors’ disclosure
(considered as independent variable, ESG combined score — scenario 2, environment
score — scenario 2.1, social score — scenario 2.2 and corporate governance score —
scenario 2.3). For Europe and North America, but also for the overall sample, the values

18



of Adjusted R Square are between 15% and 20%, therefore, explaining on a limited
degree the total variation in firm’s value.

Table 6. The impact of Tobin’s Q on ESG factors’ disclosure

Dependent

Variable: Overall sample North America Europe Asia
Tobin’s Q

Scenario 2 Coefficient  Sig. Coefficient  Sig. Coefficient  Sig. Coefficient  Sig.
(constant) 1.029 0.000 1.244 0.034 0.509 0.072  1.527 0.000
ESG 0.002 0.216 0.011 0.022 0.001 0.444  -0.003 0.404
CASH_TA 1.219 0.001 -0.345 0.695 0.961 0.036 3.296 0.000
LNTA -0.100 0.003 -0.393 0.000 -0.155 0.000 0.004 0.945
LNTR 0.038 0.130 0.306 0.003 0.145 0.001 -0.100 0.106
F statistic 12.542 0.000 5.475 0.001 8.669 0.000 19.516 0.000
Durbin-Watson ~ 2.100 1.986 1.858 2.312

Adjusted  R- 0.145 0.249 0.197 0.507

square

Scenario 2.1 Coefficient  Sig. Coefficient  Sig. Coefficient  Sig. Coefficient  Sig.
(constant) 0.982 0.000 1.052 0.128 0.526 0.05 1.334 0.00
ENV 0.008 0.085 0.022 0.085 0.004 0.431 0.001 0.895
CASH_TA 1.204 0.001 -0.128 0.889  0.959 0.037 3.118 0.000
LNTA -0.105 0.002 -0.390 0.000 -0.158 0.000 0.014 0.799
LNTR 0.044 0.149 0.343 0.001 0.147 0.001 -0.110 0.077
F statistic 12.972 0.000 4.653 0.003  8.680 0.000 19.150 0.000
Durbin-Watson ~ 2.093 2.079 1.843 2.370

Adjusted  R- 0.149 .213 0.197 0.502

square

Scenario 2.2 Coefficient  Sig. Coefficient  Sig. Coefficient ~ Sig. Coefficient ~ Sig.
(constant) 1.126 0.000 1.979 0.000 0.601 0.03 1.625 0.00
SOC 0.001 0.228 0.031 0.017 -0.001 0.909 -0.010 0.162
CASH_TA 1.255 0.000 -0.174 0.843  0.980 0.033  3.296 0.000
LNTA -0.099 0.003 -0.431 0.000 -0.155 0.000 -0.003 0.957
LNTR 0.039 0.222 0.268 0.009 0.147 0.001 -0.093 0.130
F statistic 12.103 0.000 5.619 0.001 8.484 0.000 20.201 0.000
Durbin-Watson ~ 2.102 1.988 1.846 2.269

Adjusted R- 0.140 0.255 0.193 0.516

square

Scenario 2.3 Coefficient  Sig. Coefficient  Sig. Coefficient ~ Sig. Coefficient ~ Sig.
(constant) 0.982 0.000 1.077 0.085 0.417 0.133 1578 0.000
Gov 0.010 0.101 0.034 0.028 0.011 0.083 -0.015 0.263
CASH_TA 1.147 0.001 -0.901 0.325 0.815 0.078 3.306 0.000
LNTA -0.102 0.002 -0.354 0.001 -0.165 0.000 0.000 0.993
LNTR 0.044 0.149 0.299 0.003 0.158 0.000 -0.096 0.118
F statistic 12.887 0.000 5.317 0.001 9.458 0.000 19.816 0.000
Durbin-Watson ~ 2.098 1.965 1.876 2.291

Adjusted R- 0.148 0.242 0.213 0.511

square

The results presented in Table 6 show different impact of ESG factors’ disclosure on
the firm’s value, when using Tobin’s as the dependent variable as compared to the
market value of the company. A low and insignificant impact of ESG factors on Tobin’s
Q may be observed for the companies activating in energy industry, at international
level. Advancing the analysis on regions and secondary scenarios, findings show that
not all the variables have a significant impact on the firm’s value. Except for ENV
variable, which is not significant (with a maximum significance level of 95%) in either
presented region, all the other independent variables have a positive and significant
impact for North America region (ESG 0.022; SOC 0.017; GOV 0.028, with p<0.05).
The lack of significance resulted for the linear regression model related to the three sub-
scenarios makes impossible for the hypotheses to be validated.
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The impact of the control variable CASH_TA on the dependent variable, Tobin’s Q is
positive and significant for the overall sample, and for companies from Europe when
considering both combined and individual ESG scores. Furthermore, LNTA and LNTR
have a significant impact on the firm’s value at regional level for Europe and North
America, but only the impact of total assets remains significant at the global level. As
for the trend, an increase of the firm’s value measured by Tobin’s Q, may be associated
with an increase in total assets, but with a decrease in total revenues, both globally and
regionally.

Conclusions

This research investigates the associations between ESG factors disclosure and firm’s
value for companies activating in energy sector. Previous empirical evidence supports
mixed results when unidirectional linear relationships are tested. Based on the findings
of this research, particular discussion is conducted for three geographical regions. Thus,
the results support the hypothesis that there is a positive association between ESG
factors disclosure and firm’s value for companies from energy industry. The results are
similar with other studies (Li et al., 2018; Fatemi et al., 2018) investigating this
relationship.

The regression models were designed for the combined ESG factors and then extended
by replicating them for each factor (environment, social and corporate governance).
Findings confirm that both the individual and the combined ESG factors are positively
connected with the value of the company measured in the first regression model by
market value and in the second model by Tobin’s Q. Using two different dependent
variables has enhanced the certainty regarding the evidence obtained for the
investigated association.

The main contribution of this investigation to the literature consists of the evidence
obtained about the positive association between ESG factors disclosure and firm’s
value. The positive relationship may encourage executives to adopt an ESG disclosure
policy in order to enhance the value of the company and thus, attract new investors and
capital.

Future research may be extended into determining whether the association between
ESG factors disclosure and firm’s value remains positive for companies from other
sensitive industries. A difference in difference analysis may also be conducted on a
generalized sample including companies from all industries. Particularities of the
companies from sensitive industries as compared to companies from non-sensitive
industries may be identified.
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Some Thoughts About Substance of Gains/Losses

Jaan Alver?, Lehti Alver?and Lehte Alver?

2Tallinn University of Technology, Estonia

Abstract: The aim of the paper is to analyze the definitions and recording process of
gains and losses. The authors use a normative accounting theory. This approach is
illustrated by a case study where an in-depth study of definitions of gain and loss has
been performed. The authors have developed recommendations for improving the
reporting process, which consider the definitions of income, revenue, gain, loss and
profit. Analyzing the inconsistency in two pairs of opposite terms (Profit and Loss; Gain
and Loss) the authors conclude that the amount named Gain/Loss in the disposal of
Property, Plant and Equipment should instead be considered a correction or
adjustment of previous reporting of depreciation expense due to the formula. To make
these adjustments and show them separately, a Contra depreciation expense account
or Depreciation adjunct account is recommended.

Keywords: Income, gain, loss, profit, transaction approach.

1. Introduction

Accounting is the systematic and comprehensive recording of financial transactions
pertaining to a business. An accounting information system collects and processes
transaction data and then disseminates the financial information to interested parties.
Accounting information systems are designed to support accounting functions and
related activities. Financial accounting focuses on the reporting of an organisation’s
financial information — including the preparation of financial statements — to external
users of the information, such as investors, regulators and suppliers. For better results,
it is important to have a common understanding of basic terms and ways to process
transactions. We agree with Mourier (2004) that accounting is a challenging subject
requiring a specialist’s background knowledge, and that financial reporting is an area
that demands distinct and unambiguous terminology.

At the heart of the IFRS Conceptual Framework for Financial Reporting (hereafter the
IFRS Framework) are the elements of financial statements (IASB, 2018a: paras. 4.1—
4.72), namely, assets, liabilities, equity, income and expenses. The IFRS Framework
adopts a balance sheet approach in that the definitions of liabilities, equity, income and
expenses all follow inexorably from the definition of assets: liabilities are defined to be
the opposite of assets, equity is the residual interest in assets having deducted liabilities,
and income and expenses are defined as, respectively, increases and decreases in net
assets (other than from transactions with equity holders). This balance sheet approach
can be viewed simply as an application of the logic of double-entry accounting,
meaning that assets are sources of value that are necessarily equal to the claims on those
sources, namely, equity and liabilities. The aim of the current paper is to analyze the
definitions and recording process of gains and losses. The authors of the current paper

2 Corresponding author: Jaan Alver, Tallinn University of Technology, School of Business and
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have developed some recommendations for improving the reporting process
considering the meanings of income, revenue, gain and profit.

2. Literature review

Income may have several meanings. First, income can be used interchangeably with
revenue. Second, income may refer to a secondary type of revenue that comes from
sources other than main operating activities; for example, interest income, rent income,
or commission income. Third, net income (=profit) refers to the excess of income over
expenses. There have been some research papers that analyse the main terms in
accounting. Mostly the research papers focus on income, expenses, revenue and profit.
In these research papers gain and loss are used superficially.

2.1 On the definitions of income, expenses and profit/loss

In 1920 the committee on terminology was constituted in the USA. The task was to
compile a vocabulary of words and expressions used peculiarly in accounting and of
gradually preparing definitions thereof. The terms profit, profit and loss account (or
profit and loss statement) are older, and perhaps more inclusive and more informative,
expressions to be applied to industrial and mercantile enterprises and their results than
are the terms income and income account (or income statement). The terms profit and
loss seem to have been in use before Paciolo’s work was published in 1494. Clearly, an
opportunity existed for distinctive uses of the terms earnings, income, and profits, and
of the corresponding accounts or statements. Not too long ago, usage applied earnings
to concerns rendering services, profits to manufacturing and mercantile concerns, and
income to the compensation or revenue received by individual (Accounting
Terminology Bulletins 1955a: 7, 14-15).

The terms revenue, income, profit, and earnings refer to closely related concepts. In
general, they relate to the increase (or decrease if negative) in the owners’ equity which
results from operations of an enterprise. They are, therefore, to be distinguished from
receipts such as collection of receivables, and from proceeds of a loan or bond issue, or
the capital contributions by owners. Revenue results from the sale of goods and the
rendering of services and is measured by the charge made to customers, clients, or
tenants for goods and services furnished to them. It also includes gains from the sale or
exchange of assets (other than stock in trade), interest and dividends earned on
investments, and other increases in the owners’ equity except those arising from capital
contributions and capital adjustments. Income and profit involve net or partially net
concepts and refer to amounts resulting from the deduction from revenue. Accounting
Terminology Bulletins 1955b: 33-35).

Already in 2010 Richard Barker paid attention that income and expenses were
incorrectly defined in the IASB’s conceptual framework. He also noted that profit in
IFRS has conflicting concepts. The first reason is that profit do not have clear definition
in the Framework and the second reason is that profit has inconsistency and needless
complexity in the concept of profit in IAS 1. Barker notes the importance of the
Framework, and in particular its balance sheet approach. Barker (2010) has drawn
attention to the basic problem that the definition of income refers incorrectly to an
increase in assets (which is a debit) rather than an increase in equity (which is a credit).
As Barker demonstrates, this is not merely a semantic point, but leads to real
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confusions, because income must be understood conceptually as one component of
change within equity, and not as a change in assets. For example, it is essential that the
definition of income should exclude capital maintenance adjustments (Barker et al.,
2014: 154). Nobes (2012) has noted that a similar problem arises in connection with
the definition of revenue — which is not an increase in assets but an increase in equity.
The Framework should also clarify that revenue is a gross amount, but not all gross
amounts are revenue (for example, the receipt of cash for an account receivable is not
‘revenue’). Also ‘revenue’ may arise where there is no net increase in net assets — as
when inventory is sold to a customer for less than it’s carrying amount. There is now
no definition of ‘ordinary activities’ in the IFRS literature. Therefore, it seems
inappropriate to use it as part of the definition of revenue. It is not clear to use what the
IASB means by ‘ordinary’.

2.2 Income, revenue and gain in the IFRS Framework 2018

According to the IFRS Framework 2018, paras. 4.2 and 4.68, income is defined as
,increases in assets, or decreases in liabilities, that result in increases in equity, other
than those relating to contributions from holders of equity claims.” Para. 4.72 specifies
that different transactions and other events generate income and expenses with different
characteristics. Providing information separately about income and expenses with
different characteristics can help users of financial statements to understand the entity’s
financial performance (see paras. 7.14-7.19). The differentiation is applied through
classification. According to the para. 7.15 income and expenses are classified and
included either: (a) in the statement of profit or loss; or (b) outside the statement of
profit or loss, in other comprehensive income. Para. 7.18 states that income and
expenses that arise on a historical cost measurement basis (see para. 6.42) are included
in the statement of profit or loss. That is also the case when income and expenses of that
type are separately identified as a component of a change in the current value of an
asset or liability. ,,For example, if a financial asset is measured at current value and if
interest income is identified separately from other changes in value, that interest income
is included in the statement of profit or loss.” (IASB, 2018: para. 7.18)

In March 2018, the IASB issued ,,Basis for Conclusions on the Conceptual Framework
for Financial Reporting”. The IASB explains why various types of income and expenses
(for example revenue, gain and losses) were not included. ,,That material was not
included in the 2018 Conceptual Framework. The material was originally included to
emphasise that income includes revenue and gains and that expenses include losses.
The Board decided that emphasis is now unnecessary and the implication that the
Conceptual Framework defines subclasses of income and expenses is unhelpful. The
Board does not expect the removal of that material to cause any changes in practice.”
(IASB, 2018b: BC4.96).

Comment: We do not agree with the IASB’s opinion that the definition of subclasses
of income and expenses is unhelpful. On the contrary, we believe that there is a serious
problem that has not been addressed so far. The IFRS Framework 2018 does not pay
any attention to the terms like revenue and gain. For example, revenue is mentioned
only three times without any definition under para. 2.10: ,for example, revenue
information for the current year, which can be used as the basis for predicting
revenues in future years, can also be compared with revenue predictions ....”
However, still according to the IFRS 15 (Appendix A: Defined terms) revenue is

24



,income arising in the course of an entity’s ordinary activities” (IASB, 2015). Such
modification is not in line with the framework.

The IFRS Framework 2018 does not apply term gain; this term is mentioned only five
times without any definition. The effect of a change in prices is sometimes referred to
as a holding gain or a holding loss (IASB, 2018a: 57, 59, 62, 71), but according to para.
8.7 increases in the prices of assets held over the period, conventionally referred to as
holding gains, are, conceptually, profits. In this case, it is not clear why the terms a
holding gain and a holding loss have been used.

Comment: The term gain is used in many standards (IAS 1, IAS 16, IAS 21, IAS 36,
IAS 38, IFRS 5, IFRS 9), but it is not defined. If gain is a subclass of income, it should
be clearly stated, if not, it should be defined. As the gain/loss are not defined or
specified in the IFRS Framework 2018, to clarify the problem, let us look at how the
IFRS Framework 2010 treated gain/loss.

2.3 Income, revenue and gain/loss in the IFRS Framework 2010

In accordance with the IFRS Framework 2010, the definition of income encompasses
both revenue and gains (IASB, 2010: para. 4.29).

According to the IFRS Framework 2010, para. 4.29 ,,Revenue arises in the course of
the ordinary activities of an entity and is referred to by a variety of different names
including sales, fees, interest, dividends, royalties and rent”.

Term profit is not defined in the IFRS Framework 2018. According to para. 8.4, profit
is the residual amount that remains after expenses have been deducted from income. If
expenses exceed income, the residual amount is a loss.

According to the IFRS Framework 2010, para. 4.25, income is increases in economic
benefits during the accounting period in the form of inflows or enhancements of assets
or decreases of liabilities that result in increases in equity, other than those relating to
contributions from equity participants.

In accordance with the IFRS Framework 2010, para. 4.29:
| The definition of income encompasses both revenue and gains. |

According to the IFRS Framework 2010, para. 4.29, revenue arises in the course of the
ordinary activities of an entity and is referred to by a variety of different names
including sales, fees, interest, dividends, royalties and rent.

In the IAS 18 (IASB, 2012) para. 7 revenue was defined as ,,the gross inflow of
economic benefits during the period arising in the course of ordinary activities of an
entity when those inflows result in increases in equity, other than increases in relation
to contributions from equity participants”. After 1 January 2017, the IFRS 15 replaced
the IAS 18. According to the IFRS 15 (Appendix A: Defined terms) revenue is ,,income
arising in the course of an entity’s ordinary activities” (IASB, 2015). Because the
definition of income did not change, revenue can be defined as the gross amount of
economic benefit flowing to an entity from its ordinary business activities that results
in increases in equity other than from contributions made by equity holders (Burton and
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Jermakowicz, 2015: 467). Therefore, revenue is understood to be that part of a
company’s income resulting from its main (= operating) activities. In pure accounting
terms, revenue is an increase in assets or decrease in liabilities on the company’s books.

Gain is defined in many dictionaries. Business dictionaries (Collin, 1997; Oxford
Dictionary of the Business World, 1993; Collins, 2013, Friedman, 2007, 2012; Scott,
2009) emphasize the increase in profit, price or value, as well as the increase of wealth
or amount of money that is made by a company when selling a non-inventory asset for
more than its value. More specific and comprehensive are Banking and Finance
Dictionaries (Collin, 1994; Collins, 2013; Downes and Goodman, 2014; Oldham, 1993;
Briscoe and Fuller, 2007; Munn et al., 1993; Wuite, 2009; QFinance, 2013) where gain
is defined as the increase in the value of an asset that had been bought. Special attention
is paid on stocks and shares. The most exhaustive approach is taken by Munn et al.
(1993) who have defined gains as ,,increases in equity (net assets) from peripheral or
incidental transactions of an entity and from all other transactions, events, and
circumstances affecting the entity during a period except those that result from revenues
or investments by owners. Gains often arise from events and circumstances that may
be beyond the control of an enterprise or its managements. Gains can result from such
activities as sale of investments in marketable securities, dispositions of used
equipment, the settlement of liabilities at other than their carrying amounts, or the
winning of a lawsuit”. In accounting dictionaries (Nobes, 2002; Mooney, 2008; Siegel
and Shim, 2005, 2010; French, 1994), the authors have pointed out the difference
between gains and revenues. French (1994) has emphasized that ,,gains are usually
contrasted with revenues. Gains and revenues together are called ‘income’”.

In accordance with the IFRS Framework 2010, para. 4.30, gains represent other items
that meet the definition of income and may, or may not, arise in the course of the
ordinary activities of an entity. Gains represent increases in economic benefits and as
such are no different in nature from revenue. Hence, they are not regarded as
constituting a separate element in the IFRS Framework 2010, para. 4.30. We agree with
J. M. Flood that ,,Gains are increases in equity resulting from transactions and economic
events other than those that generate revenues or are investments from owners. Gains
often result from transactions and other events that involve no earnings process. In
terms of recognition, it is more significant that the gain be realized or realizable than
earned.” (Flood, 2015: 74)

Gains are commonly distinguished from revenues for three reasons (see Table 1).

Table 1. Gains vs. revenues
Differences Revenues Gains
Connection with  Usually result

Result from incidental or peripheral

tity’ fi tity’ L .
ety s rom an entty s activities of the entity.
activities central operations
Often result from nonreciprocal
. Are usually transactions (such as winning a lawsuit or
Earning process - : .
earned. receiving a gift) or other economic events

for which there is no earnings process.
Are reported

Reporting gross

Are reported net.
(Source: Flood, 2015: 73)
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Comments to the Table 1. Gains are a secondary type of income, referring to incidental
and nonrecurring transactions. According to the IFRS Framework 2010, para. 4.31,
gains include, for example, those arising from the disposal of non-current assets. The
disposal of fixed assets is called a gain because the sale of fixed assets does not take
place regularly. The definition of income also includes unrealized gains. When gains
are recognized in the income statement, they are usually displayed separately because
knowledge of them is useful for making business decisions. The distinction between
revenues and gains was once a subject of considerable controversy. One school of
thought believed that only revenues should be reported on income statements. The
secondary or peripheral nature of gains means that they did not represent recurring
income from the entity’s main area of income-producing activities and therefore should
be excluded from the income statement. This school of thought has been called the
current operating income concept (Wolk et al., 2001: 393). The competing position
was called all-inclusive income concept. Its proponents believed that all revenues and
gains, regardless of source, should be included in the income statement (Wolk et al.,
2001: 393). There has been an evolution away from the current operating income
concept to the all-inclusive concept.

In accordance with the IFRS Framework 2010, para. 4.33:

The definition of expenses encompasses losses as well as those expenses that arise in
the course of the ordinary activities of the entity.

According to the IFRS Framework 2010, para. 4.34, losses represent other items that
meet the definition of expenses and may, or may not, arise in the course of the ordinary
activities of the entity. Losses represent decreases in economic benefits and as such they
are no different in nature from other expenses. Hence, they are not regarded as
constituting a separate element in the IFRS Framework 2010 (para. 4.34).

Losses are commonly distinguished from other expenses for three reasons (see Table
2):

Table 2. Losses vs other expenses
Differences Other expenses Losses
Connection with  Usually result from an

Result from incidental or peripheral

entity s entity s central activities of the entity.
activities operations.
Often result from nonreciprocal
. Often incurred during transactions (such as thefts or fines)
Earning process . .
earnings process. or other economic events unrelated
to an earnings process.
Reporting Are reported gross. Avre reported net.

(Source: Flood, 2015: 73)

Comments to the Table 2. Losses are a secondary type of expenses, referring to
incidental and nonrecurring transactions. The definition of expenses also includes
unrealised losses. When losses are recognised in the income statement, they are usually
displayed separately because knowledge of them is useful for making business
decisions. To the user of the IASS/IFRSs (written in English), it seems that authors of
the individual standards have applied whichever English terminology they are used to,
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and this terminology then becomes the IASs/IFRSs English terminology. For example,
North American accountants frequently talk about net income or earnings instead of
profit. Although named the income statement, the format shown in the appendix to the
IAS 1 employs the term profit rather than income to individual items. In some countries
(for example, in Germany, Russia, Finland, Estonia) in local language, the same word
is used for profit/gain as well as for their two counterparts — losses. For example, in the
IFRSs, the concept of income encompasses both revenues and gains whereas, in
Finnish, the language does not differentiate between income and revenues, or likewise
between revenues and gains.

3. Research design and interpretations

To achieve the goal of the current paper, the authors use a normative accounting theory.
The normative accounting theory seeks to prescribe some basis of accounting
measurement particular accounting procedures, and the content of financial reports
(1jiri, 1975). The authors use a case study where an in-depth study of definitions of gain
and loss will be performed.

3.1. Postulates

According to the IFRS Framework 2010, para. 4.60, profit is the residual amount that
remains after expenses have been deducted from income. If expenses exceed income the
residual amount is loss.

Based on this axiom we can formulate following postulates:

1. Profit/loss is not defined in the IFRSs. Instead of a definition, a calculation formula
is indicated: Profit/Loss is the residual amount that remains after expenses have been
deducted from income.

2. Profit/loss is the difference between income and expenses. Since the Profit/Loss
cannot be measured directly (as are income and expenses), they must be calculated
mathematically as difference between income and expenses. Consequently, we
cannot find Profit/Loss from transactions, from accounting entries; they are only
subtotals or total in the income statement.

NB! Income and expenses have definitions. As Profit/Loss is calculated as the
difference between income and expenses, it is not necessary to define Profit/Loss.
Therefore, Profit/Loss are only technical terms.

3. Profit cannot arise without income(s), loss without expense(s). Revenues and
expenses are primary (measurable) indicators for profit/loss calculations. Profit/loss
is the secondary indicator, not measurable directly but computable, derived
from income(s) and expense(s). It is a reason-consequence relation, where
income(s) and expense(s) are reasons and Profit/Loss is a consequence.

4. In addition to being affected by income(s) and expense(s), the final amount of
Profit/Loss can also be affected by several corrections and adjustments. These can
be caused, for example, by revaluations, the usage of different formulas (for
example, in the calculation of depreciation, amortization), etc. Finally, all these
affect Profit/Loss through special form of Income/Expense called Gain/Loss.
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NB! As profit and gain are not identical (have different content), their opposite
terms, loss and loss, must also not be identical (have different content). We
consider this a major shortcoming in terminology because it results in the fact that
many countries use the terms Profit/Loss instead of Gain/Loss.

5. Because Profit/Loss do not appear in journal entries, it is not possible to correct
or adjust them directly. Instead, corrections and adjustments will be calculated
through the use of corresponding entries by using gain(s) and loss(es).

In the following, the authors present an example of how one may understand, identify
and record Gains/Losses from the sale of Property, Plant and Equipment (PPE).

3.2. Example

A piece of equipment was bought in the beginning of the year (January 2, 20X1) for
20,000 €. The estimated usage life is 5 years. The expected residual value (terminal
value) is 0.

On July 1, 20X2, the piece of equipment was sold for 11,900 €. For simplicity, assume
that net proceeds received are 11,900 €.

The journal entry for recording the purchase of equipment is thus:

Dr:  Equipment 20,000 €
Cr: Bank account 20,000 €

The depreciation is computed by using
1) straight-line method;
2) 150% declining balance (diminishing balance, reducing balance) method
(depreciation rate is 30%);
3) double declining (double diminishing) balance method.

Version 1: Journal entries when using straight-line method for depreciation
(depreciation rate 20%o)

Depreciation for the year 20X1

Dr: Depreciation expense 4,000 €
Cr: Accumulated depreciation 4,000 €
Depreciation for the half year
Dr: Depreciation expense 2000 €
Cr: Accumulated depreciation 2000 €
Net book value of the equipment on June 30, 20X2
Equipment 20,000 €
Accumulated depreciation (6,000 €)
Net book value (depreciated cost) 14,000 €

Sale of equipment (July 01, 20X2):
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Journal entry Explanation

Dr: Accounts 11,900 € Invoice to the buyer. This is not
Receivable sales revenue!

Dr: Accumulated 6,000 € Accumulated depreciation is
depreciation eliminated.

Dr: LOSS 2,100 € According to the formula used in

this example, the depreciation
expense is computed at only
6,000 €, thus, the resulting book
value is 14,000 €. Therefore, it is
necessary to adjust expenses by
2,100 €. Here LOSS is the
opposite of GAIN.
Cr: Equipment 20,000 € The equipment is written off.

Comment: The steps in composing compound journal entry are the following:

1. Invoicing the buyer (Dr: Accounts Receivable 11,900 €).
2-3. Derecognition of a piece of equipment from the balance sheet (Dr:
Accumulated depreciation 6,000 € and Cr: Equipment 20,000 €).
4. Balancing of debits and credits (Dr: LOSS 2,100 €).

The term LOSS is not the same as it is in the interconnection Profit/Loss because it is
not computed as difference — income minus expense(s).

Version 2: Journal entries using of 150% declining balance method for
depreciation depreciation rate 30%)

Depreciation for the year 20X1

Dr: Depreciation expense 6,000 €

Cr: Accumulated depreciation 6,000 €
Depreciation for the half year
Dr: Depreciation expense 2100 €

Cr: Accumulated depreciation 2100 €
Net book value of the equipment on June 30, 20X2
Equipment 20,000 €
Accumulated depreciation (8,100 €)
Net book value (depreciated cost) 11,900 €

Sale of equipment (July 01, 20X1):

Journal entry Explanation
Dr: Accounts 11,900 € Invoice to the buyer. This is not
Receivable sales revenue!
Dr: Accumulated 8,100 € Accumulated  depreciation is
depreciation eliminated.
Cr: Equipment 20,000 € The equipment is written off.
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Comment: The steps in composing compound journal entry are the following:
1. Invoicing the buyer (Dr: Accounts Receivable 11,900 €).
2-3. Derecognition of a piece of equipment from the balance sheet (Dr:
Accumulated depreciation 8,100 € and Cr: Equipment 20,000 €).

The book value of equipment is equal to the sales price. This means that there is no
need for adjustment.

Version 3: Journal entries using the double-declining balance method for
depreciation (depreciation rate 40%o)

Depreciation for the year 20X1

Dr: Depreciation expense 8,000 €

Cr: Accumulated depreciation 8,000 €
Depreciation for the half year
Dr: Depreciation expense 2,400 €

Cr: Accumulated depreciation 2,400 €
Net book value of the equipment on June 30, 20X2
Equipment 20,000 €
Accumulated depreciation (10,400 €)
Net book value (depreciated cost) 9,600 €

Sale of equipment:

Journal entry Explanation
Dr: Accounts Receivable 11,900 € Invoice to the buyer. This is
not sales revenue!
Dr: Accumulated 10,400 Accumulated depreciation is
depreciation € eliminated.
Cr: Equipment 20,000 € The equipment is written off.
Cr: GAIN 2,300 € According to this formula, the

depreciation expense is
computed at 10,400 € (more
than is needed), thus, the result
is a book value of 9,600 €.
Therefore, it is necessary to
make an adjustment of 2,300 €.

Comment: The steps in composing the compound journal entry are the following:
1. Invoicing the buyer (Dr: Accounts Receivable 11,900).
2-3. Derecognition of a piece of equipment from the balance sheet (Dr:
Accumulated depreciation 10,400 and Cr: Equipment 20,000).
4. Balancing of debits and credits (Cr: GAIN 2,300).

Gain that appeared in the compound journal entry is not profit because it is not a
difference between income(s) and expense(s).
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3.3. General comments concerning this example

The same initial numerical data were applied for all three versions:

The same piece of equipment was acquired.

The piece of equipment was bought for 20,000 €.

The estimated usage life of piece of equipment was 5 years.

The expected residual value (terminal value) was 0.

A year and a half after purchase the piece of equipment was sold for 11,900 €.
e All data above relate to the same company.

Conclusion: If one does not think in terms of accounting, all versions will be identical.
The only difference is in the formulas used.

Ideally, the depreciation, which is accumulated up to the time of disposal, reduces the
book value down to the disposal value. Usually, however, this does not occur, and the
company must recognize a gain or loss on the disposal.

In Version 1 (which used the straight-line method) depreciation was computed as less
than needed. Instead of balancing debits and credits by the correction of depreciation
expense, another expense (LOSS) was indicated.

In Version 2 (which used the 150% declining balance method), the formula used
guaranteed the exact amount of depreciation and no correction/adjustment was needed.
In Version 3 (which used the double-declining balance method) depreciation was
computed as more than needed. Instead of balancing debits and credits by the correction
of depreciation expense, additional income (GAIN) was indicated.

As we can see, imprecisions in the formulas used in VVersions 1 and 3 were improperly
corrected with two additional errors.

In comparison with Version 2, in Version 1 the structure of expenses has been changed
(LOSS is added) and depreciation expense is understated. In comparison with Version
2, in Version 3 income is overstated (GAIN is added) and depreciation expense is
overstated. Although the amount of profit is exactly the same in the three income
statements, their different formulas result in differences in the income statements’
structure and items as well as in the grand totals of incomes and expenses. It is necessary
to emphasize that although the income statement items used for balancing debits and
credits have been identified as LOSS (in Version 1) and GAIN (in Version 3), their
functions are in fact alike: they are items balancing debits and credits in compound
journal entries.

We agree with Jaana Kettunen that ,,The interrelationship between the terms
corresponding to gains and profit ... might to be based on the idea that in accordance
with the flow-based approach it may be argued that gains are in nature to a certain
extent similar to profit because gain is a net concept of positive value (otherwise it
would be a loss) while revenue is gross.” (Kettunen, 2011: 14) Because of this
similarity, gains and profits are often equated. For example, Collins notes that ,,Among
other things, gains often include profits arising on the disposal of non-current assets.”
(Collins, 2013: 52) Here it is appropriate to note that gain is explicitly defined (as some

32




kind of income) yet profit is not. The concept or approach of gross versus net is quite
popular and has been used by many researchers (e.g., Barker, 2010; Nobes, 2012 and
others). For example, Barker points out that ,,Revenue is a gross concept. That is, it does
not involve the deduction of an expense or of the carrying value of a disposed asset. By
contrast, the standards that deal with gains require net measurements, that is, a gain is
calculated as the difference between two values.” (Barker, 2010) According to the net
concept method, GAIN/LOSS on the disposal of PPE should be calculated by the
following formula:

GAIN (LOSS) = Net proceeds received — PPE’s net book value

The positive amount is determined as GAIN and negative amount as LOSS. Thereafter
the journal entry will be made.

According to the IAS 16, para. 71 the derecognition of an item of Property, Plant and
Equipment is also based on net concept. ,,The gain or loss arising from the
derecognition of an item property, plant and equipment shall be determined as the
difference between the net disposal proceeds, if any, and the carrying amount of the
item.” (IASB 2014b) The illogicality of this requirement lies in the need to make a
calculation. If calculation as a secondary method of measurement is acceptable in
case of profit, it is not acceptable in case of Gain/Loss. Recall that the definition of
income encompasses both revenue and gains and, according to the IFRS Framework
2010, para. 4.30, gains represent other items that meet the definition of income.
Therefore, gain should correspond to the definition of income. Similarly, the definition
of expenses encompasses losses as well as those expenses that arise in the course of the
ordinary activities of the entity, and, according to the IFRS Framework 2010, para.
4.34, losses represent other items that meet the definition of expenses. Therefore, loss
should correspond to the definition of expense. Unfortunately, there is nothing stated in
the 1AS 16 as well as in the other IFRSs how to test compliance of Gain/Loss with the
definition of Income/Expenses.

According to the transaction approach used by the authors of this paper, there is no
need to make calculations. The apparent need for balancing items in journal entries is
caused by the erroneous categorization of depreciation expense, whether it be
understated (as in Version 1) or overstated (as in Version 3). Therefore, items
balancing debits and credits in a compound journal entry should be treated as
adjustments rather than GAINS/LOSSES. To make the aforementioned adjustments
and show them separately, a Contra depreciation expense account or Depreciation
adjunct account should be used.

Version 1

Dr: Accounts Receivable 11,900 €

Dr: Accumulated Depreciation 6,000 €

Dr: Disposal balancing 2,100 €

Cr: Equipment 20,000 €
Version 2

3 Profit is not defined in the IFRSs. Instead of definition, calculation formula is indicated: profit is the
difference between total income and total expenses.
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Dr: Accounts Receivable 11,900 €

Dr: Accumulated Depreciation 8,100 €

Cr: Equipment 20,000 €
Version 3

Dr: Accounts Receivable 11,900 €

Dr: Accumulated Depreciation 10,400 €

Cr: Equipment 20,000 €
Cr: Disposal balancing 2,300 €

The approach recommended by the authors of this paper guarantees that all three final
income statements will be identical.

4. Conclusions

Through the process of analyzing the definitions and the recordings of revenues,
expenses, gains, and losses, the authors of the current paper have developed
recommendations for improving the reporting process. The paper identifies
inconsistency in two pairs of opposite terms: 1) profit/loss, and 2) gain/loss. As profit
and gain are not identical (having different content), it is inevitable that their opposite
terms, loss and loss, must also not be identical (having different content). In this paper,
five postulates about profit and loss have been formulated. These postulates are
illustrated by the transaction approach, where the different examples presented involve
understanding, identifying, and recording gains/losses. According to the IFRS
Framework, gain should meet the definition of income just as loss should meet the
definition of expense. Unfortunately, there is nothing stated in the IAS 16 or in the other
IASB documents how to test compliance of gain/loss with the definition of
income/expense. With further examples, the authors of the current paper conclude that
the amount frequently identified as gain/loss in disposal of PPE should instead be
treated as the correction or adjustment of previous reporting of depreciation expense
due to the formula. To make such adjustments and show them separately, the use of the
Contra depreciation expense account or Depreciation adjunct account should be
considered.
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The Reality of Corporate Social Responsibility under the
Corporate Governance Procedures Followed in Jordan
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Abstract: After a dramatic increase in financial crises, and because of Globalization,
the managers and investors demand more guarantee of the efficacy of financial
statements issued by companies, especially after the bankruptcy of many companies as
a result of changing of accounting and financial policies by business managers, which
led to adopting corporate governance in both developed and developing countries as a
way for establishing a relationships between all stakeholders of the business and how
to prepare financial statements by International Financial Reporting Standards (IFRS).
In this article, we aimed to understand the current legislative environment and
institutional framework of Corporate Social Responsibility Disclosure in Jordan, to
develop knowledge about assessing accounting and financial policies which practice
corporate governance, accordance with the fundamental principles adopted by
Organization Economic Co-operation and Development (OECD), and how accounting
policies impact on Corporate Social Responsibility Disclosure, and effect of board
formation variables, ownership structure variables on the level of disclosure of
corporate social responsibility. Jordan had some characteristics of the best corporate
governance practices, but it still needs more progress in directors' independence,
shareholder rights, and requires more independence of internal and external auditors.
The problems of the Jordanian business environment which impact corporate
governance are:

1 - There is a need to raise awareness about Corporate Social Responsibility, its
importance, and its implementation mechanisms.

2 - Some managers need more care of Corporate Social Responsibility Disclosure and
know how it affects companies' financial results in the future.

3 - Some companies still owned and managed by families, and limited liability
companies didn't apply Corporate Social Responsibility Disclosure.

4 - Adequate disclosure of Corporate Social Responsibility instructions is required only
from companies listed on the Amman Stock Exchange.

Keywords: Corporate Culture, Accounting, Auditing.

1. Introduction

After a dramatic increase in financial crises, these financial crises led to bankruptcy for
many companies in both developed and under-developing countries, and the dramatic
collapse of the global financial markets, many countries, experts, and researchers were
forced to look into the causes of these financial crises. Since the investment had become
in the open market worldwide and financial investments will not be limited within a
specific region, but beyond continents.

The experts and researchers assumed that the main reason is the lack of governance in
these companies. This helped administrators switch and adjust the financial statements
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as a result of adoption by developing some accounting policies to reflect companies'
financial statements, which will significantly affect shareholders and might lead to
wrong decisions that affect the fate of their financial investments. Financial scandals,
the collapse of the largest companies, and the global financial crisis have highlighted
the need for good corporate governance.

The failures of some of the world's largest companies, such as Commerce Bank (1991)
Enron (2001), Adelphia (2002), and World Com (2002), affected potential investor
confidence in the accounting reporting procedures (Becht et al., 2003).

According to the IFRS conceptual framework, the objective of financial reporting is:
“To provide financial information about the reporting entity that is useful to investors
and current and potential lenders, and other lenders and creditors in making decisions
about providing resources to the entity.” Critical for financial stakeholders “To assess
the prospects of any entity for net future cash flows, existing and potential investors,
lenders and other creditors need information about the entity’s resources” (IFRS
Conceptual Framework, 2010).

The standard theoretical framework of accounting for companies interprets the
company's strategies into accounting. It divides this information into financial terms
(balance sheet and profit and loss account) and non-financial terms (the balance sheet
appendix, which defines accounting policies).

The adoption of International Financial Reporting Standards (IFRS) to the preparation
of financial statements, will circumscribe accounting and financial policies that
managers use when they prepare financial statements.

Corporate governance has become a national concern following developments in the
corporate environment and administrative complexity of multinationals and
globalization that have led to a need for governance standards, guidelines, and
regulations, so the company, as a collective entity, bears responsibilities and obligations
towards critical stakeholders, with shareholders considered only one group of
stakeholders.

Corporate governance in emerging economies is mainly concerned with corporate
transparency and disclosure. However, some companies in emerging markets suffer
from a lack of transparency and a low level of information disclosure. (Rachagan, 2010;
Chen et al., 2011). Therefore, the mechanisms of corporate governance and the
effectiveness of management control play essential roles in enhancing the reliability of
the financial reporting process. It was found that corporate social responsibility is
relatively low in developing countries, including Jordan (Abu Bakr and Nasser, 2000).

Corporate governance in Jordan is linked with the legislative environment and
institutional framework adopted by the Jordan government, so Jordan took management
based on the principles of management approved by the Organization for Economic
Cooperation and Development (OECD). That affected the accounting policies adopted
by companies.

The organizational governance structure of companies helps them respond to social
pressures through corporate social responsibility, and Governance mechanisms are
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positively linked to the quality and quantity of corporate social responsibility, which
indicates the importance of regulatory aspects of the disclosure and that regulation, can
be an essential factor in influencing firms in corporate social responsibility, but
Corporate social responsibility is not the primary goal for companies in Jordan, as this
goal is second to profit, which is the primary goal for every company.

Corporate governance is defined as “rules and practices governing the relationship
between managers, shareholders, and stakeholders of companies such as employees and
creditors who contribute to the growth and financial durability by enhancing confidence
and soundness of financial market and economic efficiency” (OECD, 2004), which
means that company who have good governance will have more disclosure and
transparency, especially on Social Responsibility Disclosure.

The report of the Cadbury Commission recognized Governance as “the system through
which companies are directed and controlled” (Dunne and Morris 2008). Corporate
Governance consists of three elements: the Board of Directors, Shareholders, and the
Senior Management Team (Brenes et al., 2009). The World Business Council for
Sustainable Development define corporate social responsibility as “an ongoing ethical
commitment to the business, this contribution made to company employees in addition
to their families and the local community as a whole, this commitment will be by
providing them with appropriate economic developments to improve the various
aspects of their lives.” (WBCSD, 1999).

Corporate social responsibility extends from corporate obligations, ethical behavior,
community participation, employee relations, and charitable gestures by companies in
the societies in which they work. (Aaron and Patrick, 2008). Many studies talk about
the Disclosure of corporate social responsibility as positive indicators in enhancing the
financial performance of corporations. It was noted that corporate social responsibility
positively pays companies, but at the same time, other researchers remarked a negative
or miscellaneous relationship. Still, the increasing demand from stakeholders in most
companies requires more exploration of voluntary social activities and improved
financial performance. (Brammer and Millington, 2008) found two theories in this
context: stakeholder theory and legitimacy theory (Gray et al., 1995; Milne, 2002; De
Villiers and Van Staden, 2006; Jamali, 2008).

Through the adoption of stakeholder theory that focuses on the expectations of special
interest groups. The theory of legitimacy focuses on society’s expectations in general
to explain corporate social responsibility, The Legitimacy theory (as a form of social
dynamics) is better for disclosure practices of corporate social responsibility.

The basic concept of the Legitimacy theory is a “social contract” between the company
and the community in which it operates and asks it to perform various desired social
procedures. That is why companies disclose information to legitimize their existence
(Guthrie and Parker, 1989). Consequently, companies are seen as a complex political
system, consisting of alliances and sub-alliances of the various stakeholders involved
in ongoing political negotiations with different goals and preferences. The legitimacy
theory tries to explain why the company discloses corporate social responsibility. Thus,
it becomes a resource that the company can create, influence, or manipulate through
various strategies related to Disclosure to obtain and manage legitimacy. (Lindblom,
1994; Woodward et al., 2001; Deegan, 2009, 2014).
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In Jordan, Abu Bakr and Nasser (2000) examined the results that corporations had
achieved a kind of corporate social disclosure. He found it appears that companies'
social exposure has received modest attention from most companies in Jordan, human
resources, and community participation have generally been revealed and that
environmental disclosure did not receive much attention. There were significant
differences between different sectors regarding the quantities, methods, and locations
of corporate social responsibility disclosure in the annual reports.

Al- Jahamani (2003) found that Jordan and the United Arab Emirates are in their early
stages in environmental accounting and that corporate decision-makers understand the
importance of environmental protection. Their awareness of their participation and
reporting is not reflected in environmental issues, which turned out to be less than
expected and less than ambitious.

The majority of research conducted in Jordan to date has focused on studying the impact
of corporate characteristics on corporate social responsibility (Al- Khadash, 2003;
Suwaidan and others, 2004; Ismail and Ibrahim, 2009; Al-Farah and Al-Hindawi,
2011).

We expand the scope of the research to examine the potential impact of the formation
of the Board of Directors and the ownership structure on the disclosure of corporate
social responsibility concerning the practice and exposure of corporate social
responsibility and to build the index of disclosure of corporate social responsibility.

Generally, corporate governance determines the framework of rules, relationships,
regulations, and processes through which power is exercised and controlled, for
promoting, achieving justice and transparency in public shareholding companies.

2. Corporate Social Responsibility disclosure and business
environment

In recent years, the topic of corporate social responsibility has attracted increasing
attention from researchers and practitioners around the world, so Companies should not
be judged solely based on their economic success and financial performance because
they must act in a socially responsible manner.

The company seeking profit must expand the scope of its objectives where it can
maximize shareholder wealth is what corporate social responsibility revolves around,
so Companies need to balance their financial and non-financial goals to work in the
interests of their community, the natural environment, employees, and customers, so
CSR reports are used as a mechanism by which companies provide information to
stakeholders about environmental issues, society, employee, and consumer.

An active attitude towards social and environmental issues leads to a higher level of
social disclosure, which mean companies that have best practice disclosure practices in
CSR matters are those that have identified a clear CSR policy or strategy that requires
sustainable and indivisible behavior, and this includes meeting international standards
in environmental and social issues as well as full transparency in their work that this
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strategy is strongly supported by the support of the principal shareholders of the
company.

Companies have recognized the impact of social pressure on their activities and
operations and have accepted that they have become more accountable to a broader
audience of stakeholders and are subject to intense scrutiny from the public rather than
just shareholders and creditors, so reporting CSR activities is increasingly vital for
companies to demonstrate their commitment to environmental and social issues.
(Adams, 2004; Brammer and Pavelin, 2008), and this requires companies to provide
information covering their economic, social, and environmental activities (Deegan,
2014; Cormier et al., 2011).

The Board of Directors is responsible for achieving the objectives of the community. It
includes the development of accounting policies, financial control systems, financial
planning, auditing its financial statements annually, so Board is trying to improve
corporate governance through improved accounting policies, the Board has full
responsibility for its approval, follow-up, and one of these principles is Corporate
Social Responsibility Disclosure.

The Good Corporate Governance practice contains useful public disclosure of data,
financial status, performance, partnership, events, requests, and commitments that are
likely to have a material impact on the financial condition or operating performance
and that need follow up on these policies, or take those decisions, or follow these
desired lines of action in terms of the goals and values of our society. but the level of
corporate social responsibility, is higher in developed countries than in developing
countries (De Villiers and Marques, 2016; Jamali and Karam, 2016), and most Arab
countries have a low corporate social responsibility, (Kamala, 2007), this may be the
result of recent economic development, weak legal systems, and corporate governance
as a new concept or reduced demand from stakeholders. According to Gray et al.
(2001), Social and environmental disclosure includes information related to the
company's activities, aspirations, and general image regarding environmental issues,
employees, consumers, equal opportunities, energy use, fair trade, and corporate
governance.

Social and environmental disclosure occurs through various media such as annual
reports, employee boards, advertisements, focus groups, school education, and
brochures.

The increasing value that society places on the socially responsible behavior of
organizations in economic, social, and environmental terms, and the legal requirements
for this type of behavior and communicating it to society, have become fundamental
factors that drive companies to begin to disclose information about valid and socially
comparable corporate social responsibility.

There is a growing global concern about the role of companies in society, and this
increased concern is linked to the state of corporate social responsibility (Darus et al.,
2009). As a reason for that, the disclosure of corporate social responsibility has become
an essential issue among companies due to the increased demand for this information
by stakeholders, especially investors (Saleh et al., 2009), so investors want to invest in
companies that participate in CSR activities because they work to improve financial
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performance, access to capital, reduce operating costs, enhance corporate reputation,
and increase customer loyalty (Said et al., 2009).

The presence of shareholders whose personal image and social reputation are strictly
related to the development of the company particularly fosters the development of
disclosure practices. Investors with a reduced stake in the company's capital show only
limited interest in this area. A Corporate Social Responsibility disclosure can also be
used as a source to attract institutional investors to invest heavily in companies with
reliable platforms for corporate social responsibility practices.

Most empirical studies were conducted on corporate social responsibility in developed
countries (Jo and Harjoto, 2011; Feijoo et al., 2012; Zhang et al., 2013). With little on
this topic in developing countries, especially the Arab world (Khan, 2010; Handajani
et al., 2014). Jordan provides a model for studying the issue of diversity of the Board
of Directors and disclosure of corporate social responsibility, due to cultural factors and
the unique ownership structure that is mainly characterized by a high concentration of
family and government ownership (Haddad et al., 2015).

3. Corporate Governance in Jordan

Jordan adopting International Financial Reporting Standards (IFRS) to support
corporate governance, this assists in accessing international capital markets; ensuring
higher transparency and comparability of financial data between companies. Corporate
governance in Jordan can be categorized into six groups:

1) The legal framework and government oversight

The legal environment in Jordan is the basis for developing proper corporate
governance procedures (Al-Bashir, 2003). Through laws such as Corporate Law,
Securities Law, Banking Law, Insurance Law, Commercial Law, Competition and
Monopoly Law, Investment Promotion Law and Privatization Law. (Al-Jazi, 2007).
All last points are related to the Companies Law of 1997 and Securities Law of 2002.
We must know that the Jordanian Company Controller also plays a vital role in the
implementation of corporate governance under the Companies Law (World Bank
2004).

2) The institutional framework and capital market

The existence of corporate governance practices the basis for building an institutional
framework, so in Jordan, corporate governance is carried out through three bodies:

1 -Jordanian Securities Commission (JSC)

2 - Amman Stock Exchange (ASE), and

3 - Securities Depository Center (SDC)

All of them are monitor the stock market.

The Securities Law is responsible for providing the way to enforce governance rules,
by defined market regulations, issuance of shares or bonds, and trade procedures,
responsibility and obligations of securities issuers, brokers, auditors, listing
requirements in the stock market, and protection measures for minority rights,
disclosure, and transparency requirements.
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3) The disclosure and accounting standards

Clear accounting standards and full disclosure are essential for strong corporate
governance (Jiang et al., 2008). Jordanian laws require companies to follow
international financial accounting standards, Jordan started fully adopted by
International Accounting Standards, now called International Financial Reporting
Standards in 1994, (Word Bank 2004).

4) The transparency in privatization

The Jordanian government worked through the privatization of some government
companies and institutions to increase the private sector's participation in the economy
(Shanikat 2007), which improved the level of services, provided, and raised the
efficiency of privatized companies.

5) The adequate supervision of the Board of Directors

The Board of Directors is responsible for advising, reviewing, and evaluating
management performance. (Gallego, 2006). In Jordan, the Board of Directors sets the
policies and planning for the management of the Company, appointing Chief Executive
Officer, maintaining internal control systems for financial and administrative
accountability, and inviting shareholders of the Company to Ordinary General Meeting,
which is their duty defined by Companies Law.

6) The exercise control over comprehensive audit and Protection of minority
rights

The Corporate Governance Code has been issued contains a definition of critical terms

of the Board's structure and responsibilities; public shareholder meetings; shareholders'

rights, guidelines for financial disclosures; and a conceptual framework for

accountability and auditing.

Managers must review the external and internal audit reports, plans, procedures,
reports, and review financial statements before submitting them to the Board of
Directors to ensure the accuracy of accounting and regulatory processes, and the
“Shareholders who own at least 15% of the company can audit and seek compensation

for any violations committed by the Company's Board, General Director and Auditors”
(World Bank 2004).

“Administrative performance is enhanced reflect on the national economy's
performance and enhance investment climate” (Jordan Securities Commission 2008).
Companies Law protected their property rights, so the Jordanian government
encouraged local companies to expand issue securities to the public after establishing
the Amman Stock Exchange.

4. The Corporate Social Responsibility of Jordan

Jordan, a country with limited natural resources, so corporate social responsibility
activities have received much attention from the government. The Jordanian
government has taken necessary steps to improve corporate social responsibility, which
includes enacting legislation and regulations that require Jordanian organizations to
disclose social and environmental information in their annual reports, to ensure the
quality and reliability of the annual report as a way to attract foreign investment (Naser
et al., 2006; Ismail and Ibrahim, 2008). But, there is still a low level of corporate social
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responsibility disclosure from listed Jordanian companies on the Amman Stock
Exchange, (Abu Bakr and Nasser, 2000; Al-Khudhsh, 2003; Swaidan et al., 2004;
Ismail and Ibrahim, 2008; Al Hammadin and Badran, 2014).

In Jordan unemployment around 14.2% and poverty about 18 % of the country's
population (European Economy, 2006) have become significant issues that challenge
Jordan, the government has not been able to resolve these issues, so the role of the
private sector in advancing the Jordanian economy to reduce poverty and
unemployment as the Jordanian private sector has a responsibility to solve
Sustainability issues related of poverty, unemployment, and other social concerns are
achieved through the adoption and implementation of corporate social responsibility
practices.

The attention of corporate social CSR responsibility has become an essential issue
among companies due to the increased demand for this information by stakeholders,
especially investors (Saleh et al., 2011), so investors have invested in companies that
are involved in CSR activities because CSR improves financial performance, access to
capital, reduced operating costs, enhanced corporate reputation and increased customer
loyalty (Said et al., 2009).

Most companies in Jordan have demonstrated CSR interests as one of the most
important alternatives to enhance their business reputation to become more committed
and responsible to their shareholders.

In general, corporate social responsibility is interpreted as the conscious efforts made
by commercial companies to maximize their positive impact and reduce their negative
impact on the local community. But more strategic focus and friendly technologies are
needed for long-term sustainability. A few large companies, such as the Arab Potash
Company and Jordan Phosphate Mines Company, are trying to demonstrate that they
have a positive impact on the environment. The two companies have undertaken some
projects in the local community, such as health centers, water projects, cities, internal
concrete roads, electricity and cold rooms, and places of worship, and they have been
used. These companies also grant scholarships to educational institutions and university
students annually (Namrouga, 2009) as part of the image-building process in Jordan,
the private sector must work alongside the government to meet society's needs. The
scarcity of natural resources in Jordan and the high level of poverty and unemployment
create severe problems for the Jordanian government. Therefore, banks and other
companies should launch initiatives that contribute to the development of the local
community. Also, the private sector is responsible for sustainable development
operations in the country. And bear part of the burden in Jordan; Companies must
contribute to the social field, whether by launching social projects or adding to some
projects that target low-income people. Providing job opportunities that can help solve
my problem; Poverty and unemployment.

The banking sector can play an essential role in reducing unemployment by providing
some loans to support small companies. This enhances the image of banks and supports
small businesses in the country.

Mandate Jordanian organizations to disclose social and environmental reports in
Annual reports. An example of this law is the Environmental Protection Act (1996)
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Issued to ensure companies comply with environmental control standards. It also
enacted the Securities and Exchange Commission Act of 1998, requiring listed
companies to disclose social and environmental issues in their annual reports, so in
2004, the JSC issued “Instructions for Issuing Company Disclosure, Accounting, and
Auditing Standards for the Company.”

This means that the Board of Directors' report must include information about the
company's contribution to environmental protection and community services, The JSC
also issued a guide for preparing annual reports for companies clarifying (in detail) the
company's contribution in the local area Community services and environmental
protection (if any), listing all the services provided by the company. If the company
does not contribute to local community services and environmental protection, this
should be clearly stated, as follows: “The Company does not contribute to community
service and environmental protection.”(JSC, 2009).

In 2009, the Jordan Securities Commission issued the Corporate Governance Law for
companies listed on the Amman Stock Exchange. This requires companies to disclose
social and environmental information in their annual reports. This is included in
Chapter 5 (Disclosure and Transparency), Article (5), which states the following: “The
company will disclose its policy regarding the local community and the environment”
(JSC, 2009)

Environmental disclosure needs more attention from Jordanian companies (Abu Baker
and Nasser, 2000).

Ararat (2006) study revealed that CSR in Jordan is generally driven by increased
domestic and international competition due to liberalization and efficiency and
productivity concerns. Still, CSR in Jordan has received little attention in its annual
reports for listed companies. The most frequently disclosed items are those related to
human resources and social community participation, while the environmental issue
was low. Also, the level of disclosure of corporate social responsibility is still relatively
small. (Suwaidan et al. (2004)

A study by Abu Baker and Nasser (2000) examined the level of social responsibility
for listed companies in Jordan and found reporting on products, the environment, and
Energy so we need more attention and focuses from Jordanian companies; in a study
by Jahamani (2003), it found that only 9 out of 86 Jordanian companies issued
environmental reports, also Ismail and Ibrahim (2008) found that 15 percent of the
companies in the sample did not disclose any information related to CSR activities.

There are a limited number of investigations in Jordan that interrogate the relationship
between corporate governance and the disclosure of information in general (Al-Swalqga,
2014; Haddad et al., 2015). Al-Swalga (2014) studied the extent of voluntary disclosure
and the level of compliance with the Corporate Governance Law in the annual reports
of 13 Jordanian banks listed on the Amman Stock Exchange in 2012. It was found that
the level of corporate governance compliance was 90.9%, but Al-Swalga (2014) stated
that Jordanian banks tend to hide some information due to the intense competition
between Jordanian banks where some information is more sensitive.

44



There are many primary sources express the requirements of legal and regulatory
reports for companies listed on the stock exchange on the Amman Stock Exchange: The
Newer Companies Law No. 57 of 2006 and securities Law No. 76 of 2002 and its
amendments until 2010. According to the Companies Act, “any company listed on the
stock exchange must prepare and publish its annual report that includes financial
statements prepared by International Financial Reporting Standards and reviewed by
an independent qualified auditor.” Still, there is no mention in the Companies Law to
disclose the social responsibility information that companies must provide in their
annual reports or explanatory notes accompanying the financial statements. According
to the Securities Law, the Board of Commissioners of the Securities Commission
issued: Disclosure instructions for listed companies, accounting, and auditing
Standards, “Guide to preparing the annual report of listed companies,” and “Corporate
Governance Law for Companies Listed on the Amman Stock Exchange for 2008.” A
company listed on the stock exchange must include its annual report disclosures of
some of the information that falls within the scope of social responsibility. These
include the company's policy and its contribution to protecting the natural environment,
the company's strategy and its contribution to serving the local community, charitable
donations, and grants provided by the company, and the company's policy towards its
human resources, training, and development programs that are held for employees and
the number of employees who participated in them. Although the requirements for the
disclosure of social responsibility information are important, they are still generally
limited (Suwaidan et al., 2004).

5. The elements which affect Corporate Social Responsibility

5.1. Company size

The size of the company is positively associated with CSR, so corporate social
responsibility is more comprehensive in large corporations, It is a tool to protect or
improve a company's image and reputation (Hooghiemstra, 2000)., and this means that
large companies reveal more information about the social environment, because they
have more resources than small companies, so large corporations are more involved in
socially responsible activities, and they reveal more information about the social
environment due to accountability and clarity (Cormier and Gordon, 2001). Therefore,
the annual reports of large companies provide information related to corporate social
responsibility.

Large companies are expected to participate more in socially responsible activities, that
means there is a positive and important relationship between company size and
corporate social responsibility (such as Hanifa and Cook, 2005; Ghazali, 2007; Said et
al., 2009; Jo and Harjoto, 2012; Oh and others., 2011; Sharif and Rashid, 2013)

Big companies are more likely to disclose CSR information than small businesses
because they receive more attention from the public and are diverse in the geographical
and product market. These companies have more significant and more varied groups of
stakeholders (Brammer and Pavelin, 2008).

However, some research does not confirm a significant relationship between entity size
and corporate social responsibility disclosures, (Van Staden and Hawks, 2007),
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But the majority of previous research has had a significant positive impact on the size
of the entity around CSR disclosures. (Branco and Rodrigues, 2008; Khan, 2010;
Monteiro and Aibar-Guzman, 2010).

5.2. Board size

The size of the board of directors refers to the number of directors of the company
working on the board, the size of the board can affect the process of monitoring,
decision-making, and disclosure, and affect the control, monitoring, and disclosure of
information but the size of the company is influential in the size of the board as large
and complex companies need more members Their boards because they need more
advice requirements (Coles et al. 2008). This indicates that complex corporations need
larger boards, which improves corporate transparency, thereby maximizing voluntary
disclosure and CSR practices and disclosure, so the large board may improve corporate
transparency, look at shareholder groups during board meetings, and maximize
voluntary disclosure and corporate social responsibility practices and disclosure.

There are positive and non-linear relationships between the board’s size and the extent
of disclosure of corporate social responsibility. Large board’s can monitor business
operations better than smaller ones, but a huge board makes the observation process
ineffective. Siregar and Bachtiar (2010) Said et al. (2009) suggested a negative
relationship between the size of the board of directors and the extent of disclosure of
corporate social responsibility, as the size of the large board leads to ineffective
coordination in communications and decision-making. The Board of Directors is an
important component of the corporate governance mechanism that oversees business
conduct and ensures that the company is well managed by agents (managers). The
board's size may have a significant impact on the level of disclosure in the annual report,
including the exposure of corporate social responsibility. In Jordan, the Corporate
Governance Law stipulates the upper and lower limits for the board's size, that the
Board of Directors includes several members from 5 to 13 for industrial and service
companies (JSC, 2008).

5.3. Independent directors

Independent directors are defined as members of the Board of directors who do not hold
any executive positions in the companies in which they work.

Fama and Jensen (1983) argue that having independent board members on the
company’s Board of directors is expected to lead to more effective monitoring of
management behavior and reduction of administrative opportunism, so Independent
managers are defined as board members who do not work for or are affiliated with the
company, they are more effective than non-independent directors because they can
perform their duties on behalf of the shareholders. Therefore, independent directors will
improve voluntary disclosure, this means that a higher proportion of external managers
will improve the comprehensiveness and quality of disclosures and improve corporate
social responsibility, reflecting the company's reputation.

In Jordan, the Corporate Governance Law for listed companies requires that at least
one-third of the Board of directors should consist of independent directors. That
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indicates a positive relationship between independent managers and the level of
corporate social responsibility in previous studies. (JSC, 2008)

The presence of independent directors on the Board of Directors enhances the role of
the Board as an agent for shareholders, so according to the agency's theory that a high
percentage of independent directors on the Board can be an important component that
helps solve agency problems and advance the interests of other stakeholders, such as
employees and local communities (Amran et al. 2009; Chen and Roberts, 2010).

According to the dependency theory of resources indicates that external managers
provide their companies with more information, resources, and legitimacy, which may
lead to ensuring proper management decisions and thus improving the company's
performance. (Hillman, Cannella, and Paetzold, 2000).

More independent directors on the Board of Directors are supposed to improve
corporate transparency and social performance, so external managers will motivate
senior management to consider social strategy and enhance disclosure of Social
activities. Hence, the independence of the Board of Directors has a positive impact on
corporate social responsibility (Webb, 2004; Zhang et al., 2013; Sharif and Rashid,
2013).

Khan (2013) showed that non-executives have a significant impact on clarifying the
level of corporate social responsibility disclosure in commercial banks. However, a
negative relationship has been found between the proportion of non-executives and the
extent of corporate social responsibility disclosure, and Independent managers protect
the interests of stakeholders and challenge the CEO because they do not have the same
benefits as Board members regarding employment or advancement (Khan et al., 2013)

Many Experimental studies found a positive correlation between the percentage of
independent managers on Board and the level of corporate social responsibility
disclosure (Zhang et al., 2013, Khan et al., 2013)

5.4. Gender diversity

The representation of women in the Board was an important issue related to the
diversity of the Board of Directors, which means the presence of women managers on
the boards of companies. The presence of women increases the Board's attention to
corporate social responsibility, which enhances the company's reputation through
corporate social responsibility and corporate philanthropy as a reference to
stakeholders. The participation of women in all activities increased around the world,
and the presence of women in the meeting room has become an important issue, so
agency theory suggested that the Board of directors' diversity enhances the council
(Carter et al., 2007)

The companies have a more significant proportion of females on their boards of
directors will be better, because the presence of women in the councils is a sign of
awareness among companies about issues related to minorities and women, and thus
guarantees corporate citizenship (Soares, et al. 2009)
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Women are more inclined towards charitable activities, while men are directed toward
profitable businesses (Williams, 2003; Ibrahim and Angelides, 2011).

In some developed countries that have introduced the minimum shares required to
represent outputs on the boards of companies traded on the stock exchange (European
Commission, 2015), But the Jordanian authorities haven’t any legislation that requires
a minimum share to female the outputs on the boards until now.

5.5. Nationality diversity:

Governance supports the appointment of different nationalities to the Board of
Directors to reflect the diversity of citizenship of its clients, employees, and
stakeholders. Hence, Companies with foreign managers tend to disclose more CSR
information because the appointment of international directors improves the quality of
decision-making on the Board. The knowledge that foreign directors bring helps to
develop corporate strategy decisions and support CSR reporting.

Many companies in developing countries have been affected mainly by western-style
management practices, including corporate social responsibility practices. Also, these
investors are more aware of the growing expectations of companies to be socially
responsible. (Muttakin and Subramaniam, 2015). Several empirical studies provided a
crucial positive relationship between foreign ownership and disclosure of corporate
social responsibility (Oh and Chang, 2011). Multinationals face more significant social
pressure from host communities on multinationals, about their social responsibilities,
and the higher the number of foreign countries in which the company operates, the
higher the company's pressure. Therefore, the company will increase the level of
corporate social responsibility as a way to reduce this pressure and legitimize its
activities (Voorhes et al., 2012, Muttakin and Subramaniam (2015).

Rogrock et al. (2007) claimed that the knowledge that foreign managers bring in helps
improve company strategy decisions, such as supporting CSR reporting strategies. A
high level of disclosure and transparency occurs, as it has a wide range of international
network connections with stakeholders (Ayusu and Arjanduna, 2007), but other studies
found no association between foreign board directors and corporate social
responsibility reports (Barraco and Brown, 2008).

5.6. Age diversity

Age diversity is “another important characteristic of board diversity and is part of
human capital because age can reflect the experience and risk tolerance.” The age is
one of the council's assets and is part of human capital because age can reflect the
experience and take risks, still, most board members are older, and the representation
of young managers is minimal. However, the appointment of young managers may
bring different perspectives and ideas. Innovative and can work new ideas that will
improve the performance of the Board and make decisions (Ness et al., 2010) because
young managers are paying more attention to stakeholders and CSR issues.

The younger board members are more innovative and have a higher ability to tackle

new ideas. Which is positively linked to strategic change and more willingness to
participate in the monitoring process (Darmadi, 2011).
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Post et al. (2011) found that social and environmental disclosure was higher on boards
containing young managers. That is, socially responsible companies have more young
managers than companies, not social.

Few studies are concerned with the influence of the Board of directors' age on the
practice and disclosure of corporate social responsibility, although older managers may
benefit from more experience, they tend to be less willing to embrace change and
implement new innovative strategies. Young managers are more suitable to work in
rapidly growing and rapidly changing environments. They may have a higher capacity
to absorb and address new ideas and learn new behaviors such as CSR.

In Jordan, according to the Jordanian Companies Law, a board member must be at least
21 years old.

5.7.Leverage

Agency costs in corporations are tied to the debt ratio, and the possibility of transferring
wealth from bondholders to shareholders becomes greater. Rising debt levels result in
higher control costs for corporations. Hence, leveraged companies tend to be more
involved in socially responsible activities and have a higher level of Corporate Social
Responsibility.

Corporate Social Responsibility to ensure creditors and investors that their business is
sustainable and credible and companies with high leverage level reveal participate more
in socially responsible activities. (Nasser et al., 2006; Esa and Ghazali, 2012).

Agency theory also suggests that companies with a high level of leverage disclose more
information. (Cormier and Magnan, 1999).

Ho and Taylor (2007) concluded that the extent of corporate social responsibility is
more considerable for low-liquidity companies. Still, Andrikopoulos and Kriklani
(2012) Discover that Companies with high levels of leverage tend to limit the extent of
disclosures because preparing for voluntary disclosure is expensive.

Many studies about the effect of leverage on CSRD have inconsistent results.

Some previous studies have found that leverage is closely and negatively related to the
extent of corporate social responsibility. (Barnea and Robin, 2010; Li and Chang, 2010;
Oh et al., 2011), while some other studies have found little relationship between
leverage and corporate social responsibility (Haniffa and Cooke, 2005).

5.8.Profitability

Profitability is the company's ability to produce a profit that will maintain its growth in
the short and long term. Previous studies have shown an inconclusive relationship
between profitability and corporate social responsibility, so profitable company
management may have more freedom and flexibility to participate more in corporate
social responsibility activities, to explain their contribution to society. (Haniffa and
Cooke, 2005).
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There are three theories to justify the positive relationship between profitability and
disclosure of corporate social responsibility:

1 - Agency theory suggested that profitable companies provide more detailed
information to support their functions and compensation arrangements.

2 - Signaling theory upheld that owners provided good news to avoid underestimating
the value of their shareholders,

3 - Political process theory stated that profitable companies provide more information
in disclosures to justify their profits. (Haniffa and Cooke, 2005).

The positive relationship between profitability and the extent of corporate social
responsibility disclosure is due to the freedom and flexibility of management to
publishing more CSR initiatives to shareholders (Gamerschlag et al., 2010; Hong and
Andersen, 2011).

Yasuda (2004) found that bank risk is negatively related to the estimated accumulation
in the banking industry in Japan. That is, investors misunderstand high-quality earnings
as favorable information about the bank's financial health, but the negative relationship
was influential in the years of the crisis.

5.9.The Corporate Social Responsibility Committee

The presence of the Corporate Responsibility Committee such as the Board Committee
is a sign of the company's interest in social responsibility; this committee reflects the
company's desire to perform its activities in line with the guidelines and rules of social
responsibility, that the presence of the Corporate Responsibility Committee, as one of
the Board Committees, is one of the factors that may lead companies to respond
positively to social pressure regarding the corporate social responsibility

Composition and duties of the committee

A committee of at least three or more members, at least one of whom is an independent
director, it Drafting and Recommendation Committee to the Board of Directors of the
Corporate Social Responsibility Policy, which will recommend disclosing the contents
of the corporate social responsibility activities that the company will undertake and
disclosing the number of expenses that are incurred on the activities referred to in the
corporate social responsibility policy.

The committee aims to monitor the corporate social responsibility policy and Preparing
a transparent monitoring mechanism to ensure the implementation of the projects
/programs /activities proposed by the company, so if the company fails to spend this
amount, he will ask the Board of directors to specify the reasons for not paying the
amount as explained in the report of the Board of directors. (Deloitte, 2014).

5.10. Family ownership

Family businesses are more concerned with social responsibility and more open to
looking at social responsibility issues. (Block and Wagner, 2014).

The ownership structure is characterized by a strong presence of financial institutions
and the physical person as the dominant shareholder, according to Holdness, Sheehan
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(1988), Pound (1992), Solomon et al. (2004)stockholders who have a keen interest in
the financial performance of the companies that invest in them, but also about the social
and environmental strategies and activities of these companies, and this type of
shareholder is unable to move quickly in and out of funds without affecting the share
price

Shareholder strength: it has two hypotheses
Stakeholder power is the resource function they control, and that is necessary for the
company (Ullman, 1985).

The resource dependency theory indicates that power accumulates among those parties
that control the resources that the organization requires, which creates differences in
strength between stakeholders (Pfeffer, 1981).

This type of shareholder differs from other shareholders in two ways:
1. Attention to the long-term survival of the company, and
2. The importance of maintaining its reputation, which is closely related to the
company. (Anderson et al., 2003)

5.11. CEO duality

Duplication of the CEO and Chairman occurs when the same person occupies two
positions at the same time. When the CEO is also the Chairman of the Board, the board
of directors' effectiveness in performing the governance function may be jeopardized
by the concentration of decision-making and oversight powers in the hands of the same
person. (Haniffa and Cooke, 2005).

This duplication provides greater decision-making authority that enables the CEO to
make decisions that may not take into account the more significant interests of a full
group of stakeholders, and duplication may weaken the role of board governance about
corporate initiatives and disclosure policy, including CSR initiatives and statements.
(Li et al., 2008).

The separation of the CEO and Chairman’s functions promotes the independence of the
Board of Directors, where the President can review the CEO’s performance and can
exert pressure on the CEO and other managers to reveal more information about the
Company, including CSR information. ( Huafang and Jianguo, 2007).

The separation of the head of the board of directors and CEO leads to an improvement
in the quality of voluntary disclosure, including corporate social responsibility
disclosure. (Haniffa and Cooke, 2005; Said et al., 2009).

Some studies have indicated a negative relationship between the CEQO's duplication and
the Chairman positions and the level of disclosure of corporate social responsibility
(Muttakin and Subramaniam, 2015; Sundarasen et al., 2016).

In Jordan, the Corporate Governance Law recommends separating the Chairman's

position and any other executive administrative position within the same Company
(JSC, 2008)
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5.12. Spreading company ownership

The concentration of Board Ownership indicates the degree to which the ownership of
company shares is concentrated in the hands of a few members of the Board of Directors
and their close family members. It is proposed to focus Board ownership on influencing
the Company’s disclosure policy, including corporate social responsibility disclosure.

Agency theory supports the propagation of ownership (i.e., split shareholders)
positively linked to corporate disclosure. This means that the more widespread
ownership, the more corporate disclosure because this helps owners monitor
management behavior. Still, Previous studies have proven that there is a negative
relationship between ownership spread and corporate social responsibility, meaning a
smaller number of large investors owns the majority of shares (Kelton and Yang, 2008;
Kolsi, 2017).

It was also found that the effect of voluntary governance and compliance on agency
costs is independent of the Company’s ownership structure; And the correlation
between levels of ownership shares of managers and the performance of corporate
social responsibility, administrative ownership has a negative relationship with 1-
employee relations; 2- a negative correlation with the dimensions of diversity; 3-
minimal impact on society dimensions, 4- environment, and 5- product (Paek et al.,
2013).

There is a presence of a significant positive relationship between the disclosure of
corporate social responsibility and corporate social responsibility through the
percentage of shares held by the five major shareholders and assumes that the
concentration of ownership may have an impact on corporate social responsibility
reports.

In the case of Jordan, many of the companies traded on the stock exchange are heavily
controlled by families or governments, which makes the primary agency conflict less
severe between school principals (shareholders) and agents (principals) (Type | agency
dispute), and more severe among the controlling shareholders and minorities (Haddad
etal., 2015).

Managers who own corporate stocks are usually less willing to over-invest in
departmental social responsibility procedures because they have to bear a portion of the
costs as shareholders (Barnea and Rubin, 2010).

The manager who owns the shares of companies can obtain information through means
other than the annual report, thus reducing the need for a formal disclosure of corporate
social responsibility in the annual reports (Aaron, 2008). But the study of) Ghazali
(2007), Prameer and Pavelin (2008) has a negative relationship between the
concentration of council ownership and the level of disclosure of corporate social
responsibility.

6. Corporate Social Responsibility and Disclosure in Jordan

Disclosure plays a crucial role in addressing the asymmetry of information between
managers and investors in an organization that means management provides

52



information about past events and expectations regarding future growth opportunities
for current and prospective investors, so this information included in the financial report
should be prepared well and have a high level of disclosure, inside and outside financial
statements, whether commercial or non-financial, because non-financial information
outside financial news may have significant current and future impact for stakeholders,
so when the quality of disclosure is high that reduces the uncertainty associated with
all parties that have contracts with Company, and affects of liquidity plus attracts future
shareholder investments, so it’s mainly related with corporate governance.

Governance helps investors make their investment decisions efficiently because they
provide a part of their money to invest, which moves the economy. Therefore,
management chooses a policy of accounting policies that may affect accounting
disclosure of the Company's profits and financial position, where disclosure is one of
the main requirements of securities markets, provides high-quality information to
investors, lenders, analysts, and researchers interested in the financial situation of the
Company.

Financial disclosure is a broad subject and consists of all the accounting data and
information needed to make profits for users, particularly in making the right decisions,
since exposure is a relative term. Still, it has become important not to consider financial
statements as a goal but as a means to help parties make different decisions, and
provides essential information to investors and other beneficiaries in a way that enables
them to predict the project's success in making profits and covering its future
obligations (Anagnostopoulos and Gkemitzis, 2013)).

In November 2005, a cooperation agreement was signed in Jordan between
International Finance Corporation (IFC), which is a part of the World Bank, to
rehabilitate the private sector in Jordan to improve corporate governance regulations;
the agreement includes providing technical support for the development of corporate
governance principles in Jordanian banks, thus enhancing national and international
confidence.

Securities Commission made an Instruction Manual for Governance of Listed Joint
Stock Companies based on the Securities Law and Regulations, Companies Law, and
International Principles of Corporate Governance established by Organization for
Economic Co-operation and Development (OECD) (JSC, 2005).

Good corporate governance reduces losses that may occur as a result of weak internal
control systems due to increased risk and that the existence of these excellent systems
includes independent monitoring that minimizes risks, and Corporate Social
Responsibility (CSR) help companies by is a voluntary disclosure of employees, social,
market and environmental activities. Hence, the primary purpose of this disclosure is
to hold companies accountable to their community and encourage companies' positive
effects on all relevant parties.

Therefore, disclosure of corporate social responsibility plays an essential role in the

development of the Company's future status and future profits through non-financial
information expressed in the annual financial reports of companies.
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Conclusions

Corporate governance in Jordan is mainly related to the legislative environment and
institutional framework adopted by Jordan, so Jordan took management based on the
principles of governance approved by the Organization for Economic Cooperation and
Development (OECD), which affected accounting policies adopted by companies.

Corporate governance is the way that Companies are managed through approved
accounting and financial policies which helped companies enhance their ability to
achieve the objectives and increase efficiency and effectiveness with the best use of
available resources, which means that company who has good governance will have
more disclosure and transparency and reaching its goals.

We focus on the elements that affect the level of corporate social responsibility in
Jordan, we have seen by a review of previous studies that CSR is low.

The element effect on Corporate Social Responsibility: Company size, Board Size,
Independent directors, Gender diversity, Nationality diversity, Age diversity, Leverage,
and other factors.

In general, Jordan has some features of the best corporate governance practices.
However, he still needs more progress in the independence of directors, shareholder
rights, and entitlement, and requires more freedom for internal and external auditing.
It is clear from the application of the disclosure index to the annual reports of Jordanian
companies that the level of social responsibility information in these reports is relatively
low; therefore, the Jordan government must try to develop the strategy of corporate
social responsibility by:

First, if the information should be more disclosed, policymakers and regulators can
improve the extent of corporate social responsibility disclosure by extending the
minimum regulatory requirements related to reporting corporate social responsibility in
Jordan, and create an official CSR indicator that can be used to assess and compare
practices and expose CSR among Jordanian firms.

Second, it can be seen that CSR disclosures are mostly narrative disclosures and lack
numerical details, which means if companies have participated in material recycling or
installed solar panels to reduce energy consumption and save the environment.
Therefore, Jordanian companies should incorporate more numerical information when
disclosing CSR activities in their annual reports.

Third, many studies showed that the size of the board of directors and the age of the
manager have a significant impact on the level of disclosure of corporate social
responsibility. Larger panels are associated with higher levels of CSR disclosure. And
larger councils are likely to include members with more diversity in education and
experience, in Jordan, the average of the board of directors is about eight members. The
Corporate Governance Law allows for companies listed in Jordan with up to 13
members on the Board of Directors (JSC, 2008). Younger board members in the board
are associated with higher levels of disclosure of corporate social responsibility,
because of their high ability to absorb and address new ideas and learn new behaviors
such as corporate social responsibility, which improve disclosure levels of corporate
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social responsibility, so Jordanian government encouraged Jordanian companies to
have larger councils and smaller directors on those boards.

The study contributes to understanding and revealing corporate social responsibility in
different ways.

First, it shows the extent to which listed companies in developing countries are taking
corporate social responsibility. Second, the study adds to the existing literature on the
potential impact of board formation and ownership structure on the disclosure of
corporate social responsibility Jordanian data. Third, the study provides notes to the
Securities and Exchange Commission's Jordanian regulators regarding the adequacy of
the current regulations relating to disclosure requirements in Jordan.

The problems of the Jordanian business environment which impact corporate
governance are:

1 - There is a need to raise awareness about Corporate Social Responsibility, its
importance, and the mechanisms for its implementation.

2 - Some managers didn't care about Corporate Social Responsibility Disclosure and
how it affects on financial results of companies in the future.

3 - Some companies still owned and managed families and some limited liability
companies and not listed on the Amman Stock Exchange, so they didn't apply Corporate
Social Responsibility Disclosure in the financial statement.

4 - Adequate disclosure of Corporate Social Responsibility instructions is required only
from companies listed on the Amman Stock Exchange.
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Bonescu Elena?
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Abstract. The article presents a sample of 17 Romanian companies listed on the
Bucharest Stock Exchange, which are part of four fields of activity such as aluminium
metallurgy, petroleum extraction, aeronautical and petroleum industries in order to
identify the economic and financial performance of the companies and also the risks
assumed by the shareholders. The study is conducted over a three-year period (2015-
2017). This topic is of major importance to investors in the capital market, irrespective
of the field of activity of the companies listed on the Bucharest Stock Exchange, because
the economic and financial performance indicators and implicit risks are relevant for
substantiating the decisions regarding the financial investments.

Keywords: Performance, risks, Bucharest Stock Exchange, turnover, operating
profit, ROA, ROE, ROS.

1. Introduction

This paper highlights the existing relationship between the economic and financial
performance and the related risks at the 17 companies listed on the Bucharest Stock
Exchange through the linear regression model as well as between the economic and
financial performance and the stock market indices and the stock market indicators and
the risks to which the enterprises are exposed. In order to analyse the correlation
between performance, stock indices and risks using econometric modelling at the
selected firms belonging to different fields of activity, the following synthetic indicators
were proposed for analysis for the period of time between the years 2015-2017:
turnover index, turnover, operating result, net profit, return on assets, return on sales
and return on equity.

Thus, in this paper, we could answer questions such as: Which field of activity has the
lowest risks? Which industry is the most profitable?

With regard to the article's structure, it consists of four parts, the first part presents the
current state of knowledge, which consists of the concepts and terms used to define the
performance indicators in order to analyse the correlation between economic and
financial performance and implicit risks undertaken by investors and an analysis of
other articles based on the topic between performance and risks, the second part consists
of the research methodology used for the case study, the third part is the case study and
the final part consists of the conclusions deduced from the econometric modelling of

4 Corresponding author: Department of Financial and economic analysis, University of Craiova; 13 A.l.
Cuza street, Craiova, Romania
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the correlation referred to above between the sectors of activity and the firms within the
same field.

The assumptions we have made for the realization of the article refer to the link between
the profitability indicators and the level of the risks for the companies listed on the
Bucharest Stock Exchange.

H,;: There is a direct and significant correlation between the economic and financial
performance indicators (economic rate of return, operating profit, turnover index) and
operating leverage.

H,: There is a direct and strong link between the economic and financial performance
indicators (financial rate of return, net profit) and the financial leverage.

H,: There is a direct and strong link between the economic and financial performance
indicators (financial profitability rate, net profit) and stock market indices.

H,: There is a direct and strong link between stock market indices and risk indicators.

These hypotheses are verified and analysed on the basis of a survey of 17 companies
listed on the Bucharest Stock Exchange (BSE).

2. Current state of knowledge

The performance of an enterprise has become an objective for most managers in our
country, and not only. The performance of an enterprise is measured both through the
concept of efficiency and the concept of effectiveness. In addition to performance,
companies attach great importance to the level of risk by analysing any negative
influence on the business.

On the one hand, Buse et al. (2007) consider the performance as "a function of two
variables, efficiency and effectiveness, the combination of them reflecting the level of
performance”.

On the other hand, the authors Achim and Borlea (2012) analyse the concept of
performance from the perspective of the existing connections between the company and
the stakeholders. Thus, from their point of view, "performance is considered to be the
capacity of an enterprise to create added value for shareholders, to meet the needs of
consumers and employees, and last but not least to protect the environment”.

Another definition is supported by the author Niculescu (2003) who considers that "an
enterprise is theoretically performing if it is both productive and effective at the same
time".

The authors Tannenbaum and Schimdt (2009) state that performance is "the extent to
which an organization, as a social system, with certain resources and means, achieves
its goals.”, thus the performance is analysed in relation to the objectives pursued by the
enterprise.
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So over time, several performance measurement objectives have been identified by the
stakeholders involved. First, the performance was assessed based on the size of the
company, reflected by the turnover and the total asset, then it was analysed on the basis
of profit after deduction of expenses. Other indicators of performance measurement are
the degree of liquidity and value creation of the firm for its shareholders. At present,
the emphasis is on sustainable development and on the concept of social responsibility,
which is reflected by the relationship of companies with the environment, employees
and meeting the needs of civil society.

Regarding the definition of the operational risk, it is represented by: "any inadequate
event that could adversely affect the operational activity, regardless of where it
occurred, the quantity and the type of damage caused™ (Circiumaru, 2013).

Therefore, on the basis of previous definitions, we can deduce that the operating risk is
closely related to the financial risk, which can be defined as: "the part referring to the
variability of the equity efficiency ratio due to the degree of indebtedness"” (Brezeanu,
2003).

The theme of the correlation between financial performance and risks was also analysed
by other authors in various articles, such as:

In the paper entitled Data Mining Used for Analysing the Bankruptcy Risk of the
Romanian SMEs, the authors Vasilescu, Siminica et al. have developed a new
bankruptcy risk analysis model for SMEs, considering the given imminent factors such
as increasing competition in the markets, the lack of financial resources and the
insufficient adaptation of many companies to the requirements of the European market
that could trigger their Romanian bankruptcy. The model was based on the combination
of two main categories of indicators: financial and non-financial indicators. The
analysis was based on data extraction techniques (CHAID) to identify company
categories according to the bankruptcy risk level, this being an early sign on the risk of
bankruptcy.

In the article Return versus Risk. Evidence from Romania, the authors Circiumaru
analysed the strong correlation between profitability and risk. The study was carried
out on a sample of nine Romanian companies listed on the Bucharest Stock Exchange.
In order to assess the bankruptcy risk, three scoring methods (Altman 1968, Conan and
Holder, Anghel) and three profitability ratios (return on sales, return on assets, return
on equity) over the period 2007-2013 were used. The conclusion reached by the authors
was that the three models did not similarly assess the risk of bankruptcy for the
companies analysed because none of the models had been able to reflect the real
situation of the companies under review. Scoring functions, being a tool for assessing
bankruptcy risk, are more likely to trigger a warning about the unfavourable financial
situation that precedes bankruptcy a few years earlier.

The authors Barbuta-Misu and Codreanu analysed in the article Analysis and Prediction
of the Bankruptcy, the risk of bankruptcy of the companies operating in the construction
sector in Romania. Based on financial data for the period 2008-2012, they performed a
comparative analysis of bankruptcy risk and found out that the same company could be
classified differently from the Conan & Holder and Altman models. The conclusion of
the study was that the Conan & Holder model was more relevant to determine the risk
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of bankruptcy of companies. It retained the initial classification of the companies and
identified a greater bankruptcy predisposition for the companies analysed in 2008-
2012.

Another study titled The Correlation between the Return on Assets and Measures of
Financial Balance for Romanian Companies by M. Siminica analysed the statistical
correlation between asset returns and financial equilibrium measures, assuming that
financial indicators influence indicators of the company's performance and was realized
for 40 Romanian companies listed on the Bucharest Stock Exchange in the period
between 2007-2010, years that can be classified in years of economic growth for
Romania (2007-2008) and years of economic regression due to the global economic
crisis (2009-2010). The conclusion of the study was that the profitability of Romanian
companies had fallen due to the economic crisis. Thus, some financial indicators of the
companies were influenced by the crisis (profit margin, profitability rates) as opposed
to other stagnant indicators (liquidity and solvency ratios).

Another author Ojo (2012) analysed the effect of financial leverage on some
performance indicators for some Nigerian companies. Its econometric findings have
shown that leverage shocks (debt/equity ratio) have had a major impact on corporate
performance, especially when net assets per share have been used as instruments for
measuring corporate performance (Ojo, 2012).

Gill & Mathur (2011) studied the factors that influence the financial leverage of
companies. For this study, a sample of 166 Canadian companies listed on the Toronto
Stock Exchange for a 3-year period (2008-2010) was selected, applying co-relational
and non-experimental research design. The results showed that the guaranteed assets,
profitability, effective tax rate, company size, growth opportunities, number of
subsidiaries and type of industry exerted an influence on the financial leverage of
Canadian firms (Gill & Mathur, 2011).

Other authors analysed the relationship between financial leverage and financial
performance. The results highlighted both the positive relationship of the equity ratio
with the return on assets and sales growth as well as the negative relationship between
debt and earnings per share, net profit margin and return on equity. The study also
pointed out that the variation from the average was quite high in the debt ratio, which
means that the use of debt may have a positive or negative impact on financial
performance (Shah Fasih Ur Rehman, 2013).

Obradovich and Gill (2012) analysed The impact of corporate governance and financial
leverage on the value of US firms. For this purpose, a sample of 333 companies listed on the
New York Stock Exchange (NYSE) was selected for the years 2009-2011. The findings of this
research showed that on the one hand the larger size of the board negatively influenced the
value of the American firms and on the other hand the duality of the CEO, the financial
leverage, the size of the firm and the return on assets had a positive influence on the value of
the companies US (Obradovich and Gill, 2012).

In order to carry out the performance- risk analysis, we used several indicators,
grouped into two categories:

A. Indicators of economic and financial performance:
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Turnover index I¢p = % x100 (1)
0

The turnover index indicates how many times the turnover of the previous period is in
the current comparison period, indicating the growth or decrease of the current year's
turnover over a previous period.

Return on Assets (ROA) = Operating profit / Total Assets *100 (2)

The rate of return on assets is used to measure the degree of efficiency of the
management in order to use the invested capital regardless of its origin.

Return on equity (ROE) = Net profit / Equity *100 (3)

The return on equity is one of the most relevant criteria for evaluating the performance
of the company, with a high level of stakeholder interest, as this indicator measures the
efficiency of using their capital, while showing the company's ability to pay the related
dividends, respectively profit for investments made within the firm.

The indicator shown is influenced by company-level policies such as payment policy,
trade regulations (sales and purchases), financial investment and corporate tax.

Return on sales (ROS) = Operating profit / Turnover * 100 (4)

The rate of return on sales estimates the degree of efficiency of the company's
marketing activity as a result of the promotional campaigns undertaken and the pricing
policy applied throughout the company. This rate is influenced by the following factors:
the economic and competitive environment and the degree of risk of the field of activity.

Also, the rate of return on sales reflects the strategy adopted to attract new customers
through quality products offered on demand and controlling production costs. Thus,
there are relations of interdependence between ROS and production costs (their
reduction as much as possible without affecting the quality of the products), sales prices
(covering the costs taking into account the prices of the competition) and last but not
least the sales structure market to assess demand trends over the next period).

B. Risk Measurement Indicators:

ARe

Operating risk (CLE) = % (5)

CA
where, Re — operating result

ARe — the absolute variation of the operating result
ACA — the absolute variation in turnover

The operating risk specific to the production and marketing of a company is explained
by its degree of inability to adapt in time, with the lowest cost to fluctuations in the
environmental conditions in which it operates. Among the consequences that may arise
are the reduction of operating profit or even the loss of income.
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The operating activity of the company in an economically active and competitive
environment can influence the activity by: increasing the prices of acquisition of the
raw materials, increasing the salaries, reducing the sales due to the decrease of the
demand on the market, increasing the competition as a consequence of the reduction of
the selling prices and technical / technological investments.

All of the above influences may result in a decrease in the firm's business volume and
the risk that the company becomes unprofitable in a shorter or longer time period is
greater as it is more sensitive to interacting with its environment.

In the article, we chose the calculation of this risk by the elasticity of the operating
result (operating leverage).

This method highlights the marginal result of the operating resulting from the increase
or decrease of the volume of activity.

The coefficient of elasticity assesses the sensitivity of the operating result to the
variation in activity level.

This results in the following cases:

1. A high level of the elasticity coefficient e > 11 shows a high sensitivity to the change
in activity volume - there is a higher risk of losing under the action of environmental
factors;

2. A low coefficient of e <6 — it means low operating risk.

APn
Financial risk CLF= £52 (6)

Peo

The financial risk of a company results from its indebtedness, influencing profit and is
found in the risk of solvency and liquidity.

The characteristics of financial risk are: the instability of obtaining a sufficient return
to cover interest expenses, arising from the capital borrowed within the capital
structure, it affects only the company's shareholders, the reduction of the shareholder's
dividends.

C. Stock Market Indices

Price earnings ratio (PER) can be calculated as the ratio between the share price and
the net profit of the share, and the result shows the period of time the investor can
recover its dividend investment if the company would fully distribute the net profit on
dividends.

If the indices indicate a lower value, then the recovery time of the investment is lower
and the action becomes more attractive.

Generally, when the PER indicates the value of an action below 5, this is a highly
underestimated action, if it has values between 5-10, the action is relatively
underestimated, the values between 10-15 indicate an action correctly rated on the
market, and if the action records values above 20, then it is overstated. Comparisons
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between the values of this indicator should be made between companies that have a
similar business sector.

The Price to Book Value (P/BV) is the ratio between the share price and its book value
(Bv), calculated as a ratio between equity and the total number of shares issued by the
company. This indicator shows the value of the company's capital on the market.

If the P/BV indicator has a value below 1, it means that the action is underestimated,
values 1 and 2 show an action that is correctly rated on the market, and values above 2
or 3 indicate an overrated action.

Generally, this indicator is used to compare the actions between companies together
with other indicators, with greater efficiency, taking into account the business domain
of firms as it may influence the value of the indicator.

Dividend yield (DIVY) is the dividend earnings of an investor and is calculated as the
ratio between the net dividend and the share price.

This indicator can be used both to compare returns from various actions and other
investment offers to determine which offer has most benefits.

3. Methodology

The analysis carried out within the research work is retrospective in terms of the
analysed period of time and the dynamics having the reference period of years 2015-
2017.

Considering the way in which the indicators are quantified and analysed, another type
of analysis is highlighted, namely quantitative analysis.

To analyse the correlation between profitability and risk, we have chosen four industries
at BVB level: aluminium metallurgy, petroleum extraction, aerospace industry and
petroleum industry. We have selected a total of 17 companies, for each firm has been
calculated a number of indicators such as: turnover (CA), turnover index (ICA),
operating profit (Pe), net profit (Pn), ROA, ROE, ROS and risk indicators, the operating
leverage ratio for operating risk and the leverage ratio for financial risk.

In the case of the analysis of the correlation between profitability and stock market
indices as well as between stock market and risk indicators we used as stock indices:
PER, P/BV and DIVY.

From the bvb.ro site, we downloaded the balance sheet and the profit and loss account
for all the 17 companies, where we calculated for the 2015-2017 the aforementioned
indicators presented in the Annex.

To analyse the correlation between profitability and risk we used the Pearson
correlation coefficient calculated with SPSS program, the analysis being continued with
a simple linear regression model.

The regression model was validated only after it was tested using the F-test and the
ANOVA test generated by the out-of-SPSS window.

69



4. Case study

In the present research paper, we aimed to highlight both the most profitable sectors of
activity and the firms that registered a maximum profit for the time period between
2015-2017 at the level of the selected sample.

According to the annex, 17 Romanian companies listed on the Bucharest Stock
Exchange were selected for the analysis, which include the following fields of activity:
aluminium metallurgy (TMK Artrom, Alro SA, Alum Tulcea, Alumil Rom Industry),
petroleum extraction (Rompetrol Well Services, Dafora, Craiova Drilling Company,
Videle Drilling Company), aeronautical industry (Romaero Bucharest, IAR SA Brasov,
Aerostar SA, Turbomecanica) and the petroleum industry (Rompetrol Refinery,
Petrolexportimport SA, Romgaz SA, Omv Petrom SA, Transgaz SA).

In 2015, in the aluminum metallurgy sector, the company with the highest net profit in
the selected sample was Alum Tulcea, unlike Alumil Rom Industry, which had the
lowest profit. In the following year, Alum Tulcea had a huge profit fall, also reflected
in economic, financial and resource returns, which indicated the inefficiency of asset
use and probably a very high degree of indebtedness in relation to its own resources
financial. Otherwise, Alro SA had a net profit of 67.22 million lei, maintaining a
spectacular evolutionary trend in 2017, reaching a net profit of 317 million lei, and
economic profitability rates (15%), financial profitability (23%) and consumption
(15.4%) expressed the efficiency of the use of financial resources and capital invested
by shareholders.

As far as the analysis of the selected companies in the oil extraction industry is
concerned, in 2015 the highest loss was registered by Dafora (-100.65 million lei), and
the company with a maximum profit was Craiova Drilling Company (8.66 million lei.)
Also, these data are also illustrated in the economic, financial, and resource efficiency
ratios. In 2016, Dafora retained its threshold in the previous year and next year had a
profit of 253.95 million lei due to the correct policies applied at the management level
and the efficient use of the invested capital.

Regarding the aerospace industry, the companies surveyed showed that the most
profitable company in 2015 was Aerostar, while Roamero recorded the lowest profit.
Next, it can be noticed that these companies maintained the same trend in the following
years, Aerostar being the most profitable company in this sector of activity.

The last analysed sector of activity is the oil industry, where we can observe that from
the chosen companies Romgaz SA was the most profitable in the period 2015-2016,
then it was overtaken by OMV Petrom SA, which had policies consistent in terms of
prices and use of stakeholder capital.

Of all selected sectors of activity, the oil industry is emerging as the most profitable
field over the three years under review.

The case study examines the hypotheses presented in the first part of the study that

represent the starting point for this research. So, after collecting and processing the data,
we imported them into the SPSS statistical program and with the correlation function
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we tracked the level and type of correlation between the performance indicators and the
level of the operating and financial leverage coefficients.

The level of correlation between indicators is reflected in the following table:

Table 1. Level of correlation between performance and risk indicators

Correlations
CA Ica Pe Pn ROA ROE
CA | Pearson Correlation 1| .094| .423™| .481™ .020 .061
Sig. (2-tailed) .595 .002 .000 .889 .669
Ica |Pearson Correlation .094 1| .169| .185| .440™| -.283
Sig. (2-tailed) 505 341 296| 009 .105
Pe Pearson Correlation 4237 169 1| 987" 152  -.742
Sig. (2-tailed) .002 341 .000 .288 .958
Pn Pearson Correlation 4817 .185| .987™ 1 161 -.020
Sig. (2-tailed) .000] .296] .000 258 892
ROA |Pearson Correlation .020| .440™| .152| .161 1| -.762™
Sig. (2-tailed) 889] .009| 288 .258 000
ROE |Pearson Correlation .061| -.283| -742| -.020| -.762"" 1
Sig. (2-tailed) 669| .105| .958| 892 .000
ROS |Pearson Correlation .108| 552" .103| .106| .4307"| -.089
Sig. (2-tailed) 451 .001 472 .459 .002 .534
CLE |Pearson Correlation 547 .568 748 .200 671 137
Sig. (2-tailed) 137| 192 207| .160| .707| 337
CLF |Pearson Correlation -.168 .057 .016 742 .013 -.821
Sig. (2-tailed) 238 751] 913| 960 .926] 851

(Source: Own authorship processing with SPSS)

The previous table shows a significant correlation between turnover, turnover index,
operating profit and rate of return on assets as economic-financial performance
indicators and coefficient of operating leverage, indicator used to estimate the operating
risk.

There is also a significant correlation between net profit, return on equity rate and
coefficient of financial leverage, with which financial risk is estimated.

After checking the correlation level, given the fact that significant correlations were
confirmed at the level of the studied indicators, we made a simple linear regression
model having as dependent variable the rate of return on assets (ROA) and as the
independent variable the coefficient of financial leverage (CLF).

In order for the regression model to be significant, we performed a series of tests, one
of which was even the summary model, reflected in the following table:

Table 2. Summary Model
Model Summary®

Model R R Square | Adjusted R Square Std. Error of the Estimate
1 6712 .003 -.017 40.5385%
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(Source: Own authorship processing with SPSS)

It can be observed in the summary model a satisfactory level of significance R,
according to this model, the regression equation has an important significance.
Generally, as R is closer to 1, the more significant the analysis is, the regression
equation expressing the mathematical link between the independent and dependent

variables used.

Another important test for regression validation is the ANOVA test, a significance in
this test having a variable F. The ANOVA test is reflected in the following table:

Table 3. ANOVA Test

ANOVAP
Sum of Mean
Model Squares Df Square F Sig.
1 Regression 234.436 1 234.436 143 7072
Residual 80524.992 49 1643.367
Total 80759.428 50
a. Predictors: (Constant), CLE
b. Dependent Variable: ROA

(Source: Own authorship processing with SPSS)

In the ANOVA test we can say that the level of the F indicator is a significant one
validating as in the case of the summary the regression model we want to achieve. We
consider a significant level of F when it is accompanied by a significance threshold sig
below 5%, in this situation being 0.707% and the F indicator is above the 5% threshold,
in the given situation being 14.3 %.

The last step in achieving the regression equation is to determine the coefficients of
regression, which are presented in the following table:

Table 4. Coefficients of the regression equation

Coefficients

Standardized Coefficients Correlations
Model Beta T | Sig. | Zero-order | Partial | Part
1 | (Constant) .641| .525
CLE .671| .378| .707 671 .671| .671

(Source: Own authorship processing with SPSS)

According to the coefficients presented in the previous table we can say that the form
of the regression equation is:

ROA = 0.671 * CLE + error (7)

Following these studies, it is emphasized that: the hypothesis H, is valid because it
shows the existence of a direct and significant correlation between the economic-
financial performance indicators (economic profitability rate, operating profit, turnover
index) and the operating leverage coefficient and also the hypothesis H,is confirmed
due to the presence of a direct and prominent relationship between the economic-
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financial performance indicators (financial profitability rate, net profit) and the
financial leverage coefficient.

In order to verify and validate the hypotheses 3 and 4, we also conducted a correlation
analysis using the Pearson index between stock indices and economic and financial
performance indicators and also between stock indices and the risks to which
enterprises are exposed.

The correlation between stock market indices and economic and financial performance
indicators is reflected in the following table:

Table 5. The level of correlation between stock indices and economic and
financial performance indicators

Ica | Pe Pn | ROA | ROE | ROS | PER | P/Bv | DIVY

PER | Pearson -

Comantion | 238|087 | (00| 010| 784| 052| 1| 060 -,099
SI9- (2= | 1761 70g| 815| 045 035| 717 693| 529
tailed)

N 34| 51| 51| 51| 51| 51| 51| 46| 43

P/Bv | Pearson | oo ga0| 065 | 155 | 176 | 246| 060 1| -065

Correlation

Sig. (2-

; 114 | 599 | 667 | ,303| ,242 | ,099| ,693 ,680
tailed)

N 30 46| 46 46 46 46 46 46 43

DIVY | Pearson

Correlation

Sig. (2-

; ,682 | ,400| 456 | ,746| ,655| ,458 | ,529| ,680

tailed)

N 28 43| 43 43 43| 43 43 43 43
(Source: Own authorship processing with SPSS)

,081| ,132| ,117| ,051| ,070| ,116| -,099 | -,065 1

At the level of the stock-market indicators in correlation with the economic and
financial performance indicators, there is a direct, significant relationship between PER
and ROE, the Pearson index being 0.784 with a sig below 0.05. For other indicators,
correlations are weak, insignificant.

The hypothesis number 3 is therefore partially validated, the significant correlation
being encountered in only two of the analysed situations.

The correlation between stock indices and risk indicators is reflected in the following
table:

Table 6. Level of correlation between stock indices and risk indicators

PER | P/Bv DIVY CLE CLF
PER Pearson Correlation 1| ,060 -,099 | ,681 ,292
Sig. (2-tailed) ,693 ,529 | ,028 ,093
N 51 46 43 34 34
P/Bv Pearson Correlation ,060 1 -,065| ,124 -,012
Sig. (2-tailed) ,693 ,680 | ,515 ,948
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N 46 46 43 30 30
DIVY | Pearson Correlation -,099 | -,065 1| ,234| -513(**)
Sig. (2-tailed) 529 | ,680 ,230 ,005
N 43 43 43 28 28
CLE Pearson Correlation ,681| 124 ,234 1 ,117
Sig. (2-tailed) ,028 | 515 ,230 ,508
N 34 30 28 34 34
CLF Pearson Correlation 292 | -012| -513(**)| ,117 1
Sig. (2-tailed) ,093 | ,948 ,005 | ,508
N 34 30 28 34 34

(Source: Own authorship processing with SPSS)

From the correlations shown in the previous table, there is a significant direct
correlation between PER and the operating risk (CLE) and a significant reverse
correlation between DIVY and financial risk (CLF).

Considering these correlations, we can say that the fourth hypothesis is partially
validated, the Pearson index being significant in only 2 of the 6 correlations analysed.

5. Conclusions

The analysis at the level of the companies listed on the Bucharest Stock Exchange
specific to the four activity sectors has shown us that there is a close link between the
economic-financial performance and the risks. Thus, using the Pearson index calculated
with SPSS, we determined the type of link and its intensity between the indicators:
turnover, the turnover index, the operating profit, the net profit, the economic
profitability rate, the financial rate of return, the rate of return sales profitability and
risk coefficients. It found out that there are significant direct links.

At the level of economic profitability, a significant relationship was demonstrated in
relation to the operating leverage ratio, which is used for the estimation of the operating
risk.

At the level of financial profitability, a significant correlation was established with
respect to the leverage ratio, the indicator used in the bankruptcy risk assessment.

Thus, due to the existence of these significant links, a simple linear regression model
consisting of the Economic Return Rate (ROA), the dependent variable and the CLF,
independent variable, and the tests performed using the summary model and the
ANOVA test validated regression model applied.

Therefore, the hypotheses H; and H,, according to which there are strong correlations
between the performance and risk indicators, are confirmed, the case study being
decisive in their validation.

At the level of the stock indices in correlation with the economic and financial

performance indicators, there is a direct, significant relationship between PER and
ROE, with hypothesis H5 being therefore partially validated.

74



There was a significant direct correlation between PER and the operating risk (CLE)
and a significant backward correlation between the DIVY and the financial risk (CLF),
in which case the fourth hypothesis (H,) was partially validated.
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Abstract: The viability of the investment decision, inscribed at least from a
theoretical point of view in the sphere of rationality, is affected by the asymmetry of
information. Mitigation of its incidence involves the analysis of economic and financial
indicators, as signals with an impact on investors' perception towards the degree of
success of a company, materialized in a certain value that they attribute to it. This study
examines the effect of quality of management on firm value on a sample that includes
all the companies from EU firms operating in the transport industry, with available
data for the 2010 - 2018 (a number of forty-one). The mean value of Tobin’s q
calculated at the sample level is subunit. As a result, it has been found out by panel
data analysis that there is a significant and positive relationship between ROA and firm
value. We studied how different ways of calculating ROA influence value. Companies
in the transport industry have high debt rates, which are perceived favorably on the
market. No significant relationship has been detected between g ratio and the liquidity,
and also size of company. We mention the inconsistency of the communication policy,
the signals issued by the companies in the transport industry, as attributes of the
management quality, arousing the interest with priority for the takeover by the
competitors than for purely financial reasons for the investment.

Keywords: Value, profitability, liquidity, leverage.
1. Introduction

The decision-making process in a broad sense, circumscribed by the complexity of the
issue and the contextual dynamics, involves information. The efficiency of the decision
depends on the quality of the information, which ensures an increase in the expected
utility. Asymmetric information generates the risk of adverse selection processes and
the risk of moral hazard in substantiating the decision. The application of the
perceptions of the signal theory ensures the diminution of the information asymmetry
between the parts. Included in the company's financial communication, this strategy
aims to attract or retain capital investors. The main relevant signals on the economic
and financial performance of a company include profitability, liquidity and financial

policy.

The basic financial assumption in modern corporate finance is value creation. From a
traditional financial perspective, the value of the company is related to shareholders
’value. Firm valuation is a major objective in substantiating the capital investment

5 Corresponding author: Department of Financial and Economic Analysis and Valuation, Bucharest
University of Economic Studies; 6 Piata Romana, 1% District, Bucharest, 010374 Romania;
stefania.curea@ase.ro
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process and in assessing the efficiency and the opportunity of capital investment,
representing their perception towards the degree of success of a company.

Value is an abstract, subjective concept, customized at the individual level. The
evaluation of a company is a complex process, which takes into account a series of
quantifiable and non-quantifiable variables, with fluctuating evolutions, given that "a
random evolution has no memory beyond where it is now" (Wilmott, 2002: 78). The
value of the company can be determined based on the data reported in the financial
statements, as book value, affected by historical costs, by the accounting policies
adopted by the company regarding the recognition and valuation of patrimonial
elements, by the degree of prudence, as a value based on discounted cash flows, as
market value, resulting from the ability to generate sustainable profit, the market
mechanisms but also from the image of the company, as value in special cases
(liquidation, division, etc.). "Value has been viewed from the perspective of analysis
and evaluation, but not necessarily in the context of managerial decisions and strategies
that underpin any business™ (Helfert, 2006: 377).

The researches highlight the major role of management, which must impose a set of
values and constantly adapt operational strategies and practices. Transforming a good
company into an excellent one supposes the pre-eminence of leadership even in relation
to technology, which can accelerate transformation but cannot determine it (Collins,
2017). The quality of management must materialize in an added value adequately
distributed to all stakeholders: investors, customers, employees, communities.
Reconsidering the way of assessing corporate performance in the context of assuming
social responsibility involves including the perspective of stakeholders in defining
value creation. Social pressure and the need to be involved in environmental protection
impose new dimensions in the strategic management of companies. Assuming the
desideratum of sustainable development materializes in addition to value for
companies, validated by market value, generating gain to shareholders (figure 1).

Figure 1. The quality of management in the evaluation of the company

| f quality of management i l

book information market

value value
t ; preserving the essence and stimulating progress ; |

The correlative analysis of the values determined from the two perspectives reveals the
existence of the following situations: the book value higher than the market value, if
the financial market values the company below its value reported in the financial
statements (the company's shares are sold at a discount), can be both a signal of losing
the investor confidence in its ability to generate profits and cash flows in the future, and
a reference for investors who want to take over the company; the book value equal to
the market value, if the market perception of the company is similar to that reflected by
the financial statements; the book value less than the market value, if the market assigns
a higher value to the company, the reasoning including estimated future of performance
and of goodwill.
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The motivation of our research lies in the need to identify the correlation between value
creation, evaluated based on Tobins’Q, and the quality of company management, as a
signal that reduces information asymmetry, in order to establish the level of
attractiveness of investors for companies in the sector and the determinant signals. A
high value of the company, materialized in a stronger stock market price, highlights the
ability of managers to generate prosperity to shareholders. The purpose of this approach
is to analyze the relationship between the value of the company and profitability,
liquidity, financial policy, in correlation with the size of the company. The analysis
method that we used is the regressive method. As a result, it has been found out a
significant and positive relation between ROA, debt ratio and firm value. No significant
relation has been detected between g ratio and the liquidity, and also size of company.

2. The value of the company and the quality of management
2.1. Literature review

One of the most used tools to measure value is Tobin’s Q, as an expression of the
relationship between market valuation and intrinsic value. A company create value if
the return of the investment is greater than the cost of investment. Consider alternate
firm value measure, Q ratio is a relevant reference for investment opportunities. “If, at
the margin, q exceeded unity, firms would have an incentive to invest, since the value
of their new capital investment would exceed its cost. It is clear that if all such
investment opportunities were exploited, the marginal value of q should tend toward
unity” (Lindenberg and Ross, 1981: 2).

The method of determining this indicator has been deepened in the literature with
several references in this regard: considering the book value of the total assets of the
firm as replacement value of the assets, subject to the evaluation of intangible assets,
the L-R algorithm (Lindenberg and Ross, 1981), the approximate Q established by
Chung and Pruitt (1994).

Numerous studies have focused on Q ratio and its importance at the managerial level:
corporate governance and firm value, detailing the impact of corporate social
responsibility (Jo and Harjto, 2011), the significance of board diversity (Carter et al.,
2003), and board size (Mak and Kusnadi, 2005), a ownership structure (Lins, 2003;
Wei, Xie and Zhang, 2005), with the introspection of the extent to which family
ownership, control and management affect firm value (Villalonga and Amit 2006) or a
single large blockholder or a set of dispersed smaller blockholders is better for firm
value (Konijn et al., 2010); corporate diversification and firm value (Lang, and Stulz,
1994); the value of enterprise risk management (Hoyt and Liebenberg, 2011). Also, the
Tobins'Q is an alternative solution to measure the firm performance, being determined
as an investment gain validated by the market in relation to the investment effort
(Wernerfelt and Montgomery, 1988; Lang et al., 1989; Bharadwaj et al., 1999; Cheng,
2008; Servaes, 1991).

Our contribution consists in identifying the correlation between value creation,
evaluated on the basis of Tobins’Q and the quality of the company’s management, as a
signal that diminishes the information asymmetry. The viability of managerial
decisions is assessed in this study by profitability, liquidity, and financial structure,
correlated with company size.

78



The profitability of a company is a relevant signal of its performance and the ability to
remunerate the capital investment made by shareholders. The concretization of the
potential of this gain depends on the dividend policy adopted, under the incidence of
ownership structure. Companies with high and growing profits are perceived as being
able to use resources efficiently, arousing the interest of capital investors, generating
an increase in stock prices, of the value of the company. Empirical studies have
emphasized the existence of a significant positive relationship between profitability,
assessed on the basis of ROA or ROE, and the value of the company (Hermuningsih,
2014), measured with g ratio (Sucuahi and Cambarihan, 2016; Bidhari, 2013). Also,
the magnitude of the effect on Tobin's Q on ROA of 14.6% is highlighted (Alghifari et
al., 2013). According to Wang (2002), firms with g> 1 have significantly higher ROA
and ROE than firms with g<1.

The concept of liquidity is approached differently in economic theory. Thus, in the
accounting framework, liquidity refers to the ability of assets to be converted into cash.
In financial theory, liquidity refers to the company's ability to pay its current debts.
High liquidity is a signal of the company's ability to pay its due debts in the short term,
providing potential investors with information on managerial performance. Companies
that can pay their short-term debts at maturity are considered by potential investors as
not presenting financial problems, as a possible investment alternative, and by creditors
as solvent partners. The relationship between liquidity and Tobin's Q was studied by
Lang and Maffett, 2011. Firms with g> 1 have significantly lower cash conversion cycle
than firms with g <1 (Wang, 2002).

The financial structure reveals the extent to which a company uses debt or equity to
finance its assets, with impacts on the value of the company. The optimal financing
structure aims at the ratio between debt and equity that minimizes its cost of capital and
maximizes a company’s market value. The impact of indebtedness on the value of the
company is an important and controversial issue in the theory of financial decision.
Complementarily, the empirical studies highlight the existence of positive or negative
relations between indebtedness and the value of the company, significant or
insignificant statistically, in different countries, sectors of activity, under the incidence
of certain hypotheses, etc. The various researches in the field of financing highlight the
orientation towards certain categories of sources, mentioning the specific advantages
and disadvantages, capitalized, respectively attenuated depending on their accessibility.
The trade-off theory of leverage establishes the financing structure, which ensures the
balance between the benefits of debt financing (tax advantages) with higher cost
(interest rates and bankruptcy), and is based on the Modigliani-Miller theory. The
pecking order theory does not imply the existence of an optimal financing structure, but
of a preference in the order of appealing to various sources of financing. This theory
considers the information asymmetry between different investors that affects the choice
between internal and external financing and between debt and equity (Myers, 1984).
Reducing the asymmetry of information implies the priority use of internal sources,
generated by the company (reinvested profit), and in the case of recourse to external
sources, use with priority debts and then equity. Leverage, the ratio used to measure the
level at which the company's assets are financed by debt, reveals the company's ability
to manage its debts in order to finance its assets, constituting a signal of the performance
and of the confidence of various creditors in the company's solvency. In addition, high
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leverage overhang companies diminish the ability of managers to invest in net present
value generating projects.

Thus, the highly levered company exploits to a lesser extent the growth opportunities
compared to the companies with low leverage, affecting its development potential.
Jensen (1986) studied the problem of over-investments, resorting to indebtedness under
conditions of sufficient self-financing creating pressure on managers to invest in less
successful projects. Lang et al. (1996) highlighted the existence of a negative
relationship between leverage and growth for low “q” companies. The consideration of
taxation implies a negative relationship between dividends and the value of the
company, and a positive relationship in terms of indebtedness. Fama and French (1998)
demonstrated that dividends and indebtedness are signals of firm performance, which

obscures any tax effects of financing decisions.

Large companies benefit from portfolios of activities structured on strategic segments
generating resources that can be allocated in order to increase profitability at the
company level.

2.2. Research methodology

2.2.1. Sample and data

The data was collected from the ORBIS Database and covers the period between 2010
and 2018, with annual frequency. The sample includes all the companies from UE (a
number of forty-one) publicly listed companies and formerly publicly listed companies,
with available data for the entire period, in the land transport and transport via pipelines,
water transport and air transport.

Table 1 shows the distribution of these companies according to the specific sector,
based on the declared NACE Rev. 2 code, and their origin countries. The number of
companies from each sector is variable, from nine (51 - Air transport) to 16 (49 - Land
transport and transport via pipelines and 50 - Water transport). Our research investigates
these companies from the EU countries: Belgium (BE), Cyprus (CY), Germany (DE),
Denmark (DK), Estonia (EE), Finland (FI), France (FR), Finland (FI), Great Britain
(GB), Greece (GR), Croatia (HR), Ireland (IE), Italy (IT), Lithuania (LT), Luxembourg
(LU) and Sweden (SE) (table 1).

Table 1. Selected sector, number of companies and origin countries

NACE Number of - .
Sector . Origin countries
Rev. 2 companies
49 Land transport and 16 BE, CY, DE, FR, GB, IT,
transport via pipelines LT
50 Water transport 16 BE, DE, DK, EE, FI, FR,
GB, GR, HR, LU, SE
51 Aiir transport 9 DE, FI, FR, GB, GR,HR,
IE, SE

(Source: Elaborated by the authors)

2.2.2. Measurement and Research Model
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The analysis method that we used is the regressive method. The general form of a
regression equation can be presented in the following way:
Yie = a+ B xie + 6 +viete, 1)
where:
yic — the endogenous variable
a — intercept
B — the coefficients of the equation
x; — the exogenous variables
dit, vi. — the cross-section or the period specific fixed or random effects
g, —the residue,
for i=1,2,.....m (cross-sectional units) and t=1,2,...n (period)

In the elaboration of the multifactorial model, for identifying the influence of the factors
on changing the value of the resulting indicator, we examined the following endogenous
characteristic: y — Tobin Q ratio (%).

We included in the model those factors which have a significant influence on Tobin Q
ratio, respectively:

x1— Total debt ratio (%);

x2 — Current ratio (%);

x3 — Size of company;

x4 — Return on assets (%).

The efficiency of the capital investment is assessed on the basis of the generated gain,
respectively of the net profit, as a potential source of dividends, calculating the financial
rate of return (ROE). In order to evaluate the profitability, in this paper it was chosen
to use ROA, as it was included in the model the debt rate to determine the impact of
financing on value. This allows the correlative assessment of the two determinants of
ROE, eliminating the redundancy of the impact of indebtedness on the value of the
company. Also, the results of our previous research pointed out the lack of a
strategically significant correlation between g ratio and ROE in the EU transport
industry.

Regarding the calculation of ROA, we will analyze the differences that appear in the
size of the indicator, as well as in relation to the q ratio. In the literature it is
recommended to calculate the ROA as a ratio between net profit and assets. This rate
highlights the performance of using the capital invested in the company's activity. To
ensure information content relevant to this rate, we will eliminate the impact of taxation
as a variable exogenous to management, and we will provide a similar treatment to the
cost of capital, treating interest and dividends similarly. This ensures the neutrality of
financial policy in assessing the efficiency of the use of assets, this rate being
independent of the method of financing. Although the elimination of taxation,
necessary in assessing investor earnings, with effect on the share price and value of the
company, can be considered a limitation of the approach in the context of studying the
impact of profitability on investor behavior, we consider this option relevant to address
the impact of management decision quality.

The abbreviations used in the model for these variables and their calculation are
described in table 2.
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Table 2. The abbreviations of the variables used to apply the correlational-
regressive method and their calculation

Variables Abbreviations Calculation
Tobin Q ratio TQ Market value/Total assets
Total debt ratio TDR Total debt/Total assets
Current ratio CR Current assets/Current liabilities
Total assets LNTA Natural logarithm of total assets
Return on assets ROA1 Net income/Total assets
ROA2 EBIT/Total assets

(Source: Elaborated by the authors)
2.3. Empirical findings

The analysis of the transport industry reveals an undervalued of companies in the EU,
the mean value of q ratio being subunit (0.705). A first objective of the empirical study
is to determine the correlations between the selected variables. Table 3 highlights the
results of the analysis.

Table 3. Covariance Analysis
Covariance Analysis: Ordinary
Included observations: 368
Balanced sample (listwise missing value deletion)

Correlation TQ TDR CR LNTA ROAl ROA2
TQ 1.000000
Probability — -----

TDR -0.110470 1.000000
Probability — 0.0341  -----

CR 0.043600 -0.473483 1.000000
Probability  0.4043  0.0000  -----

LNTA -0.082427 0.108753 -0.279624 1.000000
Probability = 0.1144  0.0370 0.0000  -----

ROA1 0.194192 -0.194882 0.192528 0.184651 1.000000
Probability ~ 0.0002  0.0002 0.0002 0.0004  -----

ROAZ2 0.256052 -0.1000720.120030 0.157253  ----- 1.000000
Probability =~ 0.0000 0.0551 0.0213 0.0025 -—---

(Source: Elaborated by the authors)

In the transport industry, high values of g ratio are associated with high values of
economic profitability and liquidity rate, as well as low values of indebtedness and
company size. From the point of view of the degree of association, we found the
existence of a weak connection between the variables. Statistically significant
correlations (p <0.05) are identified between g ratio and total debt ratio, return on assets,
between total debt ratio and liquidity, size of company, return on assets, between
liquidity and company size, return on assets, and between the size of company and
return on assets. According to pecking order theory, companies with low liquidity have
a high debt ratio. Contrary to this theory, large companies (which should generate
significant internal sources and have negative correlations with the debt ratio and
positive with liquidity), present an atypical situation in the transport industry. On the
other hand, large companies generate high returns. There is an inverse correlation
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between operational and financial performance, low ROAs being associated with high
borrowing rates.

In order to determine the regression equation, the collected data were processed by
using the EViews programme, the Ordinary Least Square (OLS) regressive analysis
method with corrections for the fixed effects of panel data. This method indicates the
way in which an endogenous variable evolves based on changes in one or more
exogenous variables, being relevant for our analysis. Quantitative variable was
normalized by logarithmation.

The first stage in the elaboration of a panel consists in establishing if the regression is
a regular or a panel one. For this purpose we used the Redundant Fixed Effects test
(table 4 and table 5). The probabilities associated to these two tests that evaluate the
common significance of the effects of the transversal section (Cross-section F and
Cross-section Chi-square) are 0.0000, which suggests that a null hypothesis, according
to which individual effects are redundant, must be rejected, which means individual
effects can be included.

Table 4. Results of Redundant Fixed Effects Tests — model 1

Effects Test Statistic d.f. Prob.
Cross-section F 15.993293 (40,323) 0.0000
Cross-section Chi-square 401.901066 40 0.0000

(Source: Elaborated by the authors in the Eviews programme)

Table 5. Results of Redundant Fixed Effects Tests — model 2

Effects Test Statistic d.f. Prob.
Cross-section F 15.675656 (40,323) 0.0000
Cross-section Chi-square 397.012113 40 0.0000

(Source: Elaborated by the authors in the Eviews programme)

The next stage consists in making a selection between fixed and random effects. For
this purpose, we used the Hausman test. This test (table 6 and table 7) highlights a
probability associated to the chi-square lower than 0.05 (0.01548 — model 1 and
0.01452 — model 2). Consequently, the null hypothesis according to which the random
effects model is preferred in the detriment of the fixed effects model is rejected, which
means that the most appropriate method is the OLS method, with corrections for the
fixed effects of the panel data.

Table 6. Results of the Hausman test of the model 1

Chi-Sq.

Test Summary Statistic Chi-Sq. d.f. Prob.
Cross-section random 6.663088 4 0.01548
Cross-section random effects test comparisons:
Variable Fixed Random Var (Diff.) Prob.
TDR 0.347365 0.204251 0.004490 0.0327

CR -0.017942  -0.018932 0.000024 0.8393
LNTA -0.023886  -0.028197 0.001309 0.9052
ROA1 0.748069 0.737495 0.001348 0.7733

(Source: Elaborated by the authors in the Eviews programme)
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Table 7. Results of the Hausman test of the model 2

Chi-Sq.

Test Summary Statistic Chi-Sq. d.f. Prob.
Cross-section random 6.829552 4 0.01452
Cross-section random effects test comparisons:
Variable Fixed Random Var (Diff.) Prob.
TDR 0.311250 0.172507 0.004223 0.0328

CR -0.023787  -0.023858 0.000025 0.9888
LNTA -0.031300  -0.031090 0.001297  0.9953
ROA2 1.019105 1.025366 0.002640 0.9030

(Source: Elaborated by the authors in the Eviews programme)

To validate the correctness of the model we carried out the following cointegration
tests: Pedroni Residual Cointegration Test (table 8 and table 9) and Kao Residual
Cointegration Test (table 10 and table 11).

Table 8: Pedroni Residual Cointegration Test — model 1
Pedroni Residual Cointegration Test
Series: TQ, TDR, CR, LNTA, ROA1
Sample: 2010 2018
Included observations: 369
Null Hypothesis: No cointegration
Trend assumption: No deterministic intercept or trend
Automatic lag length selection based on SIC with a max lag of 0
Newey-West automatic bandwidth selection and Bartlett kernel
Alternative hypothesis: common AR coefs. (within-dimension)

Weighted
Statistic Prob. Statistic Prob.
Panel v-Statistic -332.6127 1.0000 -1.453360 0.9269

Panel rho-Statistic 3.038136  0.9988 2.688463  0.9964
Panel PP-Statistic -2.053026 0.0200 -2.587916  0.0048
Panel ADF-Statistic -1.658826 0.0486 -2.187490 0.0144
Alternative hypothesis: individual AR coefs. (between-
dimension)
Statistic Prob.
Group rho-Statistic ~ 4.577159  1.0000
Group PP-Statistic ~ -4.321343  0.0000
Group ADF-Statistic -2.634976  0.0042
(Source: Elaborated by the authors in the Eviews programme)

Table 9: Pedroni Residual Cointegration Test — model 2
Pedroni Residual Cointegration Test
Series: TQ, TDR, CR, LNTA, ROA2
Sample: 2010 2018
Included observations: 369
Null Hypothesis: No cointegration
Trend assumption: No deterministic intercept or trend
Automatic lag length selection based on SIC with a max lag of 0
Newey-West automatic bandwidth selection and Bartlett kernel
Alternative hypothesis: common AR coefs. (within-dimension)
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Weighted
Statistic Prob. Statistic Prob.

Panel v-Statistic -381.4429 1.0000 -1.964910 0.9753
Panel rho-Statistic 3.627227 0.9999 2.998511  0.9986
Panel PP-Statistic -2.646240 0.0041 -6.903844  0.0000
Panel ADF-Statistic  -1.935922  0.0264 -5.139135  0.0000

Alternative hypothesis: individual AR coefs. (between-dimension)
Statistic Prob.

Group rho-Statistic 4.931262 1.0000
Group PP-Statistic -11.51473  0.0000
Group ADF-Statistic  -5.847732  0.0000

(Source: Elaborated by the authors in the Eviews programme)

Table 10. Kao Residual Cointegration Test — model 1

Kao Residual Cointegration Test

Series: TQ, TDR, CR, LNTA, ROA1

Sample: 2010 2018

Included observations: 369

Null Hypothesis: No cointegration

Trend assumption: No deterministic trend

Automatic lag length selection based on SIC with a max lag of 1
Newey-West automatic bandwidth selection and Bartlett kernel

t-Statistic Prob.
ADF -3.599256 0.0002
Residual variance 0.032583
HAC variance 0.027254

(Source: Elaborated by the authors in the Eviews programme)

Table 11. Kao Residual Cointegration Test — model 2

Kao Residual Cointegration Test

Series: TQ, TDR, CR, LNTA, ROA2

Sample: 2010 2018

Included observations: 369

Null Hypothesis: No cointegration

Trend assumption: No deterministic trend

Automatic lag length selection based on SIC with a max lag of 1
Newey-West automatic bandwidth selection and Bartlett kernel

t-Statistic Prob.
ADF -3.240366 0.0006
Residual variance 0.031974
HAC variance 0.026689

(Source: Elaborated by the authors in the Eviews programme)

Since the values of p (Prob.) are lower than 0.05 in most of the tests that were carried
out (Panel PP-Statistic, Panel ADF-Statistic, Group PP-Statistic, Group ADF-Statistic,
ADF), the null hypothesis, according to which there is no cointegration, can be rejected

and as a result the series are cointegrated.

The results of the estimates for the regression equation are presented in table 12 and
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Table 12. Results of the regression- model 1

Dependent Variable: TQ

Method: Panel Least Squares

Sample: 2010 2018
Periods included: 9

Cross-sections included: 41
Total panel (unbalanced) observations: 368

Variable Coefficient Std. Error t-Statistic  Prob.
C 0.648827 0.333935 1.942976 0.0529
TDR 0.347365 0.140856 2.466103 0.0142
CR -0.017942 0.014915 -1.202894 0.2299
LNTA -0.023886 0.042953 -0.556098 0.5785
ROA1 0.748069 0.192856 3.878897 0.0001
Effects
Specification
Cross-section fixed (dummy variables)
R-squared 0.684539 Mean dependent var 0.684159
Adjusted R-squared  0.641566S.D. dependent var 0.333645
S.E. of regression 0.199751Akaike info criterion  -0.269353
Sum squared resid 12.88789Schwarz criterion 0.208538
Log likelihood 94.56087Hannan-Quinn criter.  -0.079491
F-statistic 15.92950Durbin-Watson stat 1.006881

Prob(F-statistic)

0.000000

(Source: Elaborated by the authors in the Eviews programme)

Table 13. Results of the regression- model 2

Dependent Variable: TQ

Method: Panel Least Squares

Sample: 2010 2018
Periods included: 9

Cross-sections included: 41
Total panel (unbalanced) observations: 368

Variable Coefficient Std. Error t-Statistic ~ Prob.
C 0.701535 0.330776 2.120873  0.0347
TDR 0.311250 0.137031 2.271383 0.0238
CR -0.023787 0.014919 -1.594471  0.1118
LNTA -0.031300 0.042622 -0.734357 0.4633
ROA2 1.019105 0.218630 4.661329  0.0000
Effects
Specification
Cross-section fixed (dummy variables)
R-squared 0.690654 Mean dependent var 0.684159
djusted R-squared 0.648514S.D. dependent var ~ 0.333645

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

0.197806 Akaike info criterion -0.288927

12.63807Schwarz criterion

0.188964

98.16252Hannan-Quinn criter. -0.099066

16.38949Durbin-Watson stat
0.000000

0.994098

(Source: Elaborated by the authors in the Eviews programme)
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From the obtained results we can see that R-squared is of approximately 68% - model
1 and 69% - model 2, which indicates a high correlation between the Tobin Q ratio and
the independent variables included in the models.

Return on assets has a significant positive effect on the q ratio, regardless of the
calculation method, finding an increase in impact in the second model which considered
exclusively the efficiency of the use of assets independent of their financing method
and incidence of taxation. Interest and taxation similarly affect all the capital
investments in a given market. The differences between the interest and taxation in the
countries of origin of the analyzed companies, considered to be advantageous, can be
counteracted by additional risks or by the asymmetry of inherent information. An
efficient asset management ensures a higher profit for the shareholders, with a
concretization in the increase of the share price and of the company's value. Thus, the
correlation between accountancy-based measures of performance (return on assets) and
measures of company value is studied, the operational efficiency being a favorable
signal on the capital market, which can increase the Tobin Q ratio, amplifying the
attractiveness for investors.

The results also show that for the full sample of firms leverage increase firm value,
identifying a statistically significant effect. Firms with a high debt ratio are perceived
as having a capacity to manage their debts, as well as a high credibility in relation to
various categories of creditors. The fact that banks as important participant on the
capital market grant loans to these companies is a strong signal for other investors.
However, the analysis reveals a reluctance to invest in the shares of transport
companies, with sub-unit values of the Tobin Q ratio, which signals the low interest of
investors. The ratio between profitability and cost of capital does not support risk-taking
compared to other investment opportunities.

We did not identify a statistically significant effect of company size and liquidity on
company value. The size of the company is inversely related to firm value, which
reveals that the decision to invest in various projects did not lead to an increase in
shareholder value.

3. Conclusions

In this study we analyzed the relationship between the quality of management,
evaluated by indicators such as return on asset, liquidity, debt ratio, correlated with the
size of companies, and the value of the company. The EU transport industry is
characterized by an undervaluation of companies, with average values of g ration
subunit. Tobin’s q is the proxy for growth opportunities in most existing studies,
including this paper, with subunit value being a favorable signal for investors,
especially competing companies for takeover. The efficiency of the use of assets is the
variable with the greatest influence, an increase with a unit of it generating an increase
of g ratio with 0.75, respectively 1.02, under the conditions of a p<0.05. According to
the agency theory, leverage influences firm value, which is closely related to Tobin’s
g. The companies in the transport industry present high indebtedness rates, perceived
favorably on the market, an increase with one unit of it determining increases with 0.35,
respectively 0.31 a g ratio. For managers and investors this rate must be high. Also, the
growth opportunities are determinants of leverage. Liquidity rates are on average below
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the level considered as insurer, without being a relevant signal on the market (p > 0.05).
In general, the size of the company influences the investor's expectation of dividend
from the company. In this study, the size of the company, estimated based on the value
of total assets, does not statistically significantly influence the market perception of the
company.

The quality of management is perceived by creating synergies between different
decisional variables, by managing the risks related to the activities carried out, the
operational and functional parameters.

The development of the research aims at analyzing the impact of accounting methods
on the performance determined on the basis of accounting data and its impact on the
market value of the company.
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Abstract:

Idea: Cultural and institutional background impacts on decision making of business
corporations. In this paper we investigate difference s in opinions of managerial role
and importance of accounting information between the regions whilst reflecting their
traditions and cultural backgrounds.

Data and Tools: We employ questionnaire research on a sample of 97 young adults
(students) from three regions to assess differences and similarities in their opinions.
What’s new: In this paper we focus on cultural specifics as a factor influencing the
process of solution of managerial tasks and understanding of accounting information
So what: We have found, that cultural differences are important factor that influences
managerial decision-making.

Contribution: Our empirical research has confirmed that there are many differences in
the perception of the managerial functions and financial decision-making embedded in
different cultures impacting the managerial decision-making and solutions of business
questions. Taking in account the differences in opinions we claim that the power of
implicit (tacit) cultural influences needs to be taken into consideration.

Keywords: Decision making, cultural and institutional background, cultural
differences, financial information, capital markets.

1. Introduction and motivation

In this paper we concentrate on cultural specifics as a factor influencing the process of
solution of different managerial tasks (Mamukwa, 2020). The process of financial
reporting harmonization as a part and a base of the economic integration, using a set of
international financial reporting standards (IFRS), has to face many obstacles. The
original intention of IFRS was intended to become transnational rules which would
produce unified, transparent, comparable and reliable information useful for economic
decisions of investors around the world. In fact, being implemented into national
environments, the originally supranational standards acquired the national elements and
specifics and the resulting information is far away to meets these requirements. Our
contribution tries to contribute to a broad discussion concerning the reasons of this
problem and possible solutions (Alexander and Nobes, 2001, Tsakumis, 2007, Daske
et al., 2013, Strouhal et al., 2014, Jindfichovska and Kubic¢kova (2017), Kubickova
(2019), Roman et al., 2019, El-Helaly et al., 2020 and others.

The theoretical framework of this paper is based on agency theory and institutional
theory as well as on theory of developmental psychology. Great importance in

 Corresponding author: Department of International Business, Metropolitan University Prague,
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decision-making in today’s globalized world is played by cultural differences between
regions and different managerial decision-making styles determined by particular
cultures and ethnics. In our research we have tried to expand the recent researches using
the knowledge and the attitudes of the social psychology and developmental

psychology.

The ways of solution of economic and financial tasks on the various level of
management do not depend only on the personal prerequisites in the form of knowledge
and experiences, acquired during the school study. These approaches are affected by
personal views, assessments, values, approaches and evaluations acquired during the
process of personal and social development. This development takes place in the
immediate surroundings, i.e. in the family circle and its ties to wider or closer social and
cultural environment. These statements are based on the findings of social psychology
(Ashmore at al., 2001). Social psychology considers the process of acquiring social
identity as an integral part of the process of adolescence of each individual. During this
process, the adolescent adopts the values, opinions, norms of behavior that form the
basis for his integration into society. In this context, social identity is perceived as the
granting of social identity, as a way and condition of accepting a newcomer into a group.
According to social psychologists and anthropologists, this is a universal motif common
to all cultures (Jenkins, 2014; Malina, 2011, VVagnerova, 2010, Jensen, 2003; Jensen,
Arnett, and McKenzie, 2011). Jensen goes on to say that shaping adolescents' cultural
identities intersects with religion and morality in many ways, because religious beliefs
and behaviors are often key elements in understanding their cultural identity. Detailed
and well structured analysis of development of social and cultural identity during young
adulthood is provided by Heluz, 2018, who speaks about the inner acceptance of norms
and values and acquisition of social roles. Heluz (2018, pp 250-255). He explains the
concepts of acceptance of norms and values, development and education. Similarly,
detailed characteristic has been provided also Smekal (2004, pp. 402-405).

Important elements of cultural identity are family and communal duties or observance
of spiritual rules or the concept of autonomy and independence, cultural identity is the
center of shaping the identity of adolescents (Kroger, 2004, Erikson, 2007, Yampolsky,
Amiot and de la Sablonniere 2016).

To disclose the differences in the views and in the ways of solution of typical
managerial tasks became an incentive of our research. In line with the social psychology
we supposed the differences are rooted in different cultural environments as a part of
everyday life of persons, families and their members. As respondents of our
questionnaire we have chosen students of the first year of university study. We want to
reveal the differences in their views on the importance of financial information and in
the ways of solution of typical managerial tasks.

We expected that the approaches of the students groups coming out from different
cultural backgrounds will differ due to influence of their cultural backgrounds. We posit
that cultural specifics permeate the managerial decision-making process and influence
accepted solutions (Gatley, Lessem and Altman, 1996; Carr and Tomkins, 1998 and
Aggarwal and Goodell, 2014, and Lam, 2000).

The role of culture in financial decision-making was investigated by Karolyi (2016) and
Aggarwal and Goodell (2014), Bedendo, Garcia-Appendini and Siming (2020). The
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research highlights that the decisions are amended according to the cultural background
of the investment manager from the role played by other country-specific factors.
Authors Frost, Moore, Louis, Lundberg and Martin (1985) investigated in their broad
enquiry into organizational culture the point whether culture has anything to do with the
meaning of life in the workplace and/or with organizational effectiveness and how is an
organizational culture influenced by and has an impact on the immediate environment
within which organizations operate. Cultural differences and their impact on financial
reporting harmonization process e.g. Alexander and Nobes, 2001, and their followers.

This paper aims to prove that the perception of selected areas of company’s management
differs in different regions and that there are many differences both in the perceived
status of managerial positions, the importance of financial data and its manipulation in
different national environments. These differences in perception serve as confirmation
of the above-mentioned cultural conditioning of the managers” and companies’
behavior. This research is based on the selected results of recent research executed by
Kubickova, Jindfichovskd, Lorinczova and Nuli¢ek (2020) and prior research by
Jindfichovska and Kubickova (2016), Kubickova and Nulic¢ek (2019), and Kubickova
(2019).

2. Method

The investigation was performed in the Fall semester of the academic year 2019/2020
at the Faculty of Economics and Management of the Czech University of Life Sciences
in Prague (Czech Republic). It was performed with the use of the questionnaire. The
respondents were the students at the beginning of their studies who have just recently
arrived to the Czech Republic. The respondents were divided in the three groups
representing diverse cultural environments.

We have chosen the first-year students, because at the beginning of their studies. These
students are not yet influenced in their views and attitudes by their new university
environment nor are they influenced by economic practice of the new country where
they have recently arrived. Therefore, we we claim that they bring in opinions from their
own original cultural background. From the point of view of social and developmental
psychology the process of development of their social identity has been largely
completed Helus, 2018; Smekal 2004; Jenkins, 2014; Malina, 2011; Jensen et al., 2011;
Vagnerova, 2010.

The new arriving students do not have any practical experience yet. This we consider to
be an advantage. In this vein their views and attitudes reflect broader social experience
and opinion than their individual and they represent broader social surroundings.
Furthermore, we consider the fact that the students do not have any individual practical
experience to be an advantage. In this way, their experience reflects a broader
experience than just their individual.

2.1 The structure of respondents

The sample of respondents consists of the 97 students, out of which 46 % were males
and 54 % females. The age of the respondents was mainly between 21-23 (47 %) and
17-20 (43 %). All students were high school graduates, coming from bigger cities and
living in the Czech Republic, mostly for one or two years. It was therefore plausible to
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assume that their views have been formed in their home countries and reflect the
economic attitudes of members of their family and wider society.

Countries of origin represent three relatively homogenous groups representing different
parts of the world. The first group was formed by students from the East and Central
Asia (Chinese, Indians, Nepal, Pakistani, Kazakh), the second group was formed by
students from Continental Europe (German, French, Spanish) and the third group was
formed by students from Russia and Ukraine.

Structure of our respondents is presented in Table 1.

Table 1 Structure of respondents

1st group 2nd group 3rd group

Eastern and Central Asia
(Afghanistan, Indian,
Nepal, Pakistan, Kazakh,
Chinese, Uzbek, Nepal,

Continental Europe
(German, Spanish,
Portuguese, French,
Romanian, Czech)

Russia and Ukraine
(Russia, Ukraine)

Indonesia, Georgian

Tajikistan)
Number 36 28 32
of students
Male 20 12 12
Female 16 16 20

Source: own investigation
2.2. Experimental questions and model situations

The questionnaire contained four parts. The first part included the questions concerning
the description of the respondent (their age, education, including their economic and
financial experience).

In the second part, we investigated the perception of managerial positions in companies
and possible financial sources together with the role of financial information in business
management. We have concentrated on differences in perception of the place and role
of the capital market and banks in the economic system as the intermediaries of capital
flows and also of the financial information.

In the third part, we tested the approach to the solution of selected situations in financial
reporting.

In the fourth part, we have investigated the attitude to the elements of earnings
management and tax optimization. We consider these attitudes as a representation of
subjective perception of the relationship of the economic entity to the whole economic
system. In the construction and formulation of questions and model situations, we used
the findings of the researches presented in the articles of Tsakumis (2007), Prochazka
(2006), Strouhal and Bonaci (2014), Biatek-Jaworska and Wojtowicz (2018) and
Drabkova and Pech (2019).
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The questions and selected situations were designed in line with the aim of our
investigation: to find out the opinions of the young respondents and to assess the
differences in their views, attitudes and perceptions.

The answers obtained in the questions were processed within individual groups using
statistical methods. The average value or share of individual answers to the total number
of respondents was determined based on design of questions or model situation. F-test
was used to check the similarity of components of the answer, an always determined for
a pair of components (the values of the F-test) expressing the similarity of distribution
of the answer in the groups.

3. Selected results of enquiry

The questions and selected situations were designed in line with the aim of our
investigation: to find out the opinions of the young respondents and to assess the
differences in their views, attitudes and perceptions. More precisely: we find out the
views on the various managerial positions in business, on the perception of the role of
financial information, on the perception of the social character of accounting data and
on the earnings management.

3.1.Managerial position

In the first question we examined the views on the managerial position in business. We
used the direct question with the answer based on marking the weight (the importance)
of the options offered. The options included different managerial positions:

. What is, according to your opinion, the level of significance of the top managerial
positions for the successful operation of the company?

[Classify the importance of the following positions using the scale from 1 to 7, where 1
is the most important and 7 is the least important (one position=one classification).]

The responses in the three groups can be seen in table 2.

Table 2 Managerial position in the business management

1%t group 2" group 3" group
Eastern and | Continental | Russia and
Central Asia Europe Ukraine
Average Average Average
a |Company’s director 1,47 1,43 1,54
b [Chief financial officer (CFO) 1,94 1,68 2,04
c |Business director 2,69 2,11 3,32
d [Marketing director 2,08 2,25 2,79
e |Personnel director 1,83 3,00 1,64
f |Chief accountant 2,75 2,54 2,39
g |Production director 1,94 2,04 2,50
F-testComparison of groups 1stand 2md 2" and 3 3dand 1%
0,779 0,651 0,465
Source: own investigation
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The results were the same in all three groups as it concerns the most important position.
However, when the last important position is assessed the results differ significantly.

The company director was assessed as the most critical managerial position in all three
groups. However, the assessment of the other managerial positions differed. The least
important position in the group of Eastern and Central Asia was the chief accountant,
while in the Continental Europe, it was the personnel director, and in the Russia and
Ukraine group, it was the business director. It can be understood as a reflection of the
specifics of the past development of the economic system and the prevailing cultural
specifics.

3.2. Role of financial information

In the second question, we have investigated the perception of the role of financial
information in the economic system. The response to this question consisted in
assessment of seven proposed assertions based on the Lickert scale, where number 1
means the highest importance and number 5 means no importance.

“What is - according to your view - the main importance of accounting and financial
Statements”’?

The proposed answers and the average values reached in the three groups of respondents
are presented in Table 3.

Table 3 The main goal of information included in financial statements
1tgroup | 2™ group | 3 group
Eastern and|Continental| Russia and

Central Asia| Europe Ukraine
a |Providing information on the processes in 1,61 1,50 1,96

the company for its management and
administration.

b |Providing information on the company 1,75 1,36 1,86
financial situation and its performance for
the stock exchange transactions and other
activities by investors.

¢ |Providing information for determination of 1,69 2,25 2,18
the amount of tax liability.

d |Providing information for staff evaluation 2,42 2,79 2,71
and remuneration.

e |Providing information for managers’ 2,31 2,50 2.36
evaluation.

f |Providing information for banks and other 1,97 2,11 2,00

creditors for the purpose of assessing the
borrowers” creditworthiness.

g |Providing information to increase the 1,83 1,79 1,89
effectiveness of the internal operations of
the company.

F-tes{ Comparison of groups 1tand 2" 2" and 39 | 3 and 1%

0,230 0,224 0,987 |

Source: own investigation
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For the first group, the highest importance of performing accounting books and
preparation of financial statements was providing information for business
management. In the second and third group, it was providing information on the
company and its performance for the stock market and other activities of investors. The
answer represents the role of capital market and banks in given economies. We found
the differences of the positions in West-European countries compared to the East-Asian
countries and we find different reflection of the nature of managerial decisions.

3.3. Character of financial information

In the next question, we investigated the perception of the social character of accounting
data and their possible misuse. We want to disclose whether and how is the position of
financial data in the economic system reflected in the mind of people. The respondents
should choose one of five suggested statements.

“The information encompassed in financial statements is in your opinion” [Please,
select the most suitable answer from a) to e).].

The offered responses a) - e) and results reached in the three groups are presented in
Table 4.

Table 4 The character of financial information

1tgroup | 2" group | 3"group
Eastern and|Continental | Russia and
Central Asia| Europe Ukraine
% % %
a |Itis strongly private and should be used
only for the owners and managers. 38,9 35,70 56,20
b |It is public, available for everyone who
wants to collaborate with the company. 0,0 7,10 28,10
c | Itissensitive and its publishing exposes the
company to danger. 55,6 46,40 65,70
d |It presents a picture of the of company’s
performance and should be publicly 5,6 7,10 15,60
available.
e | It presents the information important for
public authorities and national economic
statistics and should only be provided to 13,9 3,60 6,20
these institutions.
F-test|Comparison of groups 15t and 2nd 2nd and 31 3 and 18
0,731 0,616 0,873

Source: own investigation

The results show the same assessment of the financial data in all three groups of
respondents. All respondents, regardless of their domicile assessed the financial
information as sensitive, and they have indicated that publication of this information
exposes the company to risk. This result is a little surprising. It expresses, that there is
relatively the same importance of financial information in individual regions.
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3.4. Earnings management of financial information

The following model situation was presented to find out the differences in the
assessment and attitudes to the possibility to manage the earning together with the
reason which could justify this manipulation. The reason should reflect the perception
of the role of accounting data in the economic system and an overall tendency to accept
unethical solutions. In this enquiry, the respondents should solve the model situation (as
follows). The response consisted in the choice of one out of five offered solutions:

“The chief accountant of the company has decided to use all available opportunities
given within the accounting rules to report the lowest possible earnings. You consider
his efforts to report the lowest profit as: ... (Please mark the most appropriate
suggestions in table below) “.

The results/answers in all three groups are presented in table 6.

Table 6 Earnings management and its justification

1stgroup | 2"group | 3" group
Eastern and | Continental | Russia and
Central Asial Europe Ukraine
% % %
a |Reasonable, because the company will not
need to pay large dividends, 12,1 3,6 9.4
b |Reasonable, because he company will not
have to pay high taxes 21,2 14,3 344
¢ |Unwise, because it decreases the share
price of the company on the stock 21,2 17,9 21,9
exchange,
d |Unwise, because it will worsen the
company’s credibility in the eyes of banks
and lower availability of future 36,4 25,0 9.4
borrowings,
e |Unwise, because it will worsen the
company's reputation in the eyes of all 9,1 28,6 6,3
stakeholders.
F-test|Comparison of groups 1%tand 2 2" and 3 3dand 1%
0,873 0,728 0,850

Source: own investigation

The responses of the groups are entirely different. It can be explained by the different
cultural paradigm following each group. In the first, Eastern and Central Asian group,
the most frequent proposition was that earnings management is perceived as
irresponsible leading to lowering credibility in the eyes of banks. In the second, group
of Continental Europe the most frequent suggestion was the one where the earnings
management is assessed as unwise, concerning lowering the company’s reputation in
the eyes of stakeholders. And in the third, group of Russia and Ukraine, the most
frequent option was the one where the earning management can be accepted as
reasonable. The justification was that the company would avoid paying high taxes. Here,
the different propositions can be understood as capturing the reflection of overall
economic and social conditions in specific regions represented by each investigated

group.
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4. Conclusion and implications

The results confirmed the managerial decision making and the perception of the role of
managers reflect features of the original cultural environment of respondents coming
from different cultures. For this reason, we have explored the opinion of young adults
coming from different cultural background. Social norms and cultural opinions of these
respondents was formed in their original countries during the time of adolescence and
early adulthood (Smékal, 2004, Helus, 2018). We found that there are differences in
opinions on the role of financial reporting in general, on its purpose and through it also
on the role of individual sources of financing (Aggarwal and Goodell, 2014; Karolyi,
2016, Mamukwa, 2020).

The key differences were detected in the perceived levels of significance of the top
managers, furthermore in the main goal and character of information provided by
financial statements and also in the perception of possible earnings management. In a
broader view, it has been confirmed that there are differences in the view on the
operation of businesses, on the financing of business activities and different perception
of the role and place of corporate managers in specific positions as perceived by young
adults. Their opinion may obviously develop in further years (Heckhausen et al., 1989).

The general approach to decision-making and solution of specific situations can be
considered cannot to be a result as a result of the purposeful influence of school
education or the impact of economic practice. Financial decision-making and
assessment of different situation is based on shared values and experiences, which are
formed in everyday life of individuals in the specific social and cultural environments.
These values and experiences are a part of the patterns of thinking of members of a
given cultural background. This often has the character of tacit (implicit) knowledge
(Gatle et al., 1996, Mladkova, 2007) and is a part of the process of acquiring social
identity in a group as an integral part of the process of adolescence of each individual
(Kroger, 2004, Jensen, 2003, Jensen, et al., 2011). When assessing changes in the
performance of managerial functions, and their decision-making, the power of implicit
cultural influences need to be taken into consideration.
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The role-person fit performance assessment strategy -
implementation ERP versus RPA in the production area -
risks, difficulties and benefits. A case study

Viorel-Costin Banta* " and Dana-Maria Boldeanu?

@Bucharest University of Economic Studies, Romania

Abstract: This case study will highlight the importance of adapting the solutions
offered using artificial intelligence (Al) - machine learning (ML) and RPA (Robotic
process automation) - to existing solutions, implemented using the integrated ERP
system - Enterprise Resource Planning. These solutions have been beneficial for the
company, bringing added value and helping the business environment, facilitated the
solution of different issues that existed for a long time, because a solution could not be
found. The case study, from this paper, is the subject of a web-based questionnaire
research, which the authors conducted in a company from Romania. Since 2019 the
company has implemented RPA - type solutions in several areas within the company -
here we will refer to finance, sales and distribution and production. Our intention is to
highlight and split the risks on concerning types, the difficulties in implementation as
well as the benefits brought by such a decision. There are several levels, which the
authors will analyze, throughout this scientific paper, from involvement in the project,
from changing some jobs to the detriment of others, to staff restructuring, where the
activity was mostly automated part.

Keywords: RPA — Robotic Process Automation, Al — Artificial Intelligence, ML
- Machine Learning, ERP - Enterprise Resource Planning, global

1. Introduction

More and more companies in Romania are adopting an integrated ERP system. Initially,
the basic modules are installed, such as FI (Financial Accounting), CO (Controlling), MM
(Materials management), SD (Sales and Distribution), PP (Production Planning) and then
other existing functionalities in the system are adapted. The areas with the highest share in
adopting such solutions are very focused on the country's capital, but other counties are not
far away either. This case study was conducted in a company based in the middle of the
country which are mainly manufacturing the production of components needed in the
automotive industry for car manufacturers. One thing that the authors considered during
the research was to bring in the same article a series of factors, necessary for the present
research, such as the impact of the implementation of such an IT solution, as it had among
employees. Who is going to use it, what was the rate of absorption of the knowledge
necessary to use the system in optimal conditions, what were the repercussions such an
implementation had on the number of existing people / employees?

In the last years there were articles and conferences presenting facts about the new
technologies (Al, RPA, ML) and how is the impact on the impact on the business

" Corresponding author: Department of Management Information Systems, Bucharest University of
Economic Studies; 2-10 Caderea Bastiliei Street, 1% District, Bucharest, 010374 Romania;
viorel.banta@cig.ase.ro
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environment, whether these helps or not. The authors of this article also witnessed the
implementation of automated solutions - RPA - which gave them a different vision of the
existing solutions in the company, how they, in various areas of expertise, have changed
and how a "little robot" began to perform repetitive tasks in a fairly short time, and the rate
of making mistakes has reached the minimum possible. Perhaps there is much to discuss
here, such as:

e How employees have adapted to these new technologies?

e Such a choice of technology was beneficial after a specific period?

e What would be the medium and long-term amortization of this investment -
knowing that such a solution is quite expensive?

e What was the degree of education of employees in terms of such technology? At
the beginning of the project implementation there was a given number of
employees: did they remain until the end of the implementation? Has the number
of employees increased/decreased? What is the average age after these technologies
appeared? Was it possible to hire - with qualified staff - knowing that these
technologies have recently appeared on the Romanian market? How is it more
beneficial - to retrain employees or to hire from the market? Many aspects were
found in the company and presented by the authors where the case study in this
article was done.

A series of web-based questionnaires were creating and distributed in which respondents
were asked to provide an opinion upon all those questions from above in order to gather
data for a qualitative analysis The answers of the questionnaires were anonymous, the
desire of the authors of this article being to make an analysis by activity segments and to
know the functions of each employee. It was important to know if they have higher
education or not. What is noteworthy is the fact that most of those who responded, 79%
were those who worked on the implementation project and who later found themselves in
the teams that continued the maintenance of the system, technical and functional.

In the following section we review the relevant literature on global ERP systems’
implementation in Romania, but not only, in context of integration with RPA and of the
new approach 4 Hana. Next, we present the case study and analyze data extracted from the
results of the ERP together with the RPA and Al implementation process, list the risks,
difficulties and benefits generated from the process and present the results of the
questionnaire’s analysis. We end our paper with conclusions, limitations and future
perspectives.

2. ERP overview - literature review

From the specialized literature we have synthesized some of the articles that provide
information on how ERP systems have been implemented in Romania and in other
countries, their specificity varying from one business environment to another. Thus, we can
say that, according to the American Production and Inventory Control Society (2001), these
systems are defined as methods necessary for planning and controlling economic processes
within a company, to be able to realize, account, sell, and transport everything a commercial
company produces / sells / trades goods. It’s also noted that such integration of existing
functions and processes can be done with adapted software - such as ERP - so that there is
a record of all data that is transferred from one department to another, from human
resources, to sales, to supply and transportation, to the factory, where everything that is
subsequently sold is produced. The integration of such an information system of ERP type,
comes bundled with a different business solution, which is customer-oriented, to what it
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wants, so that the resulting products cover a wide range of requirements, necessary for
living day by day.

Most existing, specialized articles from various areas of activity provide a series of
definitions and problems of ERPs, a series of ERP adaptation forms, a series of case studies
on what happened in industry (production, sales, sales, transportation), recent trends in ERP
and surveys in the specialty literature related to the ERP area. One thing that has been
discussed frequently is related to the reengineering of business processes and a wide range
of issues related to all that involves organizational change, these being in tandem, and
which bring into question the implementation of ERPs (Addo-Tenkorang Richard et al .,
2011). A big step forward was seen at the time of registration of documents, it has a
considerable improvement, so that activities such as recording depreciation, or settlement
of expenses and income in advance, moreover, the part of financial leasing, financial
revaluation, have had transformations spectacular. Most of the articles refer to these criteria
- time, as well as the growing volume of data collected, recorded and stored in the database
of the ERP system.

The present research aimed to compare how to work with the ERP type system, what
processes are performed in the production area, how the application of RPA type solutions
has improved the production times of various products for consumption. These things had
a major impact on the organization, the results being seen in a very short time. The
management of the organization has highlighted the organization's performance, which is
also found in the investments made, as well as in the results found shortly after the adoption
of ERP and RPA. According to Nwankpa, J. K. (2015), an advanced ERP computer system
improves working time and increases the added value of human capital (employees).

In the literature there is a correlation between human resources and internal systems, and
through this article we demonstrated the influence of the integrated system on employees,
moreover the adoption of automated solutions facilitated an increase in performance.
Another thing that wanted to be implemented was how it can be done, with the help of RPA
of a complex financial audit, based on certain previously thought scenarios. Another visibly
improved thing was the way of reporting, this becoming one of the pro criteria, which
helped a lot in making certain business decisions.

With the introduction by SAP of S / 4 Hana solutions, from the database (HANA) to the
new S/4 Hana application, the implementation of Al - Artificial intelligence, ML - Machine
learning or RPA - Robotic Process Automation solutions could be adapted to business
environments, processes such as auditing or accounting, and can be remodeled and
readapted to new trends in integrated systems. It will be a great challenge in the coming
years to adapt these standard processes to new software technologies. The "robots" created
to do step by step what man achieves daily, and which becomes more and more tiring, in a
globalized and technological world, will appear and will be part of our daily activities.

3. Production environment in SAP — adoption RPA solutions

3.1. Short description about company decision to implement ERP
system - SAP - and RPA solutions adoption — facts and details

A lot of companies in Romania were privatized after the fall of the communist regime in
1989. Some failed, others did not, now they are successful companies. The company we
will discuss in this case study is a company from Brasov and operating in the production
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and sales area. He has business with the largest companies in the automotive area, making
various components for them, from car upholstery, door handles, car windows, etc. All this
is done on request, the headquarters being in Germany, in Munich.

The company has about 350 employees, most of whom work as factory workers. A series
of 72 employees work in SAP, performing all the part of Financial / Controlling, Logistics
(supply + sales), Production, Project Systems, HR. They are divided as follows Service
managers (SM) - 7, consultants FI - 10, consultants CO - 3, consultants Production (PP) -
18, Sales and Distribution (SD) - 12, Material Management (MM) - 12, Quality
Management (QM) - 8, Project Systems (PS) - 2.

They were sent 3 questionnaires, one to analyze the satisfaction of implementing ERP
solutions, the second to see how the SAP solution was adapted (knowing that the main
servers were headquartered in Germany), the third questionnaire was intended to be an
analysis of the implementation of RPA solutions, how they were integrated into the existing
way of working in the company and how it was to satisfy the wishes of those who use such
solutions.

The way in which the responders were answered to the questionnaire, sent by e-mail, is
presented in the following table (table 1):

Table 1. The structure of answers to the questionnaire
Total SAP consultants’ number 72
SAP Module / Q1 Q2

Module consultants (1) 2 Q3 E) 1 2 3

Fl 10 9 6 10 90.00% 60.00%  100.00%
CO 3 1 2 1 33.33% 66.67%  33.33%
MM 12 10 10 9 83.33% 83.33%  75.00%
SD 12 11 12 9 91.67%  100.00%  75.00%
PP 18 16 17 17 88.89% 94.44%  94.44%
QM 8 5 4 5 62.50% 50.00%  62.50%
PS 2 2 2 2 100.00%  100.00%  100.00%
SM 7 7 7 7 100.00%  100.00%  100.00%

Below is described the structure of the company, in terms of the number of existing SAP
consultants and the relationships between them (depending on the existing economic
processes):

Figure 1 — The SAP Modules implemented — relation between departments
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Management of the company

SD Module (12)
| Sales Qty Budget processes |

Order-to-cash Controlling processes

CO Module (3)

MM Module (12)

FI Module (10)
Accounting processes

Procure-to-pay

‘I Production Long Term Planning processes |

Make To Stock- Discrete Industry Make To Stock- Process industry

PP - Production Module (18)

Repetitive Manufacturing

The structure presented in the Figure 1 is related to the business model implemented by
the company from Brasov. It is a business model that relies largely on demand,
producing materials that are later used in mass production of cars. One thing to keep in
mind here is that demands can be changed even when production has begun to translate
them into reality. This causes losses, but by contract, the company that requested those
products bears the costs. From the data that the authors collected on the spot, it resulted
that in a proportion of 92% of the requests, there was no intervention at all, it what was
requested, it also happened.

3.2. The ways to approach difficulties, problems - how were solved -
mitigation proposals - implications for the future

During the process of implementing the ERP - SAP IT solution, a series of issues were
encountered, which, step by step, were solved. Always, the desire of the company's
management was to implement - adapt the ERP - SAP solution as well as attract all
solutions based on Al, ML and RPA. A series of meetings were organized on the
project, following which certain decisions were taken. As the system was adapted, a
series of corrections followed, until it was live. A series of cases were collected
(problems, solutions, discussions, benefits), during the implementation project, in the
following, the most significant 20 problems appeared are presented:

Table 2. List of most significant 20 issues identified after implementation

Stream Risk /
Id raising the Risk/concern description Priority Mitigation strategy
concern type
concern
What Who
1 IT Bringing a new Service Strategic 1 1. Consultant 1. Project
Delivery manager - free prepares Role leadership / X-
position - impact on the Description functions
project 2. CM management (consultant)
agrees on the profile 2 Top

and nominates the Management
Delivery Manager
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Id

2

Stream
raising the
concern
IT

Legal
Compliance

Legal
Compliance

Finance

&

&

Risk/concern description

Increase incoming
payments automation rate
to 30% at the end of the
project

Increase customers with
direct debit from 2.8% to
5% at the end of the RPA
implementation project
with support from Business

Increase the number of
invoices sent by e-mail
from 59% to 65% at the end
of RPA implementation
project, end of the year,
with support from Business

Increase internal controls
for bank statement process
in order to keep the no.of
retransmitted reports to 0

Defining the matrix
through which those who
represent the company will
be authorized to do so

The assignment of lawyers
hired with ILA in SSC will
trigger the prohibition to
provide legal assistance to
other companies than SSC

Computation of FTEs per
process: you presented a
first proposal on Thursday
and you mentioned that
additional 1-2 methods will
be made available. Can you

Risk /
concern type

Operational

Operational

Operational

Operational

Operational

Operational

Operational

1

1

1

1

Priority

Mitigation strategy

1.RPA consultant
togheter with CM SL
2.IT+Finance
collaboration +
Al+ML
3.RPA
involved
1. Conduct
workshops  with 1T
staff as part of process
design / RACI and
testing of operating
model, during which
Operating Model is
described and
discussed to facilitate
understanding

2. Examples of other
companies  having
implemented similar
operating models can
be provided, if case
1.The target will be
achieved by sending
all Fl invoices for
card customers via e-
mail.
2.The
ongoing.
3.Technical Solutions
found, alignment with
card Department and

consulytnat

project s

CMDM Dept.
realised

Target was reached —
from 11  reports

submitted to HQ for
HFM, 0 reports were
requested to  be
reworked. All the
reports are checked
by TL before
submission

The current lawyers
will have to certify
regarding the
representation of the
new company

1. No modification to
existing lawyers'
contracts hired w/
ILA (those who act as
legal counsels) -
Reinforcement from
Consultant Team, and
validation with CM
SL

1. Alternative
methods preparation

2. Decide on method
to be used

3. Conduct exercise:
collect data

1.RPA
developer
(int.+ext.)
2.Finance
colleagues + IT
3.RPA
Developer

1. Consultant
Team + RPA
developer

2. Consultant
Team + RPA
Developer + FI
Business

3. CM strategic
company +
consultancy
company

1.  Consultant
Team + RPA
developer

2. Consultant
Team + RPA
Developer + FI
Business

3. CM strategic
company +
consultancy
company

1.Target  was
reached — from
11 reports
submitted to HQ
for statutory and
HFM | 0 reports
were requested
to be reworked.
All the reports
were  verified
before they were
submitted by
consistently

applying the
four eyes
principle. — RPA

developers  +
Business team

1. Consultant SL
+ CM SL

1. Consultant SL
+CM SL

"1. Consultant
project
leadership

2. KMGR
Finance
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d

Stream
raising the
concern

Finance

Finance

Finance

Finance

Finance

Finance

Risk/concern description

mention to us when this
will be presented and by
what deadline we should
analyze the proposals?

Savings are overestimated
as some incremental costs
are not considered (eg.
Brasov vs Pitesti salaries,
new jobs required by
company, document
management system costs
not included etc)

Dilution of Accountability
and potential Confusion in
future non standard
situation, as current CFO
responsibilities are to be
spread to CoE (process
owner), SSC (execution)
and Retained,;

The profile of Finance
Resource may switch from
multi-skilled resources able
to exercise overview into
'silo’ operators with lack of
'big picture' understanding;

Potential breach of
important deadlines (eg.
reporting to KMG) during
transition period

Improper Document
Management solution
(origination different than
booking location) may lead
to poor  management
decision or fiscal risks

Risk to deliver poorer
quality service to business
due to lack of resources
(both quality and quantity)

Risk /
concern type

Operational

Operational

Operational

Operational

Operational

People/HR
X-functions

2

1

1

1

1

1

Priority

Mitigation strategy

4. Derive sizing

1.Prepare revised
version of the BC
following Process

Design Stage as per
overall project plan
(Phase | Business
Case endorsed by CM
top mgmt and SLs
was based on
information
available)

1. Complete RACI
Matrices as these will
serve the purpose of
ensuring correct and
complete
responsibility spread
between CoE, SSC

and retained
organization per each
process

2. Finalize new roles
description (as per

RACIs), understand
impact on current
roles "

1. SSC resources will
be  focused on
delivering high
quality, standardized
processes to several
customers of the
group in line w/ the
strategy and policies
defined by the CoE.
Focusing the key
resources on “less"
rather than “more"
processes will bring
about efficiency gains
1. Prepare resource
planning and effort is
to be invested during
Ramp-up stage to
minimize such losses
in performance

1. Consultants Team
to prepare document
flow approach in
order to  ensure
appropriate document
flow  (not  only
Finance)

2. CM stream leads to
collect types of
documents, volumes
and location

3. Check legal
provisions regarding

necessity to have
documents stored
locally

1. Prepare resource
planning and effort to
be invested during
Ramp-up stage to

3. KMGR
Finance
4, KMGR

Finance jointly
w/  Consultant
Finance SL"

1. Consultant x-
functions

"1. CM Stream
Leads jointly w/
Consultant

2. Consultant
stream leads
jointly w/ CM
Stream Leads"

N/A

1. CM Stream
Leads

2. Consultants'
Team to provide
guidance”

1. Consultants

Team [/ X-
functions
Stream to

centralize and
present results
2.CM SLs

3. CM Legal
team"

1. CM Stream
Leads
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Id

15

16

17

18

19

Stream
raising the
concern

Procurement

Procurement

Production

Procurement

HR

Risk/concern description

A reward system should be
designed by consultants
according to best practices
as itis important in building
a strong shared service
resource pool that is
committed to customer
services and continuous
improvement. The
employees moved from
corporate departments to a
SSC must be aware
continuously of this.

The transition  project
management is not detailed
and presented by
consultants  (related to
human resources changes,
training etc)

Communication might
shortfall among SSC and
corporate. SSC manager
must excel in people
management and in forging
relationship with operation
managers  and other
stakeholders

Process must be designed
by consultants so that SSC
connects frequently with
both corporate
headquarters and customers
that they serve. Key
stakeholders, including
business units served must
enthusiastically support the
model.

New challenges: how to
readjust employees to the
new trend, digitization,
refurbishment, adaptation
to new applications

Risk /
concern type

People/HR
X-functions

Operational

Strategic

Operational

People/HR
X-functions

1

1

1

1

1

Priority

Mitigation strategy

minimize such losses
in performance -
number of resources
during Ramp-up and
immediately
following go-live to
be adjusted with a 10-
15% increase Vs.
sizing calculation.

1. Prepare proposed
approach towards
team nomination/
structure during week
16 (such a strategy
will  address also
retention bonuses
topics).

2. Agree w/ Project
leadership and Top
Management

3. Communicate w/
CM streams and
implement (with
regard to later stage
rewards system, this
task  should  be
accomplished by CM
HR Dept according to
established  carreer
model / planning)"

1. Prepare transition
plan and checklist

2. Agree w/ Project
leadership and Top
Management

3. Communicated w/
CM streams and start
implementation"

1. Nominate key roles
in the Shared Services
(e.g. delivery
manager)

2. Detail (fine-tune)
interaction  between
SSC and Corporate
(governance
principles)"

1. Finalize processes
mapping

2. Identify and agree
on cut-off points /
interaction  between
AEL, Corporate HQ
and Business were
deemed necessary

1.Achieving a
situation with
employees'
knowledge
2. A new strategy for
new job

transformations

3. Discussions with
the company's CM
management and
finding the  best
solutions

1.  Consultant
project
leadership +
xfunctions

2. CM project
leadership and
Top Mnmgt.

3. CM project
leadership and
CM stream leads

"1l. Consultant
project
leadership +
xfunctions

2. CM project
leadership and
Top Mnmgt.

3. CM project
leadership and

CM stream
leads"

1.CM  project
leadership and
Top
Management
2. Consultant X-
funct.,, streams

and CM project
leadership and
streams”

1. Consultants
and CM SL

2. Consultants
and CM SL

1. Consultancy
company + CM
SL
2. Consultancy
company + CM
SL

3. Consultancy
company + CM
SL
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Stream Risk /

Id ni:I(S)ange rtrf:e Risk/concern description concern type Priority Mitigation strategy

20 HR Labor Law and Legal People/HR 1 1. Analysis of a 1. Consultancy
Strategy for the company -  X-functions factual situation, company + CM
Implementation of the retrieval of normative  SL
restructuring  will  have acts, discussions with 2. Consultancy
many legal implications business company + CM
(e.g. Severance payments management. SL
,1 months’ notice 2. The packages 3. Consultancy
period,Suspended contracts remunerated by the company + CM
and protected categories, management will be
Union / CLA related analyzed
implications) 3. The  Project

managemnt team will
contact the teams,
analyze the
shortcomings
produced,  analyze
how to fill the
positions with staff

(Note: CM — Company management — Brasov; SL — Service Lead)

Based on what was gathered from the project, one thing is clear: the implementation of
such an integrated system clearly brings changes in most companies that adopt such a
strategy - implementation. Whether this brings about changes in opinion and strategy may
or may not be beneficial. From the experience of those who wrote this scientific article, one
thing is clear, it was found in almost all projects, organizational changes took place, either
in the middle of the project or during maintenance. Not all employees found themselves in
the new strategies, not all of them faced the new changes, technological and design of future
development lines. All in all, the implementation of an ERP system, in addition to which,
more recently, artificial intelligence or machine learning solutions have appeared,
corroborated with RPA type solutions, have led to major changes in optics, by companies
in our country. The processes have been changed, a series of steps have been added (to
solve new problems - with globalization), all this being found in the new customization of
the implemented solution. Many problems, difficulties of work, ways of solving,
innumerable discussions were collected, all these highlighting that the team that worked on
the implementation of the project, collaborated a lot with the business environment found
in the factory from Brasov. This is beneficial, the implemented solution being a successful
one. For future researchers in the field of ERPs, this case study highlights the fact that, in
order to implement an ERP system, you must have people able to understand how new
technologies work, to accept the changes that have taken place, to adapt to new ones’
requirements arising from software changes made by the company. The more you know
that, the more a language of international circulation is mandatory.

4. Conclusions, limitations and future research

The present case study has several aspects that the authors wanted to highlight, such as: the
integration of an ERP system in a company - is it beneficial for the company? If so, at what
price did it come? Was the adaptation of those who work in the company, to the new
technologies, easy? According to the content of this article, some employees, although
good, left the company, not adapting to new technologies. Is this beneficial for the business
environment discussed? Is the knowledge gained over time an unimportant thing in the face
of technology? Can new technology help the business to meet this new challenge, namely
- artificial intelligence, machine learning or RPA? During this project a series of
conversions took place, among the employees, people who knew how to do one thing -
replaced by robots - learned how to do other things within the company. Those who
understood how the new software works and adapted quickly, remained in the same
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position, moreover, were promoted and even increased their salaries. Another aspect that
the authors saw throughout the analysis of questionnaires: the dropout rate of employees
over 50 was lower compared to other projects, here it was seen that employees were
receptive to learning. Indeed, not knowing a foreign language was a big minus. The
insertion of youth in the company, after the implementation of ERP has increased
significantly. The desire to learn, the speed with which they did it (young employees), the
knowledge of a foreign language, even two (English and German), were strong assets for
them to be employed. One thing the authors noticed was that of promoting young people,
without experience, to positions that gave them leadership power. This has caused
frustration among employees. Some of the employees resisted, others resigned. This
implementation project was a successful one, in the end, this being a joyful one, for the
future implementations of ERP solutions. Future research will focus on a deeper and
detailed analysis of risks arise from the Al and RPA implementations process and their
impact on the business, grouping and analyzing the risk responses received using a
Likert scale, issuing some descriptive charts and generating in the end a risk assessment
matrix. The paper has some limitations from the point of view of the literature review
regarding management and cultural issue, language and people related issue and also
about people-tool-reactions — how to manage the relation with new tool implemented
and how to react to stressful situation for part of them. A future paper will analyze in
detail these aspects mentioned above.
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The Impact of the Covid 19 Pandemic on the Demand for
Integrated ERP Systems and Human Capital

Roxana Dana Igna 8, Diana Nicoleta Nita °, Marius Pantazi 1
ab.¢ Bycharest University of Economic Studies

Abstract: This paper shows the impact of an integrated ERP system during the Covid
19 pandemic on the good development of the company’s activities that operate on the
Romanian market. Moreover, we follow the impact that an ERP system can have on
human capital and working time. At the same time, the influence that the final customer
had on the maintenance of the activity was measured, for a good development of the
ordering process through the ERP system. During the pandemic, there were significant
changes on the workplace, on the device and on the -internal processes, and the
efficient, correct and effective implementation of the ERP system was tried. Based on
the quantitative research, the questionnaire, we analyzed statistically the results
obtained from Romanian respondents. The main objectives of this research were the
efficiency degree of information systems during the pandemic, and the relationship
between the information system-effective working time. Other objectives were the
human capital involvement in the use of the integrated system (tasks contribution,
access to all ERP modules, involvement in related activities) and the impact of
relational capital on the integrated system through online orders. Thus, the demand for
the integrated system increased during the analyzed period. This situation due to all
the changes that occurred on the analyzed companies. The response to the internal and
external needs was a test for the ERP system in a short time. The relationship between
the ERP system-human capital-relational capital also had an impact on the total
performance of companies.

Keywords: Covid-19 pandemic, ERP systems, human capital, company
performance.

1. Introduction

In this article, we followed the most important elements from the analysed companies
that did not suspend their activity during the pandemic. At the same time, through the
impact on the total performance, the integrated system and the human capital represent
the investments of a company in its own development.

During the Covid 19 pandemic, the reaction of Romanian companies had to adapt to
new changes (imposed by the government) in a very short time. The imposed directives
were, work restrictions and moving the activity in the online environment as much as
possible. The investments made in information systems for their optimal use and the

8 Roxana Dana Igna: Department of Accounting, Bucharest University of Economic Studies, Bucharest,
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preparation of human capital in the field in which they operate, were felt during this
difficult period.

The case study examines how companies have adapted to the changes caused by this
pandemic. It sought to identify the factor that supported the economic activity
maintenance of companies that did not suspend their work. During this research, the
disadvantages faced by the companies were also identified (on the side of computer
systems, employee training, customer relations).

Given the fact that the ERP system is an advanced software that meets internal and
external requirements, we want to highlight the big picture of its use in a critical period,
on different devices. We consider that the basis for maintaining economic activity is
formed by the internally established and developed relationship between advanced
information system - human capital - final customer.

The consequences of a good development of this relationship were reflected on the
performance and profitability of the companies. The changes of the actual workplace,
the working norm, the requests of the informational systems, the requirements from the
clients and the reaction of the human capital were followed and analysed from the
perspective of the Romanian respondents who work on the private and public domain.

2. Literature review

The Enterprise Resource Planning (ERP) system is an information system designed to
integrate and optimize business processes and transactions in a corporation / company.
This integrated system can also be considered a conception of systems based on the
needs of an organization and is universally accepted by industry as a practical solution
for achieving integrated situations (Young B. Moon, 2007).

Often these ERP systems are perceived by people as management systems. These, often
considered to be complex and difficult to implement. (Liang et al., 2007; Xue et al.,
2005).

The ERP system integrates all core business processes to improve efficiency and
maintain a competitive position for a company. In its basic definition, ERP is an
information system that integrates and controls all business processes throughout the
organization. It can also be considered an informational system, designed to integrate
and optimize business processes and transactions in a company.

ERP systems are usually developed as individual monolithic applications or separable
modular tools assembled into a single database for all the individual needs of a
company. Most systems in this category have a client-server or similar architecture built
around a central database server (Tarantilis et al., 2008).

ERP is considered a modular system, in which any module accepts the appropriate
business processes performed within the functionality of a company (Koh et al., 2011).
The functionality of ERP systems is used to create information visibility (Jenatabadi et
al., 2013). Sustainable resource planning involves the integration of business processes
and sustainability activities carried out within a company (Patalas-Maliszewska and
Klos, 2019). Sustainable production can be treated accordingly numerous definitions
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such as: a connection between the integral elements of a company, between its products,
processes and systems (Koren et al.,2018).

Moreover, ERP is a concept and at the same time an industry-based system and is
universally accepted by companies and organizational industries as a practical solution
to achieve an integrated situation. ERP systems have become vital strategic tools in
today's competitive business environment. The system facilitates the large flow of
information, and it's using common functional practices throughout the organization.
In addition, it improves supply chain performance and reduces cycle times. However,
without the support of top management, or without a proper business plan or a strength
vision, business process redesign, effective project management, user involvement, and
employee education and training, organizations cannot manage the full benefits of such
a complex system. In this case the risk of failure should be high. (Addo-Tenkorang
Richard et al., 2011).

Implementing an ERP system is a major project that requires a significant level of
resources, commitment and change throughout the organization. Often, implementing
of this system can be the highest project that an organization has ever launched. As a
result, its implementation issues have been one of the major concerns in today's
industry. One of the popular topics in ERP implementation is the identification or
development of critical success factors. The idea is that some important factors
determine the success or failure of an ERP implementation (Young B. Moon, 2007).

To implement the concept of sustainability in a company, managers must integrate all
processes and sustainable business functions in an ERP system (Chofreh et al., 2018).
The ERP system helps employees collect data and information in sustainable databases.
Then the system proves useful to managers looking for information to improve
durability in production (Chofreh et al., 2014). Sustainability indicators should
correspond to the manufacturing dynamics of processes in that time period (Fantini et
al., 2015).

Implementing an ERP system is a challenging and costly task, which not only requires
rigorous effort, but also requires a detailed analysis of the critical factors that are
essential for adoption or implementation. The challenges of implementing ERP systems
can be viewed from four different perspectives, such as: technology selection; change
management, knowledge management, emerging technologies. By taking these
perspectives into account in ERP implementation projects, organizations can achieve
several benefits, such as saving time or extra effort (Shree Ranjan, 2016).

Some articles focus on generating the list of critical success factors while others
perform data analysis on these factors. Implementing an ERP system inevitably
involves a large part of the organization and often accompanies major efforts to
reengineer business processes. Therefore, the change management process becomes a
critical issue in ERP implementation. Once the company successfully implements ERP,
the focus is on the most efficient use of the system. Some articles address this process
from a quantitative point of view, measuring the risks and benefits, while others focus
on studying the ERP system on the company performance. Because several companies
have implemented ERP systems, there is more known about implementation processes
and questions about the value of ERP systems. They seem to be investigated often and
more rigorously. This is an indication that the practice and understanding of the field
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has matured enough to justify some serious reflections on the fundamental questions
(Young B. Moon, 2007).

The role of using ERP is more critical when moderating ERP capabilities and ERP
value, as well as when adding to ERP capabilities, than when mediating between ERP
capabilities and ERP value. Certain extensive capabilities of ERP systems can
positively influence the value of the investment and, together with its use, provide value
to the business (Ruivo et al., 2020).

Initially, ERP systems were developed only on a manufacturing framework, but later
evolved into a platform that can support all commercial and industrial operations.
Often, these systems contain several advanced modules, depending on the user's needs
(Chang Man-Kit et al., 2008).

Indeed, the value of an ERP system is based on its effective and efficient use. The
company’s majority focus on the transactional capacity of the ERP system. The
functions of the ERP system are manufacturing, marketing, accounting, production,
strategic management, operations and data archiving. Companies that have
implemented ERP systems and are relatively satisfied with their operations are now
considering expanding the functionality offered by the original ERP systems. Some
companies implement ERP systems, even if the ultimate goals are additional extended
systems (Young B. Moon, 2007).

Nevertheless, ERP systems are also considered software packages composed of several
modules, such as human resources, sales, finance and production, which ensure the
inter-organizational integration of information through integrated processes. These
software packages can be customized to meet the specific needs of an organization. In
the 1990s, ERP systems were considered a standard factor for replacing legacy systems
in large and especially multinational companies. Regarding the significant impact of
ERP systems in the company, the success of the company increasingly depends on the
fact that information (internal and external) is available to the right person at the right
time for making crucial managerial decisions (Eslam Nazemi et al., 2012).

Human capital is known in the literature as individual capital (Sveiby, 1997) or human
capital (Edvinsson and Sullivan, 1996) (Oliveira D. et al., 2018). Human capital is
certainly the medal that a company has, and it is always owned by the employee, but
never by the employer (Sean R., 2015). As opinions are divided on human capital, it is
stated that this capital acted only as a signal of one's talent and ability, with real
productivity coming later through training, motivation and equipment. This type of
capital it should not be considered as a factor of production (Sean R., 2015).

The analysis of the behaviour of intellectual capital, regardless of the actions in the
economic environment, was a targeted element in the literature. Thus, Sveiby proposes
an analysis model that includes the external structure (satisfied customers, growth in
the economic market), internal structure (IT development), and the competence of
employees, analysis that shows the most important factors of a company (Bontis N.,
2001). The connection between human capital-structural capital-relational capital is
closely related to the competitive environment. However, the competitive environment
is guided by the degree of innovation and responsibility in a very short time. Innovative
work behaviour, which results from the actions of human capital, together with the
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structural contribution, lead to a positive influence on relational capital, and mutual
effectiveness contributes to performance as a result of development (Ornek, A. et al.,
2015).

At the same time, the survival of companies in the competitive market depends on the
management of intellectual capital and innovative behaviour, and their harmonization
leads to a high-performing entity, ensuring the sustainability of competitive advantage.
Thus, an innovative work behaviour, resulting from the actions of human capital,
together with the structural contribution, lead to a positive influence on relational
capital, and mutual effectiveness contributes to performance as a result of development.
(Ornek, A. et al., 2015).

The tasks optimization in a company determines two trajectories, namely the approach
to tasks and innovation (Fonsecaa T et al., 2019). Thus, innovation is certainly brought
by human capital, and the accomplishment of tasks by structural capital (Fonsecaa T et
al., 2019). We can present the company competence, where human capital, structural
capital, and organization performance act, given the fact that the components of
intellectual capital are human capital, structural capital and relational capital. Relational
capital acts together with the knowledge of human capital (Mavridis, D., G., 2012).

Compared to human capital and structural capital, relational capital (customers) is one
of the intellectual capital components which bring added value and gradually becomes
a vital factor (Taghieh M.B. et al., 2013).

3. Problem statement

We conducted this research based on the impact and effects that the global pandemic
had - the Covid 19 virus infestation over the population. This pandemic has major
effects on the national and international economy. Many companies operating in the
economic field, had to reduce/ restrict or close their activity due to this virus. Also, the
employees ware affected, registering at local level, a very large number of resignations
or suspensions of contracts, or a favourable option for them - technical unemployment
(a support provided by the Romanian state with the payment of 75% of the value the
current salary of the employee).

Both locally and globally, most companies have had to find innovative solutions in
order to survive on the market even in a critical period. Mostly, on the Romanian
market, multinationals as well as companies operating in the medical / pharmaceutical
field, or those who deals with the supply and distribution of goods (especially food, and
usual hygiene, classic consumables) to the current Key-Accounts on the market, that
had their activity maintained.

In the case of employees working in the office (referring to the administrative part),
they had to adapt to new changes and move their own office at home. From here, the
real challenges for informational systems came.

Any employee has had to access the system in which he worked at work, on his personal
computer / laptop, from home, and to have access to all the information necessary to
carry out the activity. At the same time, these systems would have helped employees to
be able to keep their current job and to be able to continue their activity from any place,
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or any computer/laptop even if there was a crisis situation. The systems were also
effective for the managers, who were able to have remote control over employees
(systems provide intelligent solutions for verifying them). The investment made by
managers in such an intelligent system was most fruitful in a critical situation like this,
the Covid pandemic 19.

The systems that adapted the best to this situation were integrated ERP systems. These
systems have adapted most quickly in a practical way to new changes. The system can
be used by many users on different devices, from different locations. Another important
factor was the correct implementation of this system. As we have presented in the
literature review, the implementation has an essential role to be able to reap the full
benefits of such an integrated software. In order to be able to bring profitability at
company level even in a period of global pandemic, it is necessary to have a strong
relationship between employees - computer system - demand for goods/services offered
for the market (even in a criticism situation).

Also, the demand for the goods / services offered by the company was another decisive
factor for maintaining the activity. Depending on the field of activity, and the
population need for the goods or services offered, during the pandemic many companies
interrupted or closed their activity. On the other hand, even in this pandemic there were
companies that increased their activity, registering very high incomes (there was a very
high demand for certain goods or services).

Those who suffered the most were the companies operating in the Horeca industry
(restaurants and hotels), the textile industry and companies that provide tourism
services. Even in these fields of activity, certain companies have shown ingenuity,
promoting their activity in the online environment. This method would ensure their
existence on the market, even if they did not register the same income, as in previous
years. In order to face the demands and at the same time to be able to continue to operate
on the market, the computer systems supported and represented a significant part of the
work activity.

4. Research Questions/Aims of the Research

A first question on which the case study focused was whether "Is the ERP system an
advantageous solution for maintaining activity during a global pandemic?". The
research also looked at whether “Is the ERP system adaptable to the needs of companies
following quickly changes in a short term? ". Then a final question that the study
focused on was to determine “What are the elements on which the changes caused by a
crisis occur?”.

5. Research Methods

As research methods we used a case study based on quantitative research, using the
questionnaire as a measuring tool. To achieve this, we utilized a free platform (Survio).
The questionnaire focused on the current issue, namely, job maintaining (with the help
of a computer system) during the Covid 19 pandemic.
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Thus, based on the answers obtained after it, we were able to conduct a statistical
research to meet the objectives. The questions concerned the respondents from all the
departments of the existing companies on the Romanian market, without any limits in
this regard. The total number of respondents who completed this questionnaire was 77
people. The profile of the respondents is represented by people with higher education,
most of them working in the economic field. They are between 18 and 60 years old, so,
the perceptions on the proposed questions are different and include their opinion on
current events. The people who complete our questionnaire are Romanian, Chinese,
Greek, French and they work on the Romanian territory. The questionnaire was sent to
respondents from April 2020 until the end of June 2020. With different experiences in
the field in which they work, the respondents come from both the public and the private
environment, mainly the private one. Thus, with the help of the Survio research
platform, we obtained for statistical analysis, answers to 19 questions. Also, in order to
know the respondents, 3 general questions were assigned. These general questions were
intended to outline exactly the profile of information users.

6. Findings

Based on the answers received, we were able to carry out the statistical research, but
we also outlined the profile of the respondents. The questions were chosen strategically
in order to analyze the population's perception of the current problem. They also
achieved all the mentioned objectives. In the first part of the study we outlined the
profile of the respondents with 3 graphs showing the preponderance of identities, and
then we analyzed the variety of questions and the most frequent answers.

In order to present these aspects as accurately as possible, we highlighted on the chart,
most of the questions choosing the minimum and maximum options selected by them.

According to the data obtained from the respondents, a large majority of them are
represented by the population between 25-40 years old, with a percentage of 35%.
(Please see Fig. 1).

Figure 1. Age of respondents

Age of the Respondents
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(Source: own processing - questionnaire results)

In order to better outline the profile of employees, we wanted to make an analysis of
the position they hold in the field in which they work. As expected, the share of those
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who have an executive position is higher, thus totalling a proportion of 85.7%. Of
course, we also looked for those respondents who have a leadership position, because
they had to make the most important decisions in the current situation (their share being
14.3%).

Figure 2. Employees position in the company

Position in the company

\

= Mastership
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(Source: own processing - questionnaire results)

One last question was related to the experience that these people have in the field in
which they carry out their activity. Experience being an important factor. The more
experience they have in the field, the more meaningful and relevant the answers are to
the current problem, and in case to the research conducted. According to the graph,
people who have more than 10 years of experience in the field represent the largest
share in the current case study. Of course, those respondents who have 1-5 years of
experience also had a significant share (please see Figure 3).

Figure 3. Seniority in work
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(Source: own processing - questionnaire results)

In order to generate an overall idea as detailed as possible, we presented at the table
level the answers to the 19 questions that were submitted after the statistical analysis.
These questions were numerical with answers from 1 to 5. If they chose 1- it means that
it represents the lowest value, and 5 means the highest value (please see Table 1).
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Table 1. All of the questions

Pandemic of Covid 19 and ERP system | The Little | Medi | Mo | The
over the: Questions least | bit um re | most
Working from home 2 0 5 10 |60
IT department support 0 2 6 12 | 57
Implication of the IT department 0 2 6 17 |52
Using several types of systems in the same | 3 12 13 29 |20
time

Using the informatic system on another 1 1 18 26 |31
device

Implementing an ERP system for working | 1 1 13 12 |50
from home

ERP system usefulness 1 3 19 13 |41
Frequency of difficulties of usingan ERP | 1 9 18 27 |22
from home

Managing the working time using an ERP | 2 4 24 19 |28
/accounting system

Using the ERP system in real time 2 1 16 20 | 38
Involved of human capital in using an ERP | 1 2 21 20 |33
system

Using ERP system from many devices in 0 1 3 13 |50
different places

Human capital contribution to the tasks in | 11 8 23 15 |20
ERP system

Diminished use of ERP modules 18 10 33 10 |6
Customer importance in maintaining the 1 0 9 7 60
job

ERP system and maintaining the customers | O 0 15 12 |50
through online orders

ERP/ accounting system and maintaining 5 5 14 16 | 37
the job

Involvement in related activities in the 6 4 21 22 | 24
system use

Changing of working time for usual tasks | 12 10 14 24 | 17

(Source: own processing - questionnaire results)

Table 2. Presentation of the received answers that scored the variant ,,The Least”
(in percentage)

Questions The least
Working from home 2.60%
IT department support 0.00%
Implication of the IT department 0.00%
Using several types of systems in the same time 3.90%
Using the informatic system on another device 1.30%
Implementing an ERP system for working from home 1.30%
ERP system usefulness 1.30%
Frequency of difficulties of using an ERP from home 1.30%
Managing the working time using an ERP /accounting system 2.60%
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Questions The least
Using the ERP system in real time 2.60%
Involved of human capital in using an ERP system 1.30%
Using ERP system from many devices in different places 0.00%
Human capital contribution to the tasks in ERP system 14.30%
Diminished use of ERP modules 23.40%
Customer importance in maintaining the job 1.30%
ERP system and maintaining the customers by online orders 0.00%
ERP/ accounting system and maintaining the job 6.50%
Involvement in related activities in the system use 7.80%
Changing of working time for usual tasks 15.60%

(Source: own processing - questionnaire results- answers — “The Least™)

Table 3. Presentation of the received answers that scored the variant ""The Most™
(in percentage)

Questions The most
Working from home 77.90%
IT department support 74.00%
Implication of the IT department 67.50%
Using several types of systems in the same time 26.00%
Using the informatic system on another device 40.30%
Implementing an ERP system for working from home 64.90%
ERP system usefulness 53.20%
Frequency of difficulties of using an ERP from home 28.60%
Managing the working time using an ERP /accounting system 36.40%
Using the ERP system in real time 49.40%
Involved of human capital in using an ERP system 42.90%
Using ERP system from many devices in different places 64.90%
Human capital contribution to the tasks in ERP system 26.00%
Diminished use of ERP modules 7.80%
Customer importance in maintaining the job 77.90%
ERP system and maintaining the customers by online orders 64.90%
ERP/ accounting system and maintaining the job 48.10%
Involvement in related activities in the system use 31.20%
Changing of working time for usual tasks 22.10%

(Source: own processing - questionnaire results- answers — “The Most™)

According to these tables, we can say that there were more answers which totalling
value 5 (the highest), compared to the cases in which variant 1 was chosen (the
smallest).

Of course, there were many respondents who chose to be neuter, choosing the middle
option 3.
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A good part of the respondents appreciated the questions that referred to the work from
home, and also to the importance of the final client for maintaining the activity. These
questions reached those maximum levels of the questionnaire.

In order to be able to analyse the answers received more detail, we also used statistical
research based on regression. The research aimed at a multifactorial model. The
questions were represented by the variable X, and the answers by the variable Y. In the
current case Y was the dependent variable (the answer depends only by the question),
and X was the independent variable (the question asked). The analysed population is
represented by the received response variants, materialized in percentages. Being a
multifactorial model, it includes the 5 types of answers received, in total of 19
numerical questions from the questionnaire, which could be subjected to statistical
analysis. The statistical sample was represented by the range of questions asked. The
results obtained present a statistical linear model.

Table 4. Summary output

Regression Statistics
Multiple R 0.9999
R Square 0.9999
Adjusted R Square 0.9285
Standard Error 0.0002
Observations 19

(Source: own processing using questionnaire results)

Multiple R is the method whereby a chosen variable can be predicted taking into
account a linear function. This one is formed of a several variables set. This is
determined by the relationship between the variable values and the most favorable
predictions.

These predictions are linearly calculated from the predictive variables. Statistically, the
direct and strong relation is given by the coefficient correlation - "Multiple R"-, which,
in our case, has a value that is close to the maximum value. The value in our case is
0.99. The variation of y is determined by the influence of the other variables. The value
of Multiple R represents how much was the answer influenced by the question.
Therefore, the value of 0.99 confirms the strong impact that the question has over the
respondents.

The variation is known as R Square and it measures the approximation of the regression
line data. The result obtained shows the proportion in which the answers received are
influenced by the dynamics of the questions. Therefore, the chosen dependent variable
is strongly influenced by the independent variable.

Adjusted R square shows the influence between the variables y and x, and it is in a
proportion of 93%. A proportion of 93 of the population fully agreed with the issues
mentioned through the questionnaire. The remaining 7% is represented by respondents
who did not feel a strong impact over the questions posed to them, and did not agree
with the issues raised. The rest up to 100% is caused by the residual elements. That
precents represent, the respondents who did not agree with the issue of questions.

The population is statistically represented by the Standard Error. This represents the
dispersion of a statistical sample. The value obtained in the current study is 0.02%.
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According to the resulting percentage, 0.02% of the respondents do not agree with the
proposed statistical sample. The standard error measures the accuracy with which the
population is represented. The population number is significant, the standard error
having an invalidation value of 0.02%.

The independent variable (the questions) influences all variables in a significant way.
Therefore, the model is representative.

Table 5. Statistical evaluation of the questionnaire results using ANOVA

ANOVA

df SS MS F Significance F
Regression 5 19 3.8 70702428 7.6869
Residual 14 7.5244 | 5.3746
Total 19 19

Coefficient Standar tStat  |P-value |Lower [Upper [Lower |Upper
S d Error 95% [95% [95.0% [95.0%
The least|0.9973 0.0015 [634.4455  [1.2894 |0.9939 (1.0007 {0.9939 [1.0007
Little bit{1.0027 0.0021 #476.2558  [7.1463 |0.9981 (1.0072 [0.9981 [1.0072
Medium [0.9990 0.0007 [1388.386  [2.2328 |0.9974 [1.0006 [0.9974 [1.0005
Much  0.9963 0.0008 [1226.914  [1.2606 |0.9946 0.9981 |0.9946 |0.9980
The most1.0008 0.0002 14955.141  4.1042 (1.0004 |1.0013 [1.0004 [1.0013
(Source: own processing using questionnaire results)

The sum of the variation is determined by the value of the regression, and in our case
is up to 5 and the residual value is 14. These are based on a sample of 19 questions. The
sum of the regression squares is 19, and of the residual value is 7.52. The corrected R
Square ("Ms™) sums up the values of 3.8 for regression. This has a release degree "k"
up to 5.37. For the residual value has a release degree "n-k-1", and the total release
degree is n-1. The F Test for ANOVA is concretized in Significance F, known as the
null hypothesis test. The variable x is a significant factor, and its validity is given by
the value of 7.69 which is higher than 0.05. In the case of the proposed model, the
questions were a significant factor for the respondents. The test statistic validated the
model with a value of 7.69 which is above the minimum allowed of 0.05. Thus, in the
chosen model, the questions asked explain the variation of the answers, these being
interdependent. This statistical value represents the probability that the equation
proposed does not explain the variation of y. From the value determined by our
statistical model, it appears that the proposed regression model is valid, and statistically
is a significant one.

Table 6. Residual Output

Observation Predicted Questions  Residuals  Standard Residuals
1 1.0001 -7.1690 -0.3602

2 1.0001 -6.987 -0.3486

3 0.9997 0.0002 1.1293

4 1.0000 -2.6821 -0.0134

5 0.9998 0.0001 0.5581

6 0.9998 0.0002 0.8459

7 0.9997 0.0003 1.6260
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Observation Predicted Questions  Residuals  Standard Residuals

8 1.0000 -2.0593 -0.1034
9 1.0002 -0.0002 -0.9157
10 1.0002 -0.0002 -1.2262
11 1.0002 -0.0001 -0.9731
12 0.9998 0.0002 0.9111
13 1.0001 -0.0001 -0.6231
14 0.9999 9.5375 0.4792
15 1.0002 -0.0002 -0.9949
16 0.9998 0.0002 0.9763
17 1.0004 -0.0005 -2.4371
18 0.9999 0.0001 0.5311
19 0.9998 0.0002 0.9428

(Source: own processing using questionnaire results own)

In this study case, the free term is represented by the 19 questions which are analyzed
and interpreted according to the received answers of the chosen variable. The values of
x-the proposed variable, are 0.9973, 1.0027, 0.99903, 0.99634, 1.0009. The statistical
test is significant for the current parameters. Due to the fact that H1 is 99%> 95%, the
alpha parameter is significant. Moreover, the beta parameter has the higher values,
which are over than 99%. Therefore, this parameter is another significant one.

The result of the alpha parameter indicates that all the hypotheses of the statistical test
are validated. Therefore, the issue addressed by the questions ware validated by the
statistical test. The result of the beta parameter shows that 99% of the answers received
vary depending on the questions asked in the questionnaire.

7. Conclusions

This research validated the existence importance of integrated ERP systems adaptable
to the needs and requirements of existing companies on the market even in a critical
period. Regardless of whether these companies are from the private or state
environment, in order to be able to continue the activity in any situation, it is necessary
to have adaptable systems and well-trained human capital to be able to use these
systems. Starting from our goal of determining the openness, accessibility and
efficiency of an integrated information system during a global pandemic, we conducted
a statistical test. Its results validated our goal.

Thus, the influence of the ERP system on human capital was pursued through efficiency
and effectiveness due to the change of the actual workplace. Through the variable
proposed by us, namely the Covid-19 Pandemic, we established the elements on which
it had the greatest and most important influences.

We also determined how useful was the integrated system for the employees and
managers, and how important was the human factor in order to carry out the economic
activity in any situation. The use of an integrated system was beneficial due to the
possibility of accessing it on several devices, at any places. Another result obtained was
that the Covid-19 pandemic totally influenced the key elements of the companies,
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namely: computer system, customer-market demand for goods or services offered by
society, human capital and their performance.
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Abstract: The purpose of this research is to identify the importance of intellectual
capital, during the pandemic with Covid-19 in Romanian companies. The management
of human, structural and relational capital was crucial in order to retain customers,
and to maintain the job of the employees. During the Covid-19 pandemic, the most
companies have suspended their activity and so, the clients had a considerable
influence for the continuity of the activity. They had the greatest impact on the human
capital, in order to maintain the current job, and on structural capital to fulfil the tasks.
Nevertheless, the main objective is to identify the impact of Covid-19 Pandemic over
the companies that still continued their activity. The main changes of the organizational
procedures (working norm, working environment, changes regarding the
communication of hierarchical levels) and the changes that occurred on the relational
capital (communication and frequency, receipts recorded, dissolution and ending of the
new contracts) were also analysed. Based on them, the importance of relational capital
for maintaining the activity was materialized. Also, the impact over the structural
capital (accessibility, efficiency) and changes on the human capital structure
(resignations, new employment and work efficiency) were followed. To obtain these
results, was applied quantitative method, the questionnaire. We statistically analysed
the results from respondents that work in the private or public environment in Romania.
Based on this questionnaire, we are able to conclude that there is a significant impact
and a close relationship between human, structural and relational capital during the
Covid-19 pandemic.

Keywords: Human capital, structural capital, relational capital, Enterprise
Resource Planning (ERP), organisational performance.

1. Introduction

The relevant published literature identified the intellectual capital components in
different models. On the whole, intellectual capital model represents the intellectual
assets that are more connected with the collectivity that constitutes the organization
(Oliveira et al., 2018). In the structure of intellectual capital, it seems to be unanimity
regarding its component elements: human capital, organizational capital and relational
capital (Puiu, 2010). The intellectual capital structure can be divided into intellectual
property (structural capital), intellectual assets (human capital), and relational capital
which is the result of the actions of structural and human capital (Bacila, 2019).

"Diana-Nicoleta Niti: Department of Accounting, University of Economic Studies Bucharest, Romania;
tel. (+4)0766497832; e-mail address: nita.diana.n@gmail.com
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The emphasis was on the attributions of human capital and what it represents in the
structure of a company, regardless of its activity field. Human capital is one of the most
important resources for a company, owing to added value it can bring in a production
process or in a provide services (Dumitrana et al., 2012). It is known that in this
knowledge economy, intellectual capital is an important element in supporting the
company's activity and bringing added value, being also the only asset that can easily
adapt to new market requirements. In Romania, during the pandemic that affected the
world economy, the companies which continued their activity were in the medical,
providing services and commercial fields. Through the study case, we wanted to stand
out the fact that during a crisis, regardless of its type, the components of intellectual
capital represent the continuity motor of companies activity. Therefore, we followed up
the changes that can appear on the intellectual capital during a health crisis. We aimed
to measure the changes felt by human capital in the context of the current pandemic.
Through the major changes, in a short and alarming time, we followed up from human
capital perspective the changes of working norm, actual working time, and if there were
changes regarding to maintaining the organizational culture. From the relational capital
point of view, we followed up how much relate and communication accessibility
between human and relational capital has changed. Also, we analysed the changes in
maintaining the probability to pay for orders and services. We followed up the
importance of its existence in order to maintain the human capital’s job. All these
elements were concluded on the company's profitability. In this sense, we followed up
the pandemic effect on dissolution and ending of new contracts. From the structural
capital point of view, we analysed the accessibility of the accounting and integrated
systems, regarding the accessibility and availability of financial documents, from all
the hierarchical levels of company. We sought to recognize the importance of
improvement the human capital work with the help of structural capital through the
automation of financial-accounting documents.

2. Literature review

Intangible assets represent, the highest organizational value which a company can have
(Osinski et al., 2017). Intellectual capital is considered a strategic instrument for
management (Matos and Vairinhos Valter Martins, 2017) and its efficient use should
be one of the objectives of companies during critical economic periods and beyond.
Companies reaction to crises is given by the degree of organizational and strategic
adaptation (Osiyevskyy Oleksiy et al., 2020), but we believe that these measures should
be analysed from intellectual capital’s point of view. Taking into account that the most
important strategic elements of a company coincide with the components of intellectual
capital, it is considered the capital of the organization (Bacild, 2019) and it must be
analyzed in any situation.

We think that during a health crisis, the well-prepared human capital and existence of
high-performance information systems support the demand from relational capital.
Studies showed that during the crisis period in 2008-2009, many companies reduced
the number of employees (Shakina and Barajas, 2014). One approach that is validated
in this economic context is based on the idea that not the latest machinery, expensive
buildings or the multitude of land in the company's assets give value, but knowledge of
human capital. It is also validated that “an organization is triumphant because it has the
best human capital” (Oseni Abubakar and Igbinosa, 2015). Human capital it is
considered to have a positive effect on profitability and long-term growth (Beltramino
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et al., 2020). We believe that human capital is the most important asset, specified in
studies achieved during the 2008-2009 crisis (Shakina and Barajas, 2014), even if the
findings reveal that physical capital is a driver that creates better value in an unstable
economic environment (Kehelwalatenna Sampath, 2016). Human intelligence becomes
the primary factor on the organizations wealth, and recognition the value of intangible
assets importance, are features of the new economy (Holt and Holt, 2010).
Nevertheless, investment which the company makes in its employees is amortized
through happier, more productive employees, satisfied with the positive work
environment and corporate culture (Natter, 2018). As a factor that influences the human
capital actions, it is social capital through organizational culture, which directs it
through the quality, diversity and pluralism of the workplace (Chatterji Niti and Ravi
Kiran, 2017). Therefore, social capital is an influence element of human capital through
organizational culture. Nevertheless, the culture of any organization is an important
factor in determining the success during crises (Kurt Wise, 2003).

Another interesting statement found in the specialised literature is that during a crisis,
development of companies is influenced by human and structural capital (Sumedrea,
2013). As a part of intellectual capital, structural capital contributes to the company's
performance. To reach the required market level and to improve the efficiency of
human capital, structural capital should be constantly updated and improved (Gogajeh
Habib Hosseinzadeh et al., 2015). We consider that the performance of structural capital
can be measured by human capital’s working time. Therefore, an efficient structural
capital responds to the company's requirements, and improves the effective working
time of human capital. Using an updated and efficient structural capital, increases the
degree of new ideas and human capital innovation. An advanced computer system
offers the possibility to access in real time all the financial-accounting information and
improves the operational situation of companies. According to Jacobs and Bendoly
(2004), Enterprise Resource Planning (ERP) can be defined as a concept and as an IT
system. Its conceptual definition involves integration and management of business
processes within an organization. The integrated system improves order control,
accurate and current inventory information, improves workflow and combats business
standards through existing best practices. By defining the integrated system as an IT
system, is about the technological infrastructure designed to provide the functional
capacity needed to transform the ERP concept into a reality. The system can be
considered a basic platform designed to support and combine the capabilities of the
tools and processes used by an organization. Akkermans et al. (2003) also state that an
integrated system can be defined from different perspectives, such as functionally,
technically, or from a business perspective that provides strategic value and spans the
entire organization. Most existing articles mainly provide definitions and issues of ERP,
different perspectives of ERP, case studies on industry experiences, recent trends in
ERP and surveys in the ERP literature, but the company need during a crisis is not
evidenced. The focus seems to be on the relation between business process
reengineering and wide range of organizational change issues that include ERP
implementation (Addo-Tenkorang et al., 2011).

Given the fact that relational capital is a crucial element of a company, studies show
that relational capital is an invaluable capital and a resource difficult to imitate, transfer
or replace and which has a long life expectancy (Lopes-Costa and Munoz-Canavate,
2015). However, we believe that this long life expectancy can be affected by events that
cannot be controlled, with repercussions on the entire economic activity. Innovation
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makes the difference between market competition and attracting the new clients (Ornek
Ali Sahin and Ayas Siyret, 2015). This is revealed during a crisis because through
innovation, the company responds to new changes. New requirements can be identified
by changes in the demands of relational capital and on structural capital. We consider
that if there is no customer, the company can no longer survive on the market. The so-
called “sustainable competitive advantage”, relational capital positively influences the
level of competitiveness of the organization (Gogan et al., 2014).

During crises, regardless of their type or margin of countries coverage, human capital
is one of the main elements that help the return of economic activity (Lin Carol Yeh-
Yun and Edvinsson Leif, 2013). Regarding to the Sars-Cov-2 virus pandemic, it is
known that it had a significant influence on the national and global economic
environment. New internal and external policies have been adopted, policies with which
companies never faced before. One of the policies adopted was that of working from
home, also called teleworking. The attitude and according to the employees regarding
to the work from home is susceptible in such periods. Adherence to teleworking may
or may not work. However, studies from this period have shown that if people had the
resource to stay at home and did not perceive significant barriers to doing so, people
would be more likely to adhere to the "Stay at Home" policy (Sumaedi Sik et al., 2020).
The policies established by the countries already affected by this health crisis could not
be implemented by all economic sectors, for example those in the secondary sector,
manufacturing industry. Thus, for several roles in some manufacturing companies,
"Working from home" is not a viable option (Nicola et al., 2020). Research over the
time has shown that during an economic crisis, the potential of human capital to create
added value has diminished (Bontis et al., 2015).

Regarding to the impact of the Covid-19 pandemic on the global socio-economic status,
Abodunrin Oyinlola et al. (2020) state that it resulted in the loss of skilled and
experienced workers; reducing labor supply; loss of key personnel and activists, which
can lead to poor organization and defects in support of accession; causes poverty by
losing the life of the bread winner; reduced productivity and the negative impact on
economic growth. The global pandemic has led to staff shortages, which have become
key concerns for companies due to self-isolation policies (Nicola et al., 2020).

The situation of Romanian clients during the pandemic established on March 14th 2020,
outlined a significant decrease (Butu et al., 2020). At the same time, the Romanian
economic agents, during the pandemic, in order to be able to continue their economic
activity had to implement innovative solutions and improve communication with
customers (Butu et al., 2020). The employees were the ones who had to adapt to all the
changes that come from the IT systems, from the clients, but also from the actual work
environment. The impact that these factors had on employees materialized in their
manner, time and adaptability. A study conducted in Indonesia shows that this new
reality pushes employers to accept the pandemic and that it tries more to adapt to the
new changes that occur in the companies in which it works (Novitasari Dewiana et al.,
2020). Regarding to the local context, the Romanian National Institute of Statistics
(INSSE) carried out in March-April 2020 ad-hoc surveys on the situation and
estimating the continuity of the economic agents activity included in the studies. A
study conducted by INSSE (2020) -"Trends in the evolution of economic activity in
March-April 2020" wanted to identify the estimate of the activity evolution and the
number of employees for the periods 17 / 19-31 March and 1-30 April 2020. The results
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showed that 1 from 5 managers mentioned that by the end of March the activity could
decrease by up to 25%, and those who mentioned that the activity could increase are
those in the retail sector. Regarding to the evolution and changes of the employees
number, the results showed that the uncertainty for April increases, so the share of
respondents who mentioned that they cannot estimate the evolution of the number of
employees was 43% of the total respondents. Another study conducted by INSSE
(2020) -"Assessment of Covid-19 impact on the economic environment in March and
April 2020" identified the situation of enterprises from the manufacturing, construction,
retail and services field. Thus, the most important sectors of activity and probably the
most affected by the pandemic were identified. The results showed that 52.1% of
economic agents from the transport and storage sector provided in April a restriction of
activity by more than 25%; 61.4% of the economic agents in the construction sector
provided for a restriction of the activity of more than 25%; 21.6% of economic agents
in the retail sector estimated a restriction of the activity by more than 25% or even the
closure of the activity. Also, the study shows that the most affected economic agents
were in the tourism and entertainment field, 95.4% of the respondents estimated a
restriction of the activity by over 25% or even the closure of the activity. The results of
the studies showed that most of the economic agents included in the research predicted
the suspension of activities.

The Romanian National Institute of Statistics (2020) state that the effects of the Covid-
19 pandemic on the Romanian labour market materialized through the decrease of the
employed population and the employment rate and the increase of the number of
unemployed and the unemployment rate. In a press release on employment and
unemployment, the Romanian National Institute of Statistics (2020) specified that the
most visible aspects refer to the increase of the number of employed persons absent
from work. The information from the National Institute of Statistics (2020) shows that
the number of employed people who did not work even one hour during the analysed
period was 841 thousand people in the second quarter of 2020 (9.9% of the employed
population), more than four times higher than in the first quarter of 2020 and more than
7 times higher than in the corresponding quarter of the previous year. Economic or
technical difficulties of the employer (lack of raw materials, customers or orders) - was
indicated as a reason for the absence of 58.0% of people.

2.1. Problem Statement

The study case started from social and economic problem that affected the global
economy, Covid-19. Human capital had to receive the new requirements to survive the
pandemic, proving that it can cope extreme situations. Was changes concerning the
place where an employee carries out his normally activity, determining to work in
isolation, from his own home. Were determined modifications on the working time,
working norm, program, computer system and the communication with the client,
influencing the performance of entire company. One of the basics element was the
relational capital (the clients) that directly influenced the continuity of the activity. In
the analysed period, most companies have closed, suspended and restricted their
activity. We want to follow up the changes over the companies which maintained their
activity. We consider that the relation between human, relational and structural capital
IS eminent to maintain the activity in a critical period. At a first assessment of this
pandemic, we noticed that in the private environment the activities of the companies
were supported by the client or the final consumer. From an accounting point of view,
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it is certain that the value of the employee expenses was maintained, while the value of
the monthly earnings decreased. These affected profitability during pandemic. We
followed up how pandemic affected the mobility of human capital (new
hires/resignations) and relational capital (dissolution and ending of the new contracts).
Another important element was structural capital, which responded to the new company
requirements. Another problem was over the working time for usual tasks. Therefore,
we want to analyse if this aspect has been modified. We wanted to determine whether
the change of workplace had repercussions on the usual time to completion the work
norm.

2.2. Research Questions

How much social and economic events influence the components of intellectual capital?
How adaptable is human capital to changes due to social and economic events? How
essential is relational capital during of an economic impact?

2.3. Research Methods

The population of this research is formatted by Romanian citizens and citizens from
Greece, China and France who work in Romania. The data used were collected through
an online survey, namely Survio platform. The period in which the data was collected
was from April 2020 to end of June 2020. The sample of this study was 93 economists.
The number of the respondents was acceptable for the statistical analysis method which
we used. The statistical analysis method used in this research was multiple regression
analysis - multifactorial model. The questionnaire was applied in several companies in
Romania. The questions are following a 5-point Likert scale (from the least to the
most).The research covered public institutions and private companies. Was covered
respondents perception from one public institution - National Agency for Fiscal
Administration. In the case of private sector companies, their number cannot be
identified because the questionnaire was published, in order to complete it, on several
online socialization platforms from the economic field.

The research methods we used in this study case were quantitative, based on
questionnaire. It was realised in Romania, over the companies that operates in
Bucharest and Dambovita County. The research was addressed all over the hierarchical
levels within private companies and public institution. This questionnaire consisted of
23 questions addressed to employees from management, financial and operational
departments. Questions were based on the global pandemic, Covid-19, which directly
affected the Romanian economic business market. Also, those questions followed up
the relation between intellectual capital components and the influence that an economic
event has on them. The intellectual capital elements supported the continuity of the
activity in those new and critical conditions. Three questions aimed to knowing the
respondents in an objective way. The respondents experience in the field where they
activate, helped us to obtain answers that could be compared with the period before the
global pandemic broke out. All the answers received were analysed from a statistical
point of view, interpreting each value obtained. Those values helped us to understand
and measure the impact of a social and economic problem on intellectual capital.

We achieved the perception and employees opinion from both sectors of activity (public
and private) on the changes that occurred during the pandemic. We covered a sample
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of respondents aged between 18 and over 41 years ( 32.3% of respondents are between
18-24 years, 35.5% between 25-40 years and 32.3% are over 41 years), according to
the table below:

Table 1. Structure of respondents’ ages

Age range criteria Total %
18-24 years 30 32.3%
25-40 years 33 35.5%

>41 years 30 32.2%

(Source: Own processing based on the answers received)

From those respondents, 15.1% occupy managerial positions. The results received
determining us to understand the perception of those who led the companies during the
pandemic. Most of those respondents work for public institution (National Agency for
Fiscal Administration), and the image they have of the pandemic is an interesting one.
The changes over the human capital were different from those in the private sector (they
had not access from home to the computer system, they did not have access to
documents in electronic format). Most of them even during the pandemic had to be
present at work, unable to work 100% from home. As opposed to employees from the
private sector, the presence of those who work in public institutions was by the rotation
method. A percentage of 84.9% of the respondents occupy execution functions. We
believe that those employees have felt the changes the most. Organizational
modifications have occurred on them over the effective workplace, organizational
procedures, working rules, requirements of superior hierarchical levels.

Table 2. The position occupied by the respondents

The positions range criteria Total The position occupied by
the respondents (%)
Execution positions 79 84.9%
Managerial positions 14 15.1%

(Source: Own processing based on the answers received)

Regarding the respondents experience in the field in which they work, 11.8% of them
have an experience less than 1 year, 44.1% between 1 and 5 years, 4.3% between 5-10
years, and 39.8% have an experience of more than 10 years. The diversity of
respondents’ perceptions is also determined by the experience they have, and the effects
of the pandemic are felt differently, from employee to employee.

Table 3. Work experience of the respondents

Work experience range Total Work experience of the
respondents (%)
Less than 1 year 11 11.8%
Between 1-5 years 41 44.1%
Between 5-10 years 4 4.3%
More than 10 years 37 39.8%

(Source: Own processing based on the answers received)

2.4. Findings
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The hypothesis of this research is that Pandemic of Sars-CoV-2 virus influences all
intellectual capital components. We analysed in this sense: the influence over human
capital through resignations, new employment and work efficiency; over structural
capital by revealed its degree of accessibility and efficiency; on relational capital
through changes on the frequency of communication, receipts, dissolution and ending
of new contracts. At the same time, we consider that this hypothesis can be allocated
on the analysis of social capital (culture and organizational procedures). Therefore, we
followed up if there were changes through working norm, working environment,
changes regarding the communication of hierarchical levels. We followed up the
reaction of intellectual capital in the current economic context. Therefore, we
considered the independent variable - Covid-19 pandemic, wanting to identify the effect
and interdependence that this variable has on the dependent ones. The dependent
variables we measured are human capital, relational capital (clients) social capital and
structural capital (information systems from each company / public institution in which
the respondents work). The influence of Covid-19 pandemic on human capital is
determined concerning by changes in the efficiency of human capital, new employment,
resignations, working time, working norm and impact on the change of working place.
An impact from practice was the importance of relational capital (customers) over
companies and human capital. Thereby, measuring the impact of pandemic on relational
capital was determined by dissolution or ending of the new contracts, maintaining the
employment of human capital and the activity of companies, the frequency of the
communication between employee and client. The maintenance of the clients' activity
determined changes on the revenues and companies profitability, and through our
analysis we tried to measure it. The effects of Covid-19 pandemic on structural capital
were delimited by perception the importance of automating the operational accounting,
the efficiency of the information systems and of its adaptability in critical situations.
Another analysed situation was Covid-19 over the organizational culture (if it has been
kept or there have been changes).

We have to specify that from 23 questions applied, 3 of them were necessary to know
the respondents by their age, their position in the company in which they work, and
their experience in work. Therefore, the table presents the 20 questions that follow the
directive proposed by us for analysis. To sketch the relations we followed, the answers
received from our respondents are identified by the table below:

Table 4. Questions applied about COVID-19 and intellectual capital components
and answers received
Answers received

Questions applied The  Little The
least bit Medium More most

Changes over the working norm 40 3 17 16 17
Communication between hierarchical
positions 3 8 6 30 46
Accessibility of accounting
documents 2 9 17 35 30
The importance of automating
accounting documents 1 1 4 14 73
Changing the workplace 2 2 5 15 69
Effective working time 15 11 21 23 23
Customer Relation 5 9 17 29 33
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Answers received
Questions applied The  Little The
least bit Medium More most

Frequency of customer

communication 19 13 22 21 18
Maintaining the job 1 1 11 14 66
Dissolution of Customers' Contracts 60 12 9 4 8
Ending of the new contracts 65 11 9 3 5
Accessing computer systems 2 2 6 9 74
Efficiency of accessing information

systems 0 3 14 22 54
Computer system - daily tasks 0 4 9 10 70
Maintaining organizational

procedures 2 6 10 20 55
Resignations 54 8 22 3 6
New hires 37 14 31 4 7
Changes in receipts 9 9 43 13 19
Profitability 6 12 40 13 22
Human capital efficiency 1 0 13 32 47

(Source: Own processing based on the answers received)

What we consider necessary to be known are the answers rated with “the least” and
“the most” because they show us the impact that the respondents felt depending on the
problems proposed by us. "The least" answers the question with "least modified" and
"the most" answers the question with "very big change." Based on the answers received,
49.46% of respondents noticed a good communication between the hierarchical levels;
78.49% signals the importance of automating financial-accounting documents; 74.19%
agreed changing the working place (namely working from home); 35.48% identified an
easy relation with clients; 70.97% of them consider the relational capital very important
in order to maintain the human capital job; 79.57% had from home a very easy access
to computer systems and 58.06% said that during the pandemic the computer systems
were very efficient, having a very large influence in daily tasks; 59.14% consider that
the organizational procedures have been followed; and 50.54% consider that they
worked very efficiently during this period. Therefore, the needs felt by the employees
were related to the automation of financial-accounting documents, a need that would
clearly reduce the actual working time. An interesting result was that regardless of the
changes in the economic environment, the organizational procedures are maintained,
and the communication between the hierarchical levels is maintained too. Thereby, the
social capital determined a maintenance of relations within the companies.

Table 5. Answers received with “The Most”
Answers received

Questions applied

The most %
Changes over the working norm 17 18.28%
Communication between hierarchical positions 46 49.46%
Accessibility of accounting documents 30 32.26%
The importance of automating accounting
documents 73 78.49%
Changing the workplace 69 74.19%
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Questions applied

Answers received

The most %
Effective working time 23 24.73%
Customer Relation 33 35.48%
Frequency of customer communication 18 19.35%
Maintaining the job 66 70.97%
Dissolution of Customers' Contracts 8 8.60%
Ending of the new contracts 5 5.38%
Accessing computer systems 74 79.57%
Efficiency of accessing information systems 54 58.06%
Computer system - daily tasks 70 75.27%
Maintaining organizational procedures 55 59.14%
Resignations 6 6.45%
New hires 7 7.53%
Changes in receipts 19 20.43%
Profitability 22 23.66%
Human capital efficiency 47 50.54%

(Source: Own processing based on the answers received)

Based on the answers received, 43.01% of respondents consider that their working
norm has not been changed considerably; 64.52% consider that between 0-5 contracts
were dissolved during this pandemic; 69.89% consider that between 0-5 new contracts
were ending during pandemic; 58.06% reported that the number of resignations has not
changed; and 39.78% of them claim that the demand for new employment has not

changed compared to the periods before the analysed period.

Table 6. Answers received with “The Least”

Questions applied

Answers received

The least %

Changes over the working norm 40 43.01%
Communication between hierarchical positions 3 3.23%
Accessibility of accounting documents 2 2.15%
The importance of automating accounting

documents 1 1.08%
Changing the workplace 2 2.15%
Effective working time 15 16.13%
Customer Relation 5 5.38%
Frequency of customer communication 19 20.43%
Maintaining the job 1 1.08%
Dissolution of Customers' Contracts 60 64.52%
Ending of the new contracts 65 69.89%
Accessing computer systems 2 2.15%
Efficiency of accessing information systems 0 0.00%
Computer system - daily tasks 0 0.00%
Maintaining organizational procedures 2 2.15%
Resignations 54 58.06%
New hires 37 39.78%
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Questions applied Answers received

The least %
Changes in receipts 9 9.68%
Profitability 6 6.45%
Human capital efficiency 1 1.08%

(Source: Own processing based on the answers received)

Therefore, we can say that regardless of the fact that some of the clients suspended or
restricted their activity, this was not felt on the working norm, and the changes over
existing contracts and on the new ones were little noticeable. As for fluctuations in
human capital through resignations and new hires, they have not changed significantly.
It was expected during job uncertainty caused by the pandemic. Therefore, the
resignations did not increase, and the demand for new jobs was not changed. Due to the
fact that the statistical test is valid, specifies that the independent variable (pandemic
with Covid-19) is in a causal-effect relation with the problems identified by us.
Regarding to companies profitability, based on the answers received, we identified that
it has not changed considerably. Most responses were neutral. Due to the fact that most
of our respondents are at the operational level, this is not very well known to them. An
interesting thing is that proportion of 23.66% of those who answered that profitability
has changed considerably, are from public institutions. This is normal, considering the
fact that in Romania, during pandemic, were granted taxes bonuses, their payment being
postponed.

Table 7. Summary output
Regression Statistics

Multiple R 0.999999865
R Square 0.999999731
Adjusted R Square 0.933332992
Standard Error 0.000599228
Observations 20

(Source: Own processing based on the gquestionnaire results, using data analysis)

Multiple R measures how a variable can be predicted using a linear function of other
variables set. It represents the correlation between the variable values and the best
predictions. These can be calculated linearly from the predictive variables. Also,
“Multiple R is the multiple correlation coefficient and has a value close to the extreme,
0.99. This result indicates that between Covid-19 Pandemic and human, structural,
relational and social capital is a strong and direct connection. Also, the result confirm
the impact of the independent variable over the dependent ones.

R Square represents the statistical measure of data approximation to regression line. It
is also known as the determination coefficient. The result for R Square is 0.99, which
shows that 99% of the “Y” variation is determined by the variables influence. In our
research Y is the answers of our respondents which depends of the X. “X” represents
the questions applied in the questionnaire. The result represent that the answers received
are determined by the questions applied in a proportion of 99%.

The adjusted R square is 93% of the “Y” variation, which is influenced by “X”. The
rest up to 100% is caused by residual components (deviation factor - adjusted
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correlation coefficient - adjusted R square). 93% of the total respondents validated the
problems presented through the questions, and 7% of the total respondents did not agree
with the problems presented.

Standard Error represents the standard deviation of a statistical sampling distribution.
Standard Error is a statistical term that measures the accuracy wherewith a sample
represents a population. The result obtained in the current example is 0.06%, which
indicates a stronger estimate of the average population. The number of respondents is
significant for the statistical test, error for invalid being 0.06%. The model is
representative.

All of the 20 questions was quantified. The other 3 questions refer to the age, the
function and work experience of all respondents.

Table 8. ANOVA

ANOVA SS MS F Significance F
Regression 5 19.9999 3.9999 11139750.9 1.1285
Residual 15 5.3861 3.5907
Total 20 20

Coeff.  Std. t Stat P- Lower Upper Lower  Upper

Error value 95% 95% 95.0% 95.0%

The 1.0004 0.0007 1339.0118 1.6809 0.9987  1.0019  0.9987  1.0019
least

Little bit 0.9966 0.0042  235.7919 3.4560 0.9876 1.0056 0.9876 1.0056

Medium 1.0003 0.0013  735.1182 1.3548 0.9974 1.0032 0.9974 1.0032

Much 1.0002 0.0014 697.3785 2.9869 0.9971 1.0032 0.9971 1.0032

The 0.9988 0.0005 1964.7767 5.3411 0.9977 0.9998 0.9977 0.9998
most

(Source: Own processing based on the questionnaire results, using data analysis)

The variation sum is both due to the regression value of 5 and the residual amounting
to a value of 15, out of a total of 20 (these are the liberty degrees). The squares sum of
the regression sums the value of 19.99, and the squares sum of the residual value adds
up to 5.39.

The average of the squares or the corrected dispersion sums the values of 3.99 for
regression and respectively 3.59 for the residual value.

Significance F is the test F for ANOVA, precisely the set of null hypotheses: the model
is not statistically valid and the alternative hypothesis: the model is statistically valid.
Critical region summing the value of 1.13> 0.05, which confirms that the null
hypothesis is rejected, and the model is statistically valid. Therefore x is valid as a
significant factor.

Also, Significance F represents the probability that the equation does not explain the
“Y” variation, and any match is purely random. If significance F is less than 0.05 (5%),
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there is no significant correlation. In this study, the condition is fulfilled, the value
obtained being 1.13, and the multifactorial regression model is valid (statistically
significant). In the proposed model the questions represent a significant factor for
respondents. The model is validated with the value 1.13 which is above the minimum
allowed of 0.05. Therefore, in the model, the questions explain the variation of the
answers, these being interdependent. The questions represent the independent variable,
and the answers received from our respondents represent the chosen variable. The
coefficients sum up y's values of 1, 0.9966, 1, 1 and 0.9988 for x. The test statistic
represents the significance tests for the parameters.

Lower 95% (left limit), the alpha parameter, is significant because the probability that
all of the hypotheses can handle (which it claims to be significant) 99% > 95%. The
result of the alpha parameter indicates that all the hypotheses of the statistical test are
validated. Upper 95% (right limit) summing values over 99%. Therefore, the beta
parameter is significant. The results of the statistical test indicate that the hypotheses
on which the research was based are valid. The influence of the Covid-19 pandemic on
human capital was tracked in terms of resignations, new employment and work
efficiency. Within the entities that contributed to the research, there were no major
changes in terms of resignations and new employment. In terms of work efficiency,
respondents boost their work efficiency even if the actual workplace has been changed.

The hypothesis that the Covid-19 pandemic influenced structural capital by revealing
its degree of accessibility and efficiency was validated. In Romania, the accessibility of
home computer programs has been a challenge for employers of service companies.
The hypothesis according to which relational capital is one of the elements that
supported the economic activity, was materialized. The client was the one who kept the
employees' job during the pandemic. Even if the actual workplace was changed, the
communication between the client and the employee was efficient. The ending of new
contracts was not notified in the analysed companies, and the suspension of the already
existing contracts did not represent a significant change. In terms of organizational
culture, as an element of social capital, it has been maintained.The answers received
from the respondents could not be measured in another way, and the statistical results
validate the research questions. Comparing the results obtained with the period before
the Covid-19 pandemic, it can be seen that the companies included in this research
managed in a good way the economic activity. They benefited from the receptive
human capital, they adapted structural capital to new needs and they benefited from a
constant relational capital (clients).

3. Conclusions

The study demonstrated how Covid-19 pandemic influenced the intellectual capital
components. We followed up what changes occurred over the human capital. The
results showed that there were no changes on the number of employees (by dismissing
employees, creating new jobs). Therefore, during a pandemic of this level, human
capital remains one of the key factor. The study case followed up the evolution of
structural capital and its opening to new changes in a relatively short time. The
respondents notified the importance of automating financial-accounting documents
during this analysed period. This automation would reduce the working time for
operational accounting. Respondents were pleased with the efficiency and openness of
structural capital to the new needs that arose during this period. We also wanted to
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analyse if the organizational procedures was maintained. Therefore, following the
answers received, all procedures were maintained and communication at hierarchical
levels was maintained. From respondents point of view, relational capital was the key
element that supported the maintenance of the companies' activity. Therefore, we
consider that during a crisis of such magnitude, the relational capital was the one that
avoided the suspension of all of the companies' activity. We have to say that the public
system is closely linked to the private system, and the key element was relational
capital, by maintaining the demand for services and products. Through this study, we
wanted to follow up the changes that occur over the intellectual capital in the current
social and economic context, influenced by the Covid-19 pandemic. In March 2020, a
state of emergency was established in Romania. Many companies had to suspend their
activity, and the employees had to go into technical unemployment. The situation was
difficult due to the gravity and insecurity caused by this health crisis. However, through
the research conducted, it was identified that the companies that participated in the
research managed well the intellectual capital elements. Even if the changes are minor,
we can see that they did exist. The pandemic influenced the Romanian economic market
by suspending the economic activities of many companies. Thus, relational capital was
affected. At the same time, from the employees' point of view, the fear of restructuring
existed. Also, the changes that appeared on the structural capital had to comply with
the new requirements. Many companies have succeeded in this, but others have not.
The impossibility of adapting the structural capital to the new requirements was
decisive for the public institutions. The current economic stage, being a new one, cannot
currently offer in-depth studies that would determine a complex image of the Romanian
economic market. Most of the companies that were included in the research were from
retail field and rendering services field. This study showed the image of these Romanian
companies during the Covid-19 pandemic.
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Abstract: The new paradigms of global economy shed light on a knowledge-based
economy, an economy whose growth depends largely on the quantity, quality and
accessibility of available knowledge in which science, skills and know-how have a great
influence, even higher than traditional factors of production. In this context, education
is becoming one of the strongest influencing factors of the economy, and the fact that
the needs of the system are constantly growing is part of the trend of massive investment
in knowledge. However, education systems do not seem to keep up with the speed in
which the economic world is changing. In this paper, we wanted to reflect on system
financing versus expenses of schools in Romania, focusing on the methods of financing
and expenditure in the education system and seeking new possibilities to customize the
allocation of funds according to the real needs of the institutions. Through this
personalization, a differentiation can be found between the allocations of funds in
which the "poorer™ schools can have a positively differentiated financing formula, and
those with a better situation, in terms of resources, to be a bit disadvantaged. The aim
of this research is to help funders allocate their funds more effectively to achieve the
overall goal of education to maximize school outcomes.

Keywords: Funding, pre-university education, expenses, information, knowledge.

1. Introduction

“Knowledge” and “information” with a greater involvement in the process of transition
from the industrial society to a “new”, “post-modern” economy, mark the evolutions of
European societies and not only (Achim, 2015). The term "new economy" is understood
by most as one that is based on the Internet, the flow of information that can be accessed
today in a very short time almost instantly by a very large mass of people. From this
very rapid development arose the concept of knowledge-based economy since the
1950s and has since been based on the thought that a high quality of education greatly
influences the development of economies and thus the development of societies. In
order to support the knowledge-based economy, the European Union, in a document
called ET2020, outlined educational policy objectives. The ET2020 set some principles
of good practice such as supporting the concept of lifelong learning, raising the quality
and efficiency of education by promoting "equity, social cohesion and active
citizenship” stimulating “creativity, innovation and entrepreneurship” (Official website
of the European Union).

In the evolution of the development of the knowledge-based economy, Romania and
Eastern European countries are in a group with a much lower level of development than
Western European countries such as Germany or France and will not reach their level

12 Corresponding author: Gabriella Szekeres, Bucharest University of Economic Studies, Romania
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in the near future, but also presents very favorable prospects for achieving the status of
a knowledge-based economy. (Fucec and Marinescu 2014). However, this goal cannot
be achieved without an educational system capable of high-quality performance, in
which both the providers of educational services and the beneficiaries of the services
receive what they are looking for and want from the system. In this context, the
financing of the system becomes a very important factor.

Education is a public service part of the public institutional system, subordinated to the
government that provides education services to the final beneficiaries (Broadbent and
Guthrie, 1992). Starting in the 70s and 80s, scientists began to worry about the costs of
education compared to the results obtained by it. In the 80's the need was felt for a
reform in the public sector by rethinking the management and financial management,
making a transfer of responsibilities from the central administration to the local
administration and schools. In European countries and not only, the conditions were
created to move to a new style of management, similar to the private sector, which
wanted to be more economical, efficient and effective (Guthrie, 2007).

The concept of New Public Management was introduced by Hood (1995), a concept
that started a series of reforms in the public sector by introducing concepts such as:
accrual accounting, performance indicators, delegated budgets, total costs, outcome
statements, fiscal responsibility and others (Guthrie, Olson, and Humphrey, 1999, p,
210). Accrual accounting has the advantage over cash-based accounting that it provides
higher transparency, increases performance and can generate more complete
information about the total costs of operations (Timoshenko and Adhikari, 2010).
Guthrie (2007) referring to Boadbent and Guthrie (1992, p.11) says that modern public
management includes technological systems that can be described in a process with the
following steps: resource definition, budgeting and reporting.

One of the most important subfields of public administration is budgeting. (Tyer and
Willand,1997). The budgeting process includes the definition of funding as an element
of budget revenue. Thus, we can say that the allocation of public funding has a special
importance in the management of resources in pre-university educational institutions
for the simple reason that it ensures the flow of income for the provision of the service
(Mayston, 1998). Husén (1984, pp.30) said, “education must contribute to labor
resources that will generate economic takeoff, with further development”. The
educational process in a similar way to the production process in order to obtain the
desired results and to maximize them requires an adequate "input”, and defining its
level puts in front of a difficult choice the decision makers of educational policies (Ross
and Levacic, 1999). Compared to the production process, however, we find major gaps
in the educational process between the quality of the "raw material™ in terms of social,
material, cultural conditions from which students come. According to Whittington
(1994) in the public sector the three E's: economy, efficiency and effectiveness must be
constantly present, so resources must be used economically, the level of achievement
of objectives must be as high as possible, and the relationship between resources used
and the results obtained must be optimal. The economic efficiency of the services
supposes to obtain the results in the best quantity and quality with minimum costs.
Finding the optimal funding formula is the responsibility of governments and involves
a fair and measurable distribution that allows for a focus more on distribution than on
results. (Heald and Geaughan, 1994).
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Keeves and collaborators, quoting Husen, say in their paper that in most industrialized
countries investment in education to increase education participation rates to higher
levels than required has been motivated by the egalitarian principles associated with
providing greater equality of educational opportunity and greater social equity (Keeves
et al., 1991). A pioneer in research on the effect of investment in education Coleman
said, "equality of educational opportunities depends not only on the idea of equality in
the distribution of school resources, but the intensity of the effects of these resources™
(Colemam, 1969). "In order to promote non-discrimination and equal opportunities on
all grounds of discrimination, both a solid legislative basis and a range of policy
instruments are needed.” (EC Communication, 2008). The Universal Declaration of
Human Rights states in 1948 “Everyone has the right to education. Education must be
free, at least as regards elementary and general education.”(UN, 1948). Equity the main
objective of finding a funding formula is to partially or fully compensate for different
needs and different financing needs. (Heald, Geaughan, 1994). These principles should
be primarily reflected in the legislation regarding social policies, and last but not least,
in education funding policies. In accordance with these principles in most countries, the
state is the main financier of the education system providing access to education free
of charge up to the highest levels. Achieving equality, in terms of equal participation
from an arithmetic point of view, is probably an unattainable goal. What could be
sought, however, is greater equality in a person's access to an opportunity, which
involves the concept of "equity” (Keeves et al., 1991). This can be offset by applying
the principle of positive discrimination, through grants, national programs in which
students from socially disadvantaged backgrounds receive additional funding. Another
type of negative discrimination that can occur in the financing of the education system
in terms of capital and capital expenditures is due to the fact that in the vast majority of
education systems the source of financing these expenditures is the local community,
resulting in negative discrimination for schools, located in communities with lower
funding opportunities. In the US, the federal government is trying to put pressure on
state legislators to pass anti-discrimination regulations because the resources allocated
to education providers differ greatly from state to state, which greatly influences the
level of expenditure on staff, goods and services and capital (Baker and Weber, 2016).
Compensatory education programs have been launched in the United States since the
1980s to reduce discrimination, making huge funds available to Member States and
local schools as "categorical aid" (Husen, 1984).

In California, there has been a successful process of school finances, the case of Serrano
vs. Priest who ruled that the California education system was unconstitutional in
discriminating against students in their access to education due to the fact that some
richer communities, with larger tax bases, spent more on students than poorer
communities. From Serrano decision, many states have reformed their education
systems to reduce inequality. Specifically, they moved to the state funding system for
education to equalize spending among students (Soares, 2005). In their research, Hong
and Zimmer ask why we expect an impact of capital spending on education outcomes.
As an answer to this question would be that capital investments lead to safe and clean
school environments, without overcrowding with good lighting - all this could facilitate
concentration and lead to morale and effort of students and teachers (Hong and Zimmer,
2016). According to the conclusions of Hong and Zimmer, investments in education do
not influence the quality of short-term services, but they have been shown to have a
great influence on the results of the long-term education system for 5-10 years (Hong
and Zimmer, 2016). The authors Benos and Zotou (2014) conducted a study analyzing
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57 empirical studies, in which they looked for the relationship between education and
economic development, through the meta-regression method and found that the vast
majority of researched studies show the existence of a positive relationship between
education and economic growth mainly by factors like enrollment in education and
education expenditures (Benos and Zotou, 2014).

This paper tries to look for and offer solutions for the development of the financing
mechanism of the education system based on the specialized literature and case study
research, including the main stages of development to achieve a higher level of equity
and equality in opportunities and to achieve its ultimate goal of maximize results.
“Empirical research is a way to gain knowledge through direct and indirect observation
or experience. Empirical evidence (recording one's direct observations or experiences)
can be analyzed quantitatively or qualitatively. " (Andre, 2020). As a qualitative
research, this paper does not aim to test hypotheses, and according to the authors
Glasser and Strauss (1967, pp30) "neither the complete knowledge of the field nor the
representation of all aspects by random selection to ensure equal chances that each case
is selected in sample”.

In order to carry out the research, three pre-university educational institution were
selected, two of which are middle schools and one is a kindergarten. Of the two middle
schools, School 1, where the language of education is Romanian, is located in an
isolated, fringe society area, with a relatively large number of students, who come from
materially and socially challenged families. School 2 is located in an urban
environment, but in a very small town with five villages surrounding it, and it also has
a relatively large number of students, being the only middle school in the city, with
Hungarian as the language of education. School2 has eleven rounded structures in the
five villages belonging to it, which implies a dispersion of staff as well as simultaneous
classes with many buildings. The kindergarten with an extended program is located in
the same city without rounded structures, having the Hungarian as the language of
education, with a number of preschoolers slightly above the minimum legal number to
be recognized as a financial center. These institutions were selected because two of the
authors are knowledgeable in detail about the system, being employed at pre-university
educational institutions in accounting positions, being fully aware of the case and
having access to all the necessary documents for analysis In this regard, the financial
statements, revenue and expenditure budgets, execution accounts for 2018 and 2019
were consulted to see what the funding levels were as well as the levels of salary,
material, social assistance and investment costs.

The objectives of the research are to provide ideas for state authorities that decide on
the funding of the system to take into account new perspectives in determining the level
of funds allocated. In order to find solutions that will lead to an improvement in the
funding process, we need to understand which elements need to be considered, which
have an influence on budgets, which are the main shortcomings and criticisms and
which are the main solutions proposed by previous studies.

This research is structured in three main chapters: the next chapter tries to present the
pre-university education systems in Europe and their main characteristics looking for
similarities and differences between them. Chapter 2 presents the financing mechanism
and the main types of expenditures of educational institutions in Romania. Chapter 3
presents a case study an analysis of funding levels and cost levels at the three schools
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studied and offers some funding improvement models proposed by international studies
as well as our proposals for improving and streamlining the determination of the level
of funding of educational institutions in relation to real expenditures.

2. Education systems in Europe and their funding

One feature that can be remembered as common to all education systems in Europe is
their public nature, meaning that all of them are either provided directly by the state or
by other public or private bodies that are supervised by the state, considering that
education is a public resource.

Another common property of all states is the mass character of education systems
wishing to guarantee equal rights to each individual regarding the accessibility of the
education system, especially at the primary and secondary levels.

In Europe, compulsory primary and secondary education for children starts at the age
of 5-6 and lasts until the age of 14-16, with small differences from country to country.
In Romania, compulsory education begins at the age of 6 with the preparatory class and
usually ends at the age of 17 with the 10th grade.

In general, in Europe, education systems are funded by two sources, namely the
government and local sources. Preschool education, for children aged 0-3, is funded by
local resources and is usually carried out in nurseries that are not subject to the
educational law in every country. Hungary has adopted a special financing system, with
kindergarten being mandatory and 80% of the financing is done by the state based on
various regulations. These regulations are based on the average salary, and 20% of
kindergartens are funded by local authorities on the basis of project competitions. In
France, 37% of pre-school and primary education is funded by local resources, and 90%
of the funding comes from government resources and those of other state authorities,
the other 10% from household resources and other private entities. Local authorities are
responsible for funding primary education in most European countries but help is
available from governments through programs or financial aid. Secondary education in
the vast majority of countries is funded by government and local resources. Finland is
a country where the financial autonomy of schools is at a very high level, with 75% of
funds coming from local resources and 25% from government resources. Schools
allocate their funds in a fully autonomous manner, but annually report to the Finnish
National Education Agency and the Finnish Statistical Institution on the spending of
funds. In Sweden, compulsory education is entirely free of charge, funded by local and
government resources. In France, kindergartens and primary schools are subordinated
to local authorities, have no legal personality and are not considered financial centers,
the authorizing officer being the mayor. (Eurydice).

The level of funding for education systems differs from one state to another in European
countries. Analyzing the data published on Eurostat, we can see the following: the
highest levels of funding taking into account the average of the years 2012-2016
(presented as a percentage of GDP) and not taking into account the countries that do
not have data are: Sweden with 7.17%, Iceland 6.88%, Norway 6.71%, Finland 6.70%,
Belgium 6.46%. The lowest level of financing among EU countries has Greece with an
average level of 3.63% and Romania with an average between 2012-2016 of 2.67% of
GDP. (Table No. 1)
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Table 1. Public expenditure on education by education level and program
orientation - as % of GDP

GEO/TIME 2012 2013 2014 2015 2016 Awverage

European

Union : : 5.12 5.02 : 5.07
Sweden 7.38 7.17 7.14 7.05 7.13 7.17
Iceland 7.24 6.84 6.98 6.84 6.51 6.88
Norway : 6.45 6.64 6.72 7.01 6.71
Finland : : 6.81 6.75 6.55 6.70
Belgium 6.43 6.56 6.49 6.43 6.41 6.46
Cyprus 6.67 6.43 6.37 6.36 6.28 6.42
United

Kingdom : 5.89 5.85 5.68 5.40 571
Netherlands 5.89 5.59 5.53 5.40 5.48 5.58
France 5.46 5.51 5.52 5.47 5.43 5.48
Austria 5.62 5.49 5.40 5.43 5.40 5.47
Latvia 6.59 491 5.28 5.33 4.72 5.37
Malta 531 5.60 5.09 4.89 4.80 5.14
Ireland 6.16 5.32 4.92 3.77 : 5.04
Switzerland : 5.01 5.08 5.03 5.04
Portugal : 5.20 5.04 4,79 : 5.01
Slovenia 5.44 5.12 4.99 4.64 451 4.94
Poland 491 4.94 491 4.81 4.64 4.84
Estonia 4.70 4.85 : : : 4.78
Turkey : : : : 4.66 4.66
Germany 4.64 4.61 4.57 4.52 4.45 4.56
Lithuania 4.83 : 4.37 4.12 3.88 4.30
Hungary 4.07 3.98 : 4.26 4.46 4.19
Spain 4.34 4.18 4.15 4.16 4.08 4.18
Luxembourg 4.39 : 4.00 3.90 ; 4.10
Italy 4.08 4.16 4.08 4.10 3.83 4.05

Bulgaria 3.68 4.06 4.22 3.93 3.86 3.95
Slovakia 3.05 4.01 4.09 4.59 : 3.94
Czechia 4.33 3.95 3.84 3.79 3.56 3.89

Serbia : : : 3.84 : 3.84
Greece 3.64 3.58 3.62 3.68 : 3.63
Romania 2.64 2.67 2.75 2.72 2.58 2.67

6,9

Special value: “:” not available
(Source: Eurostat)

Research shows that investing in education can lead to high levels of student
achievement and efficiency (Belmonte et al., 2020). In the opinion of Gloria Agyemang
(2009) in the process of searching for the ideal formula for financing the education
system in the literature, in addition to need-based financing formulas, we find other
alternative types of approaches. The first of these would be the Incremental approach,
which is based on expenditures made, the current allocations depending on past
expenditures, not taking into account changes in the system or current real needs. The
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second type of approach would be the allocation based on political considerations
(political funding), in which the funds are divided according to the needs of the median
voter, and the third type of approach would be the activity-led approach. where funding
is provided on separate activities. Formula-based funding models are mechanisms that
transfer resources to public sector organizations based on explicit calculations that take
into account the needs of beneficiaries (Heald and Geaughan, 1994). This form of
funding was introduced in the UK after prior consultation with the parties: schools and
funders. (Agyemang, 2009). During the consultations, the main objective regarding the
characteristics of the formula was taken into account: simplicity, measurability and
predictability, as well as the fact that it includes support mechanisms for children from
disadvantaged social backgrounds (Agyemang, 2009). At the same time, the financing
formula must have transparency characteristics. "Accountability and transparency are
considered the most important in eliminating corruption and fraud in the public sector
.." (Paterson, Changwony, and Miller, 2019). In the conclusions formulated by
Agyemang (2009) he says that general needs such as teachers' salaries can be included
in the formula but there were also specific needs such as recognition of different
training time, different teacher ratios, and different school characteristics. In the
transition from the incremental approach based on historical expenditures to the one
through the need-based funding formula, there were schools that lost and there were
others that gained additional funds. (Agyemang, 2009). Initially needs-based financing
formulas only served as empowerment tools without a control role. The use of these
formulas has recently been delimited from this tradition following objectives of cost
reduction, efficiency, and central control. (Heald, Geaughan, 1994). Whittington (1994)
in his paper tried to make an analysis of the economic efficiency of public services and
found that it is very difficult to find performance indicators that are measurable and
comparable. As performance indicators he set out to measure inputs and outputs. The
condition of economic efficiency or profitability determined it as the difference
between the value of the marginal cost of input and the value of the marginal cost of
output. (Whittington, 1994). The value of inputs is easily measurable in the amount of
financing expressed in cash. However, measuring the value of outputs is a problem. He
introduced as the output value the number of full-time students (Full-Time Equivalents,
FTEs), a value that cannot be compared with the value of inputs because it cannot be
expressed in money. Output methods include measuring the number of graduates
employed in the labor market or the number of students dropping out of school. At the
same time, different products may have higher costs than others, so the average cost
per student can generate underfunding in some entities and overfunding in others.
(Whittington, 1994).

In another approach the outputs can be defined in terms of the services provided.
Achieving a teaching activity in an acceptable quality is the optimal output in public
education services (Kelly, Burdeane Orris, 2011). Another possibility in measuring
results could be students' results on standardized tests such as the Program for
International Student Assessment (PISA). If we accept the idea that funding in
education has an effect on results and the idea that these results can be seen as
performances described and measured by tests then we can see the results of students
in 2018. The results of 2018 are relevant because the students, teachers and the
environment in which the students learned result, among others, from the financing of
the years 2012-2016 presented in Table no.1. This assessment system uses standardized
tests that measure the reading, math, and science skills of 15-year-olds and their ability
to use these skills in real life. PISA tests 15-year-old students because they are the ones
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who are at the end of the years of compulsory education in most countries. (Andreas
Schleicher, 2018). Accepting the PISA tests as a standardized measurement of the level
of knowledge and as a barometer of the results obtained by the education systems, we
notice that in general, the countries with higher financing in Europe like Finland, Great
Britain, Sweden take the lead in the results too. Although we can see that countries like
Poland, Estonia, Slovenia that are in the middle of the hierarchy in terms of funding
have very good results in PISA tests being in the first quarter of the hierarchy of results,
the gap is probably due to other factors influencing results. At the same time, we can
observe that a weak financing, as in the case of Bulgaria, Greece and Romania, places
the results in the lower quarter of the results. (Table no. 2)

Table 2. Pisa results 2018
GEO/TIME Reading Mathematics Science Average

European

Union 480 488 483 484
Estonia 523 523 530 525
Finland 520 507 522 516
Poland 512 516 511 513
Ireland 518 500 496 505
United

Kingdom 504 502 505 504
Slovenia 495 509 507 504
Sweden 506 502 499 502
Netherlands 485 519 503 502
Belgium 493 508 499 500
Germany 498 500 503 500
Switzerland 484 515 495 498
Norway 499 501 490 497
Czechia 490 499 497 495
France 493 495 493 494
Portugal 492 492 492 492
Austria 484 499 490 491
Latvia 479 496 487 487
Spain : 481 483 482
Iceland 474 495 475 481
Lithuania 476 481 482 480
Hungary 476 481 481 479
Luxembourg 470 483 477 477
Italy 476 487 468 477
Turkey 466 454 468 463
Malta 448 472 457 459
Greece 457 451 452 453
Serbia 439 448 440 442
Cyprus 424 451 439 438
Romania 428 430 426 428
Bulgaria 420 436 424 427

[T L)

Special value: “:” not available
(Source: OECD)
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3. Financing and expenses of the Romanian education system

Based on the information from the National Institute of Statistics regarding the 2017-
2018 school year, out of a total number of 6952 educational units in Romania, 89.25%
were state-owned, with private property dominating at pre-school levels (75, 86%),
preschool (34.89%) and post-secondary (84.47%). Starting with 2011, when National
Education Law no. 1/2011 came into force, the financing of the Romanian education
system is based on it. At its inception, this law introduced a new formula to funding,
namely the standard cost per student instead of the old one which was based on
historical costs. This type of financing tried to correlate Romanian education with
modern systems. In the United Kingdom in the 1980s a similar funding formula was
introduced in which the school allowance was calculated using a method that was based
on the age, profile and number of students attending the school. (Edwards et al., 1996).

The National Education Law provides for three types of funding: basic funding,
complementary funding and additional funding. The basic financing is provided from
the state budget for the following expenses: expenses with staff salaries through the
budget of the Ministry of Education and Research, staff training expenses, from
amounts deducted from the value of added tax of local budgets, expenses with the
regular evaluation of students from the value of added tax of the budgets of the local
authorities as well as expenses with goods and services for maintenance and operation,
from the value of added tax of the local budgets. Complementary financing is provided
by the local budgets of the cities and communes to which the educational units belong
and from the value of added tax of investment expenditures, social expenditure,
expenditure on non-maintenance goods and services, subsidies for boarding schools
and canteens, expenditure on public and school transport, expenditure on scholarships,
expenditure on regular national assessment of pupils, expenditure on teachers'
commutes, compulsory medical examination of staff, occupational safety and health
expenditure, emergency situations, co-financing for European-funded projects. The
additional funding is granted as a fixed global amount from the budget of the Ministry
of Education and Research for awarding state pre-university education units with
outstanding results in the field of inclusion or in the field of school performance.

The state provides basic funding for all beneficiaries (students, preschoolers) in state,
private and denominational education, accredited for students in general compulsory
education, for vocational education, private high school and denominational school.
Funding is based on and limited by the standard cost per student, according to the
methodology developed by the Ministry of Education and Research. The basic
financing is made according to the following principle: “the financial resource follows
the student”, based on which the budgetary allocation related to a student is transferred
to the educational unit where they study. Government Decision no. 72/2013 with
subsequent amendments decides the level of the standard cost per student for each year.
The standard cost per student follows a different reasoning in determining the level of
standard value in terms of salary expenditures than those with goods and services, for
the maintenance and operation of educational institutions, those for continuous
assessment of students and for professional training. For salary expenses, this standard
cost operates with coefficients where coefficients are added to the standard value
correction that change depending on the level of teaching, the urban or rural
environment in which the educational process is carried out, depending on the field,
profile, specialization, frequency and language of instruction. Coefficient 1 corresponds
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to a student from the lower secondary level (ISCED 2) from the urban environment,
with frequency, with the Romanian language of instruction, without specializations and
disciplines. The standard value of coefficient 1 in 2020 is 6111 lei, approximately 1260
euros. The value of the correction coefficients varies between the minimum of 0.390
for the urban high school level without attendance and 2.8 for the high school education
with music specialization. A value in the range of 0.12-0.14 is added to these
coefficients for teaching in minority languages. In order to determine the funds
allocated for the calendar year for staff salaries, the number of students enrolled at the
beginning of the school year of the previous year at each level, branch, specialization,
environment and language of instruction is multiplied with the corresponding
coefficient and standard value. The standard cost per student determined by law for the
cost of goods and services to cover maintenance and operating costs, as well as for the
periodic evaluation of students and staff training costs is determined by taking into
account three calculation criteria: the numerical thresholds of total students, the type of
educational and the temperature zone where the respective educational institution is
located. In 2020, the final coefficient of these expenses varies between 316 and 508 lei,
respectively 65.15-104.74 euros for a student. Complementary funding for educational
institutions varies from one institution to another because in addition to the commute
expenses of teachers whose quantum is stipulated in law, the allocation of other funds
for other types of expenditure depends 100% on local authorities and their funding
capacity. For additional funding, the teachers’ commute expenses are provided, the
amount of which is decided by law in the sense that the value of a subscription is settled,
which is applied on the distance between the domicile and the school (Government
Decision 569/2015). The performance, merit, study and social scholarships are also
paid from the complementary financing. The first two types of scholarships are given
to students who have national or county results in school competitions and Olympiads
or very good results in education, and the last two are given to students who come from
socially disadvantaged backgrounds, are orphans or have a chronic illness (Order
5576/2011). Social aids are financed for students with special educational needs,
through the local councils, but from funds from the state budget aids whose value is
decided by law and their payment depends on the attendance of students at school. The
additional funding is granted sporadically depending on the decision of the Ministry of
Education and Research. In addition to these basic, complementary and additional
funding, there are national programs through various projects. he projects financed from
the state budget through the school inspectorates, they being secondary authorizing
officers are: payment of teachers' activities at national exams (Order 3856/2019), the
amount of which is decided by order of the Ministry of Education, aid of 200 euros for
students from socially disadvantaged families for the purchase of a computer (Law
269/2004), social assistance for students who cannot be educated in their home town in
an amount determined by a government decision that depends on the distance traveled
between their home town and school (Decision 863/2016) as well as scholarships for
students attending high school, have results good at school and come from socially
disadvantaged families through the High School Money program (Order 4839/2004).
The vocational scholarship is granted to students from vocational schools in the amount
of 200 lei per month (approximately 40 euros) if they attend school, as a subsidy for
the costs of vocational education, being also an incentive against dropping out of
school. (Decision 951/2017) As can be seen, in addition to basic funding, the state
provides additional types of aid and incentives, especially to students from
disadvantaged families, but the basic funding and complementary funding mechanisms
can be improved.
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4. Proposals to improve funding in specialized literature

The way in which states allocate resources to their education system affects their ability
to achieve their main goal. This is closely related to the rate of economic growth, the
rate of poverty, the income gap and social cohesion (David-Hadar, 2017). In budget
accounting, the fundamental question to be answered is "How do | keep track of my
expenses?". Budgeted expenditures should be adjusted to the tax revenues collected.”
(Mol and Kruijf, 2003). The main function of budgetary accounting is to ensure the
expenditure of resources in accordance with the rules governing the preparation of the
budget. (Mol and Kruijf, 2003). In our case, the expenditure should be adjusted to the
level of funding. The simplest and most common form of funding based on formula is
the allocation of funds based on the number of students, with variations depending on
the academic subject, teaching mode and class level. The different amounts are then
added and allocated in a single annual payment or grant. Levacic and Ross present a
methodological approach to allocating resources specific to school systems in their
paper. This approach is identified as financing needs-based formulas. This type of
funding based on needs is an attempt to provide resources in a fair but at the same time
objective and research-based manner. (Ross, Levacic, 1999). In addition to the tension
between equity and efficiency, states also face a challenge of fiscal constraint (David-
Hadar, 2017). "Average aggregate levels of spending per student are positively
associated with improved or higher student outcomes" (Baker, 2012). In another
approach we find that the annual cost per student, which is a widely used indicator, is
difficult to compare between different areas because schools are located in a different
socio-economic context (Eger and McDonald, 2012). Levacic and Ross outlined five
conceptual components in their paper that must be applied in the development of needs-
based funding of the education system. These components are: freedom, equality,
fraternity, efficiency and economic growth. At the same time, they developed the
operational components needed for the needs-based formula. The first of these
components is the component of basic funds allocated on the basis of student enroliment
(number of students) - funding per capita or on the basis of groups of students taking
into account the level of education. In the opinion of the authors, the second component
is developed based on curriculum or specialization criteria, and the third component is
developed based on the needs of students with special educational needs and the
location of schools. (Ross and Levacic, 1999). With the Global Monitoring Report
reporting that the US education system is underfunded with $ 26 billion annually, it
becomes necessary to look for new funding solutions. The authors Kim and Han (2015)
considered that a solution would be the public-private partnership and proposed a
financing scheme through so-called "social impact bonds" (SIBs). Through these SIBs,
private investors could inject funds into public sector programs (Kim and Han, 2015).
The idea of SIBs comes from Kim and Kang (2012) who say that in such a performance-
based education funding project, measurement and cost-effectiveness are based on
predetermined “success” values in a contract in the initial stages before implementing
the chosen education project (Kim and Kang, 2012). In 2017, the OECD produced a
report on funding in education in which, in addition to the analysis of existing types of
funding, it analyzed the basic factors that must be taken into account when drawing up
funding models. These basic factors are: transparency and efficiency but at the same
time it is important to distribute additional funds for the different categories promoting
the principle of equity. Thus, the way funds are allocated can play a key role in aligning
the distribution of resources, taking into account educational priorities. The report
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argues that "regardless of the allocation mechanism, the method used to identify
differential resource needs should be regularly reviewed and should be based on
national research, reliable data and transparent criteria" (OECD, 2017).

The new financing system in Romania, introduced by Law 1 based on the standard cost
per student has brought many positive changes compared to the previous type of
financing based on historical costs. In the opinion of Heald and Geaughan (1994), the
reasoning for adoption is primarily objectivity in the allocation of resources without
being influenced by lobbying or other considerations. Secondly, it allows the separation
of decisions on the distribution of funds from aggregate decisions on the system. The
third reasoning may be the abolition of the allocation based on historical expenditure.
When preparing the budgets in the pre-university education system in Romania, the
revenues do not appear but only the expenses, the revenues being included only in the
aggregate budget at a higher level of authorizing officer. 