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HOW BUYING LESS IS BEING MORE:
INTEGRATING ETHICAL CONSUMPTION INTO BUSINESS EDUCATION (1)
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ABSTRACT
Ethical consumption involves people making decisions that strive to reduce environmental or social harms. This stands
in stark contrast to typical frameworks advanced in business school settings, in fields like economics. “More is better”
is a standard outcome goal that has analytical appeal. Temptation, a natural force tending to circumvent ethical
consumption, is typically excluded by assumptions of economic rationality. The drive to succeed is often structured
around creating demand. We argue that if ethical consumption is to be more widely habituated throughout the global
economy, it must be woven into the fabric of business education via a multiple disciplinary approach. To initiate this
idea, we use a critical incident inquiry approach among business students to prompt their awareness of ethical
consumption and to illustrate how their current thinking and behavior may not reflect their assumed moral identity.
Insights are presented for how to better integrate ethical consumption in business education.
Keywords: Business education, ethical consumption, moral competencies, decision-making, utility maximization
Acknowledgements: Special thanks to Stephanie Dellande for her insights that helped us develop this work and
for editorial assistance provided by Anne Jenkins. Additionally, we would like to thank the anonymous reviewers for
useful comments and suggestions; all remaining errors are ours.
(1)

I. INTRODUCTION
Ethical consumers make choices that aim to reduce environmental and/or other social harms (Huang & Rust,
2011). This suggests that consumers will have to learn to avoid unnecessary purchases, while also choosing not to buy
products that cause negative impacts to the planet and sentient beings (Rindell, Strandvik, & Wilén, 2014). Consuming
ethically means buying less overall and, when one does make a purchase, to consider the implications of one’s choiceactions before buying. We find it ironic and troubling that business education directs little attention on the student’s
role as an active stakeholder and, much more specifically, the responsibility of being an ethical consumer. Perhaps
understandably, business education tends to focus on students’ engagement as employees, entrepreneurs, managers,
and organizational leaders. But this tends to accentuate topics that target start up creation, strategy, operations,
production, and sales, rather than the ethics of consumption.
We argue that sustaining a Western focus, one that often assumes more is better, obfuscates or ignores the
impact students have on industry, and how their influence can help achieve a much more systemic approach to
corporate social responsibility. A well-rounded liberal arts-based business education must work to cultivate the
morality of the entire person. This means explicit reflective discourse is needed, focusing on topics that illuminate
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how to exercise one’s ethicality in consumption. Such content and conversation are a natural entry point toward
cultivating a more holistic vision for the future business community. Without a doubt, consumer choice can
experientially connect students to economics, markets, and their role in the broader society.
Ethical consumption requires an effort to apply one’s beliefs, emotions, and values in guiding product choices
(Peñaloza & Price, 2003). This suggests that cognitive and emotional exertion is likely greater when practicing ethical
consumption on an ongoing basis as compared to standard consumption choices. Said differently, itis harder to make
prudential mindful decisions than to make quick ones. Often standing in the way of making an ethical choice is the
presence of externally driven temptation. Many consumers are easily tantalized, with impulse drives giving in to their
short-term desires or cravings, perhaps without even realizing it (Khorrami, Esfidani, & Delavari, 2015). In working
to address temptation, certain social self-conscious and/or moral emotions can be used to prompt moral decisionaction tendencies. Assuming the person wants to be ethical, feelings like pride, shame and guilt can serve as a
motivational force to do what is right, or to avoid doing what is wrong (Kroll & Egan, 2004).
An ethical consumer may be propelled by feelings of pride when buying ethical products (e.g., recyclable,
made with fair labor/trade practices, all-natural ingredients, etc.), and want to do so again. Conversely, consumers
may feel a sense of shame or guilt when giving into a purchase that is unnecessary, wasteful, or made or packaged in
a way that is harmful to people, animals, or the planet. But the potential to experience negative emotions brought about
by the rejection of an immediate desire is likely to test one’s resolve. Unfortunately, ethical consumers will probably
not feel rewarded by a sense of pride when they resist a temptation, in comparison to when they choose to buy an
ethical product. With little or no positive corresponding gratification, consumers who see themselves as moral may
not be any better at resisting temptation than those who don’t even care about being ethical.
Taking this information together, it is especially important for business students to become aware of their
moral identity and to recognize the need for more deliberate decision-making. To help business students understand
their responsibility toward ethical consumption, it is important to increase an awareness of their susceptibility to
temptation and the need to build moral strength to effectively address it. To begin to address this concern, we
introduced an exploratory critical incident inquiry. We asked business students to reflect on their past exposures to
consumer temptation and to describe their thoughts, feelings, and actions. The research served as an intervention and
educational tool, allowing business educators to help students explicitly reflect upon and discuss their own ethical
consumption activities.
After presenting the results from our study, we concluded that if ethical consumption is to become
mainstream, it needs to be embraced as a central concept throughout the business education curriculum. The topic
needs to be elucidated within multiple business subjects, not simply relegated tangentially to a stakeholder approach
that is usually posited within business ethics content. In particular, we recommend that ethical consumption is
positioned within the introductory microeconomics coursework, as this is where consumer choice is often introduced.
Ethical consumption can be used as an extension or as a contrasting concept, providing pedagogical scaffolding for
critical thinking, while simultaneously helping business students develop moral competency.
II. ECONOMICS AND ETHICAL CONSUMPTION
Standard economic theory, particular as it is being taught in entry level microeconomics
courses, presents consumer choice as an issue of utility maximization (DellaVigna 2009; Mankiw, 2020). That is,
consumers must decide what products to purchase within their budgets with finite resources. The overarching goal is
to increase their personal satisfaction or happiness from one’s consumption choices (Bagozzi, 2000). Consumers may
typically prefer variety, and face diminishing marginal utility in the consumption of a single good or service. The total
utility increases, however, the more one consumes overall. With an additional assumption of rationality, the use of all
of the available information to make decisions (Simon, 1986), there is no clear pathway for applying ethics, or for
considering the implication of moral roadblocks. Influences that may thwart an ethical decision might be desires,
cravings, or wants, which can be induced by temptation. Despite this flaw, the methodology of utility maximization
is analytically appealing. It lends itself to mathematical optimization, as well as to the analogy of profit maximization,
which is the motive of producers. It does not lend itself to discussing moral elements of economics-based decisions
(Bagozzi, 2000).
This is not to say that economics gives no consideration to issues of morality, or that there is no possibility
for the incorporation of ethics within standard economic theory. It is simply that it is not done within the standard
entry-level courses. Business economics educators could modify utility functions to include additional factors for what
ethical consumers might care about, beyond their personal satisfaction or happiness. In his Nobel Memorial Prize
acceptance speech, Gary Becker elucidated on the point that consumers maximize utility as they conceive it, which
can include concern for others, altruism, and a host of other factors (Becker, 1992). That could also refer to ethical
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concerns about products. In other words, carbon footprint is essentially a product feature, which is a factor, like product
reliability or aesthetic appeal. Ethical characteristics of a product are simply additional characteristics for consideration
and provide a basis for decisions about what consumers might want to buy or should consider buying.
The ethical consumer faces a complex series of decision-making challenges: strive to buy ethical products,
avoid buying harmful ones, but also make an effort to buy less luxury (or unnecessary) goods overall. This implies an
effort is made not to exhaust one’s budget, as is often assumed in standard economic theory. In economics, this
problem could be overcome by simply including money in the utility function (see Poterba & Rotemberg, 1987) or
introducing a general cost from transactions (e.g., purchasing goods and services in general) in the utility function
(Feenstra, 1986). This complication likely shifts the topic to an intermediate or advanced undergraduate level. Such
points can therefore be made through reflective discourse rather than explicitly outlined via economic modeling.
Temptation has also been considered in economic consumer decision-making primarily in behavioral
economics. One way to outline this concern is to consider that each consumer has two selves: a short-term impulsedriven self and a long-term plan-oriented self. Scholars sometimes refer to this as the dual-self model (Thaler &
Shefrin, 1981; Fundenberg & Levine, 2006). These two selves can come into conflict with one another. Particularly
the short-term self, a rather myopic lens, is prone to giving in to temptation and running counter to long-term goals.
Banerjee and Mullainathan (2010) argue that temptation regularly involves nondurables (e.g., alcohol, sugar, fatty
foods) which are lower in cost. This disproportionately affects the poor. Relatedly, Nakajima (2012) shows that
theoretically, this myopia and lack of self-control leads to over-borrowing (rising indebtedness) and harm to individual
economic well-being. In part, this is attributable to consumers keeping separate mental accounts for different types of
saving and spending (Thaler, 1999). For example, saving for a new car and other longer-term spending may be treated
differently than shorter-term spending such as weekly groceries, weekend entertainment, or a trip to the mall. The
latter examples are likely more prone to temptation opportunities.
Consumers may be more prone to lack restraint when facing temptation when their cognitive load is relatively
high (Fundenberg & Levine, 2006). This problem may be particularly acute if consumers are repeatedly exposed to
desirable enticements (Houser et al., 2018). Economists often suggest that pre-committing to a plan of action is a
useful means to resist temptation. Alternatively, consumers must exert personal self-control, which can be
psychologically costly (DellaVigna, 2009). A consumer that wants to avoid eating meat can pre-commit by only going
to vegetarian restaurants (Gul & Pesendorfer, 2001). But repeated exposure to temptation increases the cost (difficulty
of effort) of that self-control (Houser et al., 2018). Other economists have shown that negative emotions, such as guilt
or regret, can serve as a potential aid in support of self-control (Gomez-Minambres & Schniter, 2017). Even with
deliberate self-regulatory efforts, self-serving biases and justifications can get in the way of rendering a prudent
consideration of longer-term motives (d’Astous & Legendre, 2009).
It is fairly obvious that business students lack exposure to more nuanced views of economics. This is
particularly the case when applied to the nuances of ethics. Today’s pedagogical modalities limit the necessary critical
thinking skills that might encourage more mindful ethical consumption. Additionally, we need to challenge our
students to consider how these concerns are personal ethical issues, problems that are their responsibility to address,
navigate, and manage. We see this as a critical moment to develop greater awareness about ethical consumption, while
simultaneously edifying the relevance of ethics and morality at the center of business and society. Incorporating ethics
in standard economic decision-making requires new teaching tools that will help bridge interdisciplinary gaps. To that
end, clear connections between ethical consumption and morality must be made.
III. ETHICAL CONSUMPTION AND MORALITY
Over the past decade, scholars have increased their study of what it means to be an ethical consumer (Govind,
Singh, Garg, & D’Silva, 2017). Ethical consumption, as a decision-making process, is affected by a person’s ethical
principles and values (Cooper-Martin & Holbrook, 1993). Moral identity plays a role in ethical consumption, based
on how ethical a person sees themselves and their ability to hold this identity as central to their definition of self (Blasi,
1984), and then representing it to others (Aquino & Reed, 2002). Social cognitive theory (Bandura, 2001) argues that
people with a strong moral identity readily access and activate their ethical self-schema (Lapsley & Lasky, 2001).
Having a sense of and/or belief in one’s moral self, drives internalized standards, principles that one strives to live up
to. These standards shape goal-directed behavior. For example, a person might say to themselves: I see myself as an
ethical consumer; therefore, I will restrain from buying this tempting product that I do not need.
As described by Zhu, Treviño, and Zheng (2015), moral identity is influential in how people perceive and
address ethical issues (Daniels, Diddams, & Van Duzer, 2011), critical in forming decisions and actions (Aquino &
Reed, 2002; Blasi, 1984; Hardy & Gustavo, 2005). Research describes how moral identity is positively related to prosocial behavior and negatively related to unethical behavior (Shao, Aquino, & Freeman, 2008). The construct is

4

Global Business & Economics Anthology, Volume I, March 2020

represented by two dimensions: symbolization and internalization. The former is a desire to represent the self to others
as moral, and the latter is a perception of possessing moral characteristics. When symbolization is high, people tend
to publicly express aspects of their moral identity (Aquino et al., 2009; Aquino & Reed, 2002). When internalization
is high, people tend to avoid, notice, or address unethical behavior, while also paying attention to how decisions are
made (e.g., Aquino & Reed, 2002; Mayer, Salovey, & Caruso, 2012; Reynolds & Ceranic, 2007). We believe that
moral identity is tested, when a consumer is tempted to buy something they do not need.
Moral identity influences ethical decision-making (Rest, Narvaez, Bebeau, & Thoma, 1999). As such, we
argue that people who see themselves as ethical consumers need to identify a tempting product situation as a moral
issue. Experiencing a purchase temptation can thereby serve as a cue that one’s moral identity is being challenged and
tested. To establish internal consistency of self, the consumer can spark the motivation to align their decision-making
efforts with a moral response action. Purchase temptations represent a potential threat toward sustaining a moral
identity, thereby prompting awareness. Research on temptation originates in psychology, where self-regulation theory
predicts giving into or resisting various short-term temptations (e.g., Baumeister, 2002; Vohs & Faber, 2007). Impulse
purchases are sometimes characterized as enjoyable. The problem, however, is that they may be problematic due to a
lack of self-imposed boundaries (Wolfinbarger et al., 2013). For example, spending beyond one’s means, purchasing
unnecessary items, affirming short-term gratification, and thwarting responsible fiscal behavior (saving, paying off
credit card debt, helping others, etc.).
We frame consumer temptation as a desire ignited by an external prompt to buy something that is not needed,
unnecessary, or lacks ethicality (as perceived by the individual). Unlike seduction, temptation is coupled with a
secondary desire to avoid a sense of loss. Temptation necessitates psychological costs, particularly when exercising
willpower or limiting vice (e.g., Ariely & Wertenbroch, 2002; Baumeister, 2002; Hoch & Loewenstein, 1991). A
paradoxical effect associated with temptation is that it provides an alert to impose moral awareness, but often leads to
a lack of self-control. Hodgson (1989) explains that the decision to repress temptation requires moral strength. This
calls for more pronounced awareness and the ability to bring forward reasons for deciding not to buy. He explains that
the “quality and clarity of our expectations determines the quality and persistence of our actions” (p. 252). When
tempted, it is easy to over-consume given motivations are fueled by unregulated desires that contribute to a failure in
self-control (McArdle, 2014; Baumeister, Heatherton, & Tice, 1994; Bagozzi, Moore, & Leone, 2004).
Impulse buying is a tendency to buy on a sudden, strong, and tempting desire (see Khorrami, Esfidani, &
Delavari, 2015). This can take place when a shopper is enticed and makes an unplanned purchase without careful
thought. The purchase is unintentional, because the consumer did not actually plan to buy the item (Dawson & Kim,
2009). Consumers acting on a temptation crave immediate satisfaction and are typically not achieving any previously
identified goal (Burgess et., 2014). People may also feel a sense of shame or guilt when giving into a purchase that
was unnecessary. The potential for experiencing negative emotions brought about by the rejection of an immediate
desire is likely to test a consumer’s resolve. Unfortunately, ethical consumers are unlikely to feel a rewarding sense
of pride when they resist temptation, in comparison to when they choose to buy an ethical product. With little
corresponding gratification as a result of resisting to act on a temptation, being an ethical consumer may provide little
if any intrinsic affirmation or reward to affirm one’s moral identity. As such, it may be just as hard for an ethical
consumer to resist a compelling product temptation, in comparison to someone who has no pre-existing goal.
Under such conditions, scholars look to the moral emotions as natural resources for ethical action. Moral
emotions are sentiments that promote respect for self and others (Hart & Matsuba, 2007; Kristjansson, 2002; Tangney,
1999). Consumers wanting to be ethical can learn to access and leverage their moral emotions, intentionally directing
their impact to affirm a pre-established higher-order value (and corresponding desire) to be ethical (Xie, Bagozzi, &
Grønhaug, 2015). Emotions have been linked with establishing a sense of progress toward achieving desired goals in
a cybernetic system of control (Carver & Scheier, 1990, 1998; Damasio, 1994; Johnson-Laird & Oately, 1989).
Applying this idea to ethical consumption, as the consumer pursues a moral goal (or fails to do so), emotional reactions
are likely to emerge. Positive emotions move them toward goal completion, whereas negative emotions thwart their
progression. This influence depends upon their intensity and how the individual copes with affective cues (e.g., Moore
& Zhang, 2010). Understanding how to deal with incoming affective information is critical if an ethical consumer
wants to resist tempting product appeals. If emotions are ignored or go unmanaged/undirected, plans may be derailed
and a presumptive desire to be an ethical consumer may be thwarted.
To better understand how to help consumers build moral strength and to prepare them to face product
temptations, we wanted to learn how people make sense of their response-actions. Andorfer and Liebe (2012) and
Carrington et al. (2010) explain that studies in ethical consumption rarely explore behavior. Instead, many tend to
focus on buyers’ intentions aimed at predicting future behaviors. This propelled our inquiry, moving to reveal business
students’ perceptions of their cognitive and affective experiences when they had been tempted to buy an unnecessary
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product. We wanted to ascertain how they referenced and rationalized these encounters in retrospect. The ultimate
goal was to provide insights for extending ethical consumer awareness within business education.
IV. EXPLORATORY STUDY
Using a retrospective approach, we leveraged elements of the critical incident method for our teaching tool
(Flanagan, 1982). This technique is useful in revealing how people who say that they want to be ethical consumers
depict their prior decision-making effort, based upon their experiences when facing a product temptation. In particular,
we were interested in comparing the situation of buying (i.e. not resisting temptation) with not buying (i.e. resisting
temptation). We explored participants’ moral identity, recollections of their cognitive and affective experiences, and
other items related to buying or not buying a product they did not need, when tempted (as self-described by the
participant). Data was gathered using an online critical incident questionnaire.
Eighty students from an undergraduate program at a private non-for-profit business school in the Western
region of the U.S. opted to participate in the study (in exchange for participation points in a business course). Four
people did not complete the survey, establishing a sample size of 76 participants. Fifty-four percent of the participants
were women. The age range for the population was twenty to twenty-six years of age.
Participants were asked to describe a time when they had: a) experienced a consumer temptation and acted
on their desire to buy and b) experienced a consumer temptation and did not act on their desire to buy. After each
segment, participants were asked to provide a description of the item they bought (or did not buy), the approximate
cost of the item, and personal reflections on their thoughts, feelings, and motivations to buy (or not to buy) the product
they identified. Each element was designed to re-activate participants’ unique situation, typical of critical incident
interview prompts. After describing each situation, participants responded to a series of statements, where they
indicated their level of agreement (Likert scale; 1-7). The Aquino and Reed (2002) scale was used to measure moral
identity.
V. INQUIRY RESULTS
Table 1 presents results depicting how student participants experienced consumer temptation. Most
respondents did not see themselves as acting on impulse. Participants described a conscious decision-making effort,
which often included weighing the pros and cons of buying and considering the financial impact of the purchase (in
either incident). Consistent with prior research, students in our study did not see themselves as giving into or reacting
to temptation; rather, they saw themselves as being generally rational and deliberate decision-makers. This potentially
reflects some level of self-bias. Notably, however, those in the “not buy” incidents consistently reported giving more
consideration to the consequences of their decision. Moreover, they spent more time on the decision, recognizing its
extravagance, and impact on financial hardship. Interestingly, respondents did not reflect how buying or not buying
the product reflected their personal values. The separation of personal values from consumption decisions (in either
incident) was a disturbing finding, as the ability to make this association supports ethical consumption.
In consideration of moral identity, we surveyed participants’ level of moral internalization and symbolization
based on five items of the Aquino and Reed (2002) scale and one additional customized item. Factor analysis supported
the two-factor structure of this measurement (see Table 2). Descriptive analyses showed the mean of student
participants’ moral internalization was high. On the 7-point Likert scale the mean response to moral internalization
was 6.46 with a variance of 0.67 for all 76 participants; the variance as low, i.e. .27, when excluding an extreme outlier
(overall level of moral internalization was 1). The mean of participants’ moral symbolization was 4.71 and the variance
was 1.00. Thus, students showed a high level of belief in their moral identity, but only mildly agreed that their
consumption reflected their ethicality. It is possible that students overstated their moral identity. That said, in largess,
respondents did not view product choices as being related to personal characteristics of being ethical, i.e., their
morality. This is an insightful finding that might need further exploration. Our inquiry suggests that the students
sampled tend to separate their moral identity from their consumption decisions.
We provided a series of statements about the ethical considerations of their incidents (buy/not buy) and asked
the extent to which they agreed with them. Table 3 provides the results including the p-values from t-tests as to whether
the mean response differs between the two circumstances. Again, students did not feel strongly that their buying
decisions were associated with their own ethicality. The mean response is not over 5 on the Likert scale and, in general,
hovers at the neutral rating of 4. The differences were consistently significant at the 10% level. Given our findings,
we see a lack of awareness regarding the ethical ramifications or consequences of product purchase decisions. As
such, the link between moral identity and its association with ethical consumption appears to be lacking.
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We then asked participants if they ever examined the ethical considerations of their consumption decisions.
As reflected in Table 4, we found additional evidence suggesting a lack of commitment to ethics in consumer purchase
decisions. Respondents acknowledged the ethical aspects before and during their decision slightly more in the “not
buy” situations as compared to the “buy” situations. Participants’ consideration of the ethical aspects may be a function
of retrospective guilt, which opens up the possibility that this moral emotion may provide value in supporting ethical
consumption. This suggests that reflecting on past choices and remembering a sense of guilt, could help defuse future
temptations.
In their role as consumers, students were also asked to consider the emotions they experienced during the
encounters. In particular, we were interested in moral emotions, such as pride, guilt, and shame, to ascertain if these
feelings might favorably influence ethical consumption decisions. Table 5 contains the aggregate results of their
responses. In both incidents (buy/not buy), respondents strongly agreed that they were aware of and felt emotions.
However, the contrast between the two situations is revealing; participants consistently report a stronger emotional
response in the “not buy” case than the “buy” case (greater than 1% level of statistical significance). The only
exception is pride, where respondents reported feeling pride at a relatively neutral or slightly higher level (above 4 on
the Likert scale), regardless of whether they gave into temptation or not. Again, these findings suggest that moral
emotions might be useful in helping students, as consumers, use affective prompts to signal moral awareness.

3.57
4.55
3.24
4.37
3.92
5.20
2.88

took a time out to reflect on my purchase decision,
whether or not to buy

thought about how buying or not buying this product
reflects my personal values

weighed the pros and cons of my decision to buy the
item

thought the purchase seemed extravagant

considered my ability to pay for the item, in addition
to assuming my other monthly expenses

believed buying this item would cause me financial
hardship or lead to excessive debt
1.549

1.689

1.846

1.788

1.582

1.777

1.835

4.37

5.79

5.13

6.01

4.45

6.12

2.39

Mean

Mean

SD

Not buy

Buy

did not hesitate for a moment, I simply acted on
impulse (reverse-coded)

Consumer...

Likert Scale (7 = strongly agree, 1 strongly disagree)

TABLE 1: TEMPTATION

2.122

1.603

1.799

1.194

1.769

1.083

1.287

SD

-6.170

-2.505

-4.981

-7.176

-5.661

-7.322

5.334

t

.000

.014

.000

.000

.000

.000

.000

p-value
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.889

Being someone who has these characteristics is an important
part of who I am.

.849

The kinds of books, media, and online materials I read identify
.068
me as having these characteristics.

The kinds of products I choose to buy (or not to buy) identify
me as having these characteristics.*

*Note: Item created for the context of the study.

.784

.173

The types of things I do in my spare time (e.g., hobbies)
clearly identify me as having these characteristics.

-.033

.776

.290

.776

.273

-.007

2

I often wear clothes that identify me as having these
characteristics.

Moral Symbolization

.935

1

It would make me feel good to be a person who has these
characteristics.

Moral Internalization

When you have a clear image of what an ethical, caring,
compassionate, fair, friendly, generous, helpful, hardworking,
honest, and kind person is like, please answer the questions
below.

TABLE 2: MEASUREMENT AND FACTOR STRUCTURE OF MORAL IDENTITY
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1.578
1.347
1.405
1.571

believed that this purchase decision involved no moral
4.57
or ethical issues. (reverse-coded)

had a desire to be an ethical consumer, ensuring that
3.84
my moral values are reflected in what I choose to buy.

had a desire to impose some level of personal restraint
3.97
in order to sustain my moral values.

believed that consumer temptation is an ethical issue.

4.11

1.409

4.53

4.74

4.16

3.83

3.79

Mean

Mean

SD

Not buy

Buy

believed that there were ethical aspects of making this
2.99
purchase decision.

Consumer...

Likert Scale (7 = strongly agree, 1 strongly disagree)

TABLE 3: ETHICAL CONSIDERATIONS

1.677

1.603

1.506

1.509

1.569

SD

-2.541

-3.785

-1.816

3.727

-4.067

t

.013

.000

.073

.000

.000

p-value
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3.49
3.74
4.21

during the purchase decision-making
effort.

after I decided (not) to buy the product.

1.857 4.45

1.708 4.51

1.629 4.22

Mean

Mean

SD

Not buy

Buy

before I considered buying the product.

Likert Scale (7 = strongly agree, 1 strongly
disagree)
In choosing (not) to buy this product,
ethical aspects of consumption were on my
mind

TABLE 4: TIME ASPECT OF ETHICAL CONSIDERATIONS

t

1.886 -1.136

1.807 -3.855

1.880 -4.028

SD

.260

.000

.000

p-value
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5.13
4.34
3.04
4.01
3.63
5.59
4.32

felt or anticipated the feeling of guilt

felt or anticipated the feeling of shame

felt or anticipated the feeling of worry

felt or anticipated the feeling of remorse

felt or anticipated the feeling of joy

felt or anticipated the feeling of pride

1.585

1.098

1.599

1.629

1.661

1.866

1.417

4.28

4.71

4.54

4.91

4.00

5.07

5.87

Mean

Mean

SD

Not buy

Buy

experienced, was aware of, and acknowledged my
emotional feelings in that moment

Consumer...

Likert Scale (7 = strongly agree, 1 strongly disagree)

TABLE 5: ROLE OF EMOTIONS

1.748

1.648

1.762

1.737

1.804

1.761

.957

SD

.174

4.370

-3.749

-3.690

-4.181

-3.202

-4.942

t

.862

.000

.000

.000

.000

.002

.000

p-value
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Upon completing the critical incident questionnaire, students received an immediate follow up email, asking
if they had reactions and/or feedback about the activity. Thirty-two percent of those engaged responded, with the
majority providing remarks similar to the following quotes:
•
•

•
•

It was interesting and made me re-think a lot of my recent buying activities. I don’t often
mindfully think: Does what I'm buying represent my virtuous/ethical behavior? Curious to see
what happens for my next purchase.
I have never really considered self-regulation an ethical element until now. I can understand
now how being able to control one’s own urges would be crucial to being a truly ethical
individual. Without self-regulation, we are doomed to act on our own desires no matter the
consequences.
I thought it was informative and raised ethical awareness to my shopping habits. I never really
thought about how ethical aspects play into consumer behavior. But once you asked those
questions, it put things into perspective for me.
The survey made me think of shopping as more of a moral decision in addition to deciding
whether a product is a necessity or not.
VI. DISCUSSION

Overall, our findings support the concern that business students do not attach moral consequences to their
consumer decisions. The post-inquiry responses highlight that these students have never really thought about ethics in
their buying habits much, if at all. This exploratory inquiry suggests that students require additional education on how
to leverage their emotions and to use them in constructive ways, in service of activating their moral identity. The data
reflects a stark lack of understanding, with regards to consumer decisions and the association with one’s personal
values. We feel this is a significant gap in business education but also a significant chance to create greater awareness
and attach greater importance to ethical consumption within business students.
Beginning with the open-ended responses, such statements offer an opportunity for educators to circle back
and discuss the research, pointing out how the information can be used to extend the consumer choice model, adding
in variables of temptation, self-control, and ethics in general. Even if not explicitly modeled, a discussion of the dualself concept and/or recent empirical findings on self-regulation in economic decision-making might be beneficial in
helping students better understand a more holistic, authentic, and truthful view of themselves. We feel this cannot be
simply confined to business courses on ethics. Ethical consumption needs to be introduced and discussed in
conjunction with other aspects of consumer decision-making and this is typically in business courses such as
microeconomics. Doing so can elevate the perceived importance of ethical consumption and re-enforce the need for
basic ethical considerations in their consumption choices.
Given the usefulness of our inquiry to prompt awareness and reflection, using the same (or similar)
instruments as a means to introduce the ethics of consumption is viable, particularly in courses outside business ethics
such as microeconomics. The intervention establishes an immediate ‘real world’ and practical connection, which
provides an experiential springboard to increase students’ personal connection to the issue(s). It is interesting that
most students believed they made their consumer choices rationally, even though they described the influences of
temptation, peer pressures, and emotional appeals. Post hoc discussions can elevate these ironies. Educators can also
prompt students to consider the standard economic consumer choice model of maximizing utility, subject to budget
constraint. This creates an opportunity for learners to critically assess their choices, to see if they are consistent with
the standard economic model. Here, educators can discuss the concept of ethical consumption and how it complements
or constrains standard economic choice theory. Temptation as a force circumventing ethical values can also be
introduced in course lectures.
We recognize that instructors must deal with the constraint of class time and requirements to cover particular
topics for accreditation demands. But the critical incident inquiry approach provides an engaging way to bridge
interdisciplinary areas. There is a palpable need to create a more holistic curriculum, one that prompts reflective
discourse around salient ethical issues in business. Understanding the ethics of consumer choice offers a path to
promote immediate awareness and viable application. Sponsoring the use of their new awareness, students will need
skills that help them build moral strength; especially if they are expected to overcome the lure of temptation.
Achieving moral resistance in a buying situation where temptation is present requires a deliberate plan of
motivated action (Dholakia, 2000). Kivetz and Simonson (2002) looked at consumers’ use of self-control to avoid
hedonic (myopic) temptations, such as overspending. In studying reactions to temptation, Dal Bó and Terviö (2013)
found that resistance capacity depends on conscious deliberation and reflecting on personal drives (making
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subconscious motivations conscious). Satiating temptation yields consumption value, but confidence in being the type
of person who resists temptation can yield self-esteem. When it comes to facing temptation, however, success or
failure burns up resources and tends to lock-in future similar actions (i.e., if you succumb to a temptation, you are
likely to do so again) (Tang, 2010). To combat this challenge, consumers will need to build moral competency
strength, planning for how to effectively deal with temptation.
We offer a short summary on how to develop specific moral competencies that will help educators guide
their students in strengthening their moral repertoire. Moral competencies, skills known to support moral action,
include the four elements: emotional signaling, reflective pause, self-regulation, and moral preparation (Sekerka,
2016). As business educators, increasing awareness of moral competencies can be a mechanism for building moral
strength in business students, especially in their role as consumers in their economic lives. A temptation presents an
opportunity to stray from one’s ethical values (Shaw, Grehan, Shiu, Hassan, & Thomson, 2005). A consumer’s
emotional status can enhance or deter cognitive processes; feelings cue a person where to direct their attentions
(George & Brief, 1996), thereby influencing and/or facilitating choice-making (Bagozzi, 2003). Emotions play a
critical role in motivating or deterring ethical choices, like purposefully imposing moral restraint (Fishbach & Labroo,
2007). Developing moral competencies fits into our earlier discussion of relatively more advance economic thought
on resisting temptation and issues of ethical consumption. Moral competencies can strengthen one’s resolve to follow
through with pre-commitment strategies for resisting temptation. Further, they serve to promote the long-term planner
self over the short-term impulsive self in a dual-self context. That is, moral competencies can elevate the internal
importance and value of the long-term planning aspects of decision-making over short-term immediate gratification
behavior. Building moral strength through moral competencies enhances the likelihood that consumers will include
ethical considerations in their utility functions or evaluate ethical aspects of products in their valuation of personal
satisfaction. They will maximize utility as they conceive it (Becker, 1992) and how they conceive it will be through
an ethical lens.
Emotional signaling is one of several skills present among those who respond with moral strength when
facing an ethical challenge (Sekerka, McCarthy & Bagozzi, 2011). Being aware that feelings are unconscious drivers
for actions, emotions serve as cues to slow down, observe, and recognize emotions as conduits for moral insight. Once
aware, a person can learn to prompt the imposition of other moral competencies that support moral restraint. Being
attentive and managing affective cues —rather than simply reacting to them— can help consumers deal with
motivational forces driven by temptation, and to think about whether or not it is in their best interest to act on them.
Ethical consumption means learning to direct emotional energy to serve higher-order pre-established goals; in this
case, to impose moral restraint. People often yield to temptation because they act without thinking through their
options (Lades, 2014; Mukhopadhyay & Johar, 2007; 2009). Even those known for self-control can be thrown off
course when short-term gains and emotional appeals interfere with a value-driven plan (Ajzen, 1991). To effectively
counter external and internal forces, the intention to be an ethical consumer needs to be reinforced and supplemented
by higher-order goals (Tang & Chiu, 2003).
An ability to impose a reflective pause or “time out” is another moral competency that supports moral
courageous action (Sekerka, McCarthy & Bagozzi, 2011). In pausing, the ethical consumer weighs the pros and cons
of acting (or not acting) in a particular way, considering past and/or potential behaviors and their likely implications.
Consumers who impose a reflective pause can learn to harness their emotions and situational factors to underwrite a
decision not to buy. Reflection slows down the impulsivity that temptations strive to invoke. When faced with an
ethical challenge, moral actors report stepping away from the situation, engaging in other unrelated activities (Sekerka,
McCarthy & Bagozzi, 2011).
Self-regulation is an essential element of moral action at the heart of human welfare (Vohs, Baumeister, &
Tice, 2008). It is a central capability in resisting impulses, especially when facing product temptations (Vohs & Faber,
2007). Prior research describes self-regulation as a skill that enables moral strength; both a fundamental moral
competency as well as a character strength (Sekerka, McCarthy & Bagozzi, 2011). Whybrow (2013) suggests that
consumption cultures promote instant gratification, thereby reducing the value of self-regulation in society overall.
But people can choose to modulate their behavior “in accordance with self-regulatory goals or consciously held values
and beliefs” (Hofmann, Friese, & Strack, 2009, p. 171). To control impulsive reactions, self-regulating the influence
of one’s desires can be automatic or deliberate. Automatic self-regulation imposes self-regulatory control, likely the
consequence of a behavioral orientation learned developmentally (e.g., Kochanska, 1994; Posner & Rothbart, 2000).
Deliberate self-regulation enables a person to replace inappropriate initial reactions with more effective ones (DeWall,
Baumeister, Mead, & Vohs, 2011; Koole, van Dillen, & Sheppes, 2011).
Self-regulatory processes usher motivational resources (Baumeister, 2002) that can underwrite a decision to
give up a short-term pleasure to attain a future aim. If temptations detour a desire to be an ethical consumer, acting on
them may impose regret. Self-regulation can be strengthened over time by increasing the awareness of its worth,
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consciously framing the ability as a personal value, and by recalling prior experiences (both failures and successes).
This can motivate new behaviors and reaffirm prior acts of effective use of moral restraint. However, self-regulation
can be especially difficult when feelings amplify, magnify and distort situational elements (Stosny, 2011). In strong
temptation situations, a more deliberate form of self-regulation may be required. This is a situation whereby the
consumer chooses to restrain certain feelings, impulses, and desires, and then purposefully channels them toward
affirming the value of ethical consumption (Bagozzi, 2003).
Moral preparation is the ability to recognize and manage internal status after engaging in a moral action. It
is a time to regroup and learn from the experience, and then to prepare for effectively addressing the next ethical issue.
This means conscious attention to post-exertion status, honoring the demonstration of character strength while also
becoming mindful of vulnerability or weakness, after engaging in moral restraint. Post-hoc reflection and ongoing
rehearsal of moral restraint can help consumers prepare for that next product temptation, thinking in advance how they
might effectively respond. Comer and Sekerka (2018) describe how planning for moral endurance helps people sustain
their commitment to moral action, even when difficulties arise. Like those with moral strength, consumers who
respond to a tempting product situation with moral restraint can work to consider the consequences of their behavior
after taking action (Sekerka, Bagozzi, & Charnigo, 2009). Moral preparation is a discrete moral competency that
supports moral identity, a skill that can be learned and become second nature to most people (Sekerka, McCarthy &
Bagozzi, 2011). It is characterized by taking time to explicitly recognize and evaluate one’s actions, thoughts, and
feelings, and to identify where strengths and vulnerabilities reside before and after responding to an ethical issue.
The capacity for self-control in ethical choices such as ethical consumption involves a common, limited
resource that uses personal resources. When depleted, self-control can fail and decision-making becomes impaired
(e.g., Gino, Schweitzer, Mead, & Ariely, 2011; Baumeister, Bratslavsky, Muraven, & Tice, 1998; Muraven, Collins,
& Neinhaus, 2002; Vohs & Heatherton, 2000). Those who exert moral restraint may be more likely to indulge after
exercising it, especially when presented with a tempting appeal (Baumeister et al., 1998; Vohs, 2006; Kivetz &
Simonson, 2002; Mischel, Shoda, & Rodriguez, 1989). Learning to be cognizant of this depletion and to deliberately
impose measures to alter the situation (e.g., leave the shopping area) and working to rejuvenate resources, are aspects
of building moral strength around ethical consumption. Awareness of moral competencies and work to build these
skills can increase the likelihood business students can make better ethical decisions about their consumption habits.
Linking consumer choice to the moral competencies, we believe students can develop their moral strength as they
broaden their understanding of economics and ethical consumption.
While our study offers useful insights for consumer ethics education, it sparks exciting questions for future
research. Scholarly inquiry should continue to consider what similarities and differences might exist or emerge
between and within cross-cultural samples. For example, are moral values or specific moral aspects present in certain
countries conducive for encouraging increased ethical consumption? If so, in which countries or nations are these
aspects present? Are any of these cross-cultural aspects and behaviors potentially transferable to other populations?
Would leveraging a global citizen approach to business education be useful in modifying pedagogical philosophies?
To be sure, educators can develop new programs and continue to foster teaching cultures that have the value of
personal and social moral responsibility woven into the heart of any business school’s core requirements.
VII. CONCLUSION
We see inherent promise in treating consumption as an ethical issue for business and society; at its
intersection is individual choice. To the extent that ethical consumption concerns can be amplified in subject areas
beyond business ethics, such as in economics courses, the more students will begin to consider its merit. They are
primed to retain an awareness and perhaps be more willing to make ethical consumer choices in their daily lives. But
even with increased awareness, ethical consumption is difficult to maintain in a consumer-oriented culture. Business
educators can help, by encouraging students to frame purchase decisions as ethical challenges, testing one’s moral
identity and learning to pay deliberate attention to the lure of buying unnecessarily. Toward that end, concepts like
moral identity congruence will require intensified focus, if we want students to be cognizant of how their actions are
representations of their values, beliefs, and what they purport to care about. By choosing to consume ethical products
and avoiding unethical ones, individuals can benefit from greater utility when their choices effectively match their
moral preferences.
More broadly speaking, increasing awareness of ethical consumption can also potentially encourage positive
change. Society can benefit from less environmental degradation and more resource conservation. Consumers’ ethical
acts can potentially modify the behavior of firms, ultimately influencing their production choices. This rewards ethical
operations with increased sales (e.g., Patagonia and Puma, moving to incorporate sustainable production strategies).
But it also punishes unethical activities with lost sales revenues (e.g., Volkswagen’s diesel car emissions scandal).
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Looking to Amazon, their business model encourages consumers to buy things they do not need (e.g., use of pop-ups),
motivates an increased carbon footprint (e.g., pushing two-day delivery), and imposes less reflection time in consumer
decision-making efforts (e.g., one-click purchases). But ethical consumers have begun to realize that dealing directly
with small business owner/operators, particularly those with B-Corp certification, may be a more efficacious way to
ensure that their moral identity is represented in their consumption habits. Millennials, who tend to be more supportive
of ethical consumption issues, have learned to use their buying power to prompt firms they frequent to generate more
ethical choices. Companies that may not have considered this strategy previously are now introducing new lines, like
organic products (e.g., L’Oréal’s vegan alternatives) and companies with ethical missions are able to expand their
operations due to this increase in demand (e.g., Pret a Manger opening organic sandwich shops; Hancock, 2017). As
these examples reflect, ethical consumers can affect positive change by what they chose to buy and who they buy it
from, thus influencing the marketplace overall.
In conclusion, business educators can help foster a deeper understanding of human thriving, focusing on the
knowledge that psychological well-being rarely comes from satiating immediate materialistic desires (e.g., Belk, Ger,
& Askegaard, 2003; Offer, 2006; Whybrow, 2013). It is important to help students formulate and achieve long-term
goals that serve both the self and others. Business education must strive to embolden critical reflective thinking and
discourse to consider how material goods do not create lasting and meaningful happiness (Richins, 2013). With greater
awareness, consumers may come to terms with their competing desires and become better prepared to embrace actions
that reflect the idea that sometimes buying less is being more.i
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ABSTRACT
This study investigates the effect of prudential regulation on banks’ performance in Nigeria. Adopting the public
interest theoretical foundation and a system generalized method of moment (GMM) with an un-balanced data, a panel
data for twenty four banks covering eight years, between January 2007 and December 2015, was carried out. The
paper controls for fixed-effects in order to take care of unobserved factors that differ between banks though constant
over time. The results show a weak evidence of prudential measures impacting banks’ performance in the banking
system. Apart from its lag value in the previous quarter indicating a substantial impact, the performance of the banking
sector was marginally affected by the various prudential measures adopted in the study. This development suggests
that regulatory measures adopted by the regulatory agencies in Nigeria need to be strengthened for greater impact on
banks’ performance.
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I. INTRODUCTION
The financial system is considered to be the bedrock of growth in any economy, and this explains the heavy
weight monetary authorities attach to supervising and regulating the industry in order to preserve financial stability.
Financial system in Nigeria has undergone several structural and regulatory changes since the 1980s. Economic
liberalization, advent of globalization and technological developments have brought about intense competition in the
global banking sector. In the 1990s, there was structural deregulation of the banking sector in the European Union
(EU) albeit with commensurate prudential guidelines to ensure stability.
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Similarly, according to Chortareas et al. (2010), the International Monetary Fund (IMF) and the World Bank
(WB) developed several “best practice” guidelines which served as umbrella rules for the industry to adopt, such as,
the accord on capital adequacy (Basel II) to manage risks, improve stability and enable market players to better manage
risks. However, competition in the industry increased due to financial innovation as well as the development of
financial instruments. Thus, the imminent risks in the sector which could largely be attributed to the dynamic changing
environment, amid weak risk management framework, led to an increase in information asymmetry and bank
insolvencies which culminated into the Global Financial Crisis (GFC) in 2007. Several factors were attributed to the
crisis prominent amongst which was the laxity in regulation of the sector.
This development re-awakened the existing debate on the nexus between regulations and banks performance
as Chortareas et al. (2010) found that regulatory practices seem to significantly decrease the efficient operations of
banks. Nevertheless, prudential regulations have been adopted to deal with risks that are especially related to capital
adequacy.
Uche (2001) attributed the prevalence of prudential regulation in the banking industry to factors such as
market failures with higher likelihood of externalities and information inefficiency in the market. Bank failure
(bankruptcy) could have third party consequences because of the intermediation role of banks. Similarly, the failure
of a bank could lead to deposit run (contagion effect) on other banks resulting to serious instability in the financial
system. This development essentially, could stymie economic growth because of the important role of the banks.
Banking system is the chief conduit of the payment system as well as facilitating savings and investment process.
In Nigeria for instance, Uche (2010) attributed the failure of the earliest indigenous banks to absence of
regulations. The first indigenous bank in Nigeria was Industrial and Commercial Bank, which was established in 1929
but failed in 1930. The second was Nigerian Mercantile Bank, which was established in 1931 but failed in 1936. The
failures of the banks were blamed on the absence of banking regulation and rudimentary banking experience,
according to Uche (1998, 2000). The enactment of Banking Ordinance of 1952 and the establishment of Central Bank
of Nigeria in 1958 marked the evolution of banking regulation in the country. Between 1952 and 2010, the Central
Bank of Nigeria (CBN) introduced several robust micro-prudential regulations in order to promote the stability of the
Nigerian financial system.
The 2007/2008 global financial crisis however, marked another remarkable structural shift in the Nigerian
banking regulatory environment. Within this period, the CBN abolished the universal banking model, and laid out
numerous new regulations such as the financial holding company (Holdco), re-enactment of merchant and commercial
banking regulation, the adoption of macroprudential regulation, and provisions of the Basel III in order to promote
banking system stability.
While theoretical precedents on the effect of regulation on bank performance have been laid, studies that
reconcile these theories with practical reality, especially for developing countries are scanty. This paper fills this
important research gap by investigating the effect of prudential regulation on bank performance using data derived
from Nigeria.
The main objective of this study is to evaluate the effects of prudential policy on banks’ performance in
Nigeria. Also, the paper will establish the direction of relationship, relative significance/effectiveness of prudential
policy and banks performance in Nigeria.
Following this introduction is section two which reviews related literature of the study. Section three
discusses the methodology while section four deals with presentation and analysis of the results. Section five makes
recommendations and concludes the paper.
II. REVIEW OF RELATED LITERATURE
Theoretical Framework
There are two conflicting theories of regulation. First is the public interest (government regulation) theory,
which holds that government regulates corporations in order to protect public interest and correct market inefficiencies
or practices. The general assumption of public interest theory, according to Uche (2000), is that some forms of
activities do not just function in the public interest without any form of government regulation or control, especially
for industries with substantial externalities.
The capture theory (self-regulation) of regulation, on the other hand, is regulation acquired by the industry,
designed and operated by the industry primarily for the benefit of the industry. Proponents of this form of regulation
argue that unlike public interest theory, there is greater flexibility, higher compliance and monitoring costs. It also
leverages on the information and resources of the industry to benefits the industry.
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Studies strongly disagree on the optimality of these two competing theories in promoting bank performance
and stability. For instance, Chortareas, et al (2010) argued that “capital serves as a buffer against losses that can absorb
the possibility of bank failure”. Blum (1999), however, disagrees on the imposition of minimum capital requirement
as a mechanism for reducing risk-taking incentives. He agreed with Beck et al., (2006), that “official supervision can
reduce market failure by monitoring and disciplining banks thus weakening corruption in bank lending and improving
the functioning of banks as intermediaries”, but argued that “powerful supervisors may use their powers to their own
private welfare rather than social welfare”. Government regulation may adversely affect the performance of banks by
changing managerial orientation. For instance, bank management may become more oriented towards satisfying the
regulators than profit maximization. Thus, the costs of government regulation are greater than any welfare loss arising
from the inefficiencies in the market-based allocation. For instance, according to Li (2017), the risk-taking incentives
of banks are generally moderated by the presence of prudential regulations.
Despite this debate, there is increasing government regulation of banks, as a result of emerging trends that
could precipitate bank distress in the global environment, especially, the 2007/2008 global financial crisis. Some of
the regulations, according to Butzbach (2016) and Bassetta & Marsh (2017) are the macro-prudential policy aimed at
taming systemic risk and the adoption of some of the provisions of Basel III. The deep recession and weak economic
recovery in Nigeria has reinvigorated the urgent need to examine bank performance and prudential regulation using
public interest theory of regulation, in consideration of the introduction of numerous new regulations by the banking
sector regulators.
Empirical Framework
The focus of this section is to look at various empirical studies on the relationship between prudential
regulations and the performance of banking sector in Nigeria and beyond. According to Noy (2004), Mishkin (2001)
and Fischer & Reisen (1992), prudential regulation and supervision contribute significantly to the stability of financial
sector and submitted that weak regulation and poor supervision of banks could lead to financial instability and crisis.
Mehrez & Kaufmann (2000), Demirgüç-Kunt & Detradiache (1998), Edwards (2000) and Rossi (1999), suggest that
even though financial liberalization is good for economic development, its degree of success depends on the level of
prudential regulation for the banking industry. The studies emphasized that weak prudential regulation could give
banks opportunity to take excessive risks which could consequently result into financial crisis. This point was further
stressed by Barth et al. (1999), who submitted that many countries such as USA, Russia, Japan, Hungary, Korea,
Thailand, Mexico, Chile, India and Ghana would have avoided financial crisis if they had introduced strong prudential
regulations.
Williamson (1999) and Intal et al. (2001) argued that weak prudential regulation was one of the fundamental
factors that led to the Asian crisis. This point was further supported by Mishkin (2001) who submitted that some
countries in East Asia area such as Singapore, Hong Kong and Taiwan did not experience financial crisis because of
their strong prudential regulation. Also, the economic crises experienced in Turkey between 2000 and 2001 have been
attributed to weak prudential regulation and supervision of the banking system. In addition, Williamson and Mahar
(1998) conducted a cross-country survey in thirty-three countries and found out that prudential regulation and
supervision were more robust in countries going through milder financial crisis, compared with countries that were
affected by severe crisis.
It is evident that banks are generally prone to take excessive risk and also speculate as long as they are sure
the interests of the shareholders and managers are not threatened. It is fundamental to realize that failure of banks as
a result of excessive risks could as well threaten the development of the economy. Banks may be careless in taking
excessive risks with the expectation that government would take policy actions and bailout to protect depositors’
savings and prevent the winding up of financial institutions. This expectation of banks led to the collapse of the
financial system in Latin America in the early 1980s. The fact that one of the major mandates of monetary authorities
is to ensure stability of the financial system, guarantee domestic depositors and foreign lenders led to moral hazard
issues. Therefore, there is need for adequate supervisory and sound prudential regulatory system.
Despite the benefits of bank regulation, some scholars have criticized the layering of these new regulations
of banks. The criticisms border on the fact that banks may benefit from such regulatory forbearance, the regulation
might be costly and compliance cost could be passed on to the final consumers. Other arguments as stated by Green
& Hrab (2003), include the induced safety nets which could create moral hazard, and that the process of regulation
may be politicalized.
Importantly, there are no agreements on the optimal level of regulation, as countries have had to move from
liberal to strict form of regulation in the bid to attain banking system stability. Some empirical literature found that
supervisory action aimed at preventing further crisis adversely affects bank performance, and that fewer restrictions
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allow banks to exploit economies of scale and scope, thereby providing more efficient services [Barth et al (2004),
Butzbach (2016), Bassetta & Marsh (2017) and Berger & Bouwman (2013)].
Tressel & Verdier (2014), focusing on the political economy of supervision and optimum prudential
regulation of banks considered a moral hazard economy in banks and production to study how the quality of
supervision are affected by incentives for risk taking. The paper showed that low interest rates may result in excessive
risk taking and due to economic externality, leading to suboptimal market equilibrium, thus, prudential regulations
are needed. Specifically, the paper showed that the macro-financial cycle determines the optimal capital ratio, which
with production externalities, should be complemented by a constraint on asset allocation. Finally, it maintained that
excessive risk taking, and credit cycles tend to be exacerbated by political process.
In terms of measuring the impact of prudential policy on the macro-economy, De-Ramon et al (2012) argues
that banks incur short-term costs when financial regulators require them to hold a higher ratio of equity capital to debt
financing, by adjusting their balance sheets and losing some of the advantages associated with the prevailing funding
mix. The paper is of the view that higher lending margins reduces borrowing in terms of volumes, thereby creating a
trade-off between greater stability associated with higher ratio of equity capital to debt funding and short to medium
term economic activity.
In his contribution on the performance, banking risks and their regulation, Apatachioae (2013) is of the view
that bank performance analysis should be done in terms of efficiency, productivity, competitiveness and profitability.
The paper further stated that recent economic and financial instability have led apex banks and other competent
authorities to become more concerned with understanding the vulnerabilities of the banking system.
Ganioglu (2007) set out to empirically examine the existence of (if any) a relationship between banking crises
and a weak banking sector regulation and supervision in a cross-country study. The result shows that regulation of
capital is a major dynamic in the mitigation of crises, with crucial support for the proposition of higher capital
requirements. Nevertheless, it is not the case that tighter capital regulation mitigates negative impact of moral hazard
problem often due to generous deposit insurance system. The study concluded by justifying the significance of
regulatory and supervisory framework of the banking system.
According to Santos (2001), in addressing the moral harzard challenges, strengthening prudential regulation
and supervision are required to minimize excessive risks, corruption and fraud in the banking industry, especially in
the area of capital adequacy and nonperforming loans. Also, the presence of systemic risk justified the need for strong
prudential regulation. Failure of a bank could threaten the solvency and profitability of other banks. Hence, the risk
of a systemic failure is one of the major reasons why banks are insured against liquidity shortages. Also, the presence
of asymmetric information challenges and the failure of small depositors to monitor the activities of banks suggest the
need for the regulatory authorities to protect the interest of public depositors.
According to Bourke (1989), literature on bank profitability had been scanty. The main reason for this is the
difficulty in undertaking comparative analysis arising from variations in financial reporting standards in different
countries. The few studies that exist on performance of banks concentrated either on the effects of economies of scale
and scope or market concentration, rather than regulation.
Ivey, et al (2005) studied the determinants of financial performance in banks and the effect of deregulation
on them using commercial banks data that covers 464 banks from eleven EU countries, Japan and the United States
between 1989 and 1995. In their study, the data set contained 3248 observations and the results indicated that there
was a strong positive relationship between performance and the ratio of equity to total assets. The result confirmed
the findings of Berger (1995). However, there were mixed findings on the regulatory variables, without a clear pattern
emerging from different jurisdictions. The variations in regulations are often linked with significant impacts on
performance, however, the direction of the impact changes according to the adopted measure of performance.
Studies have suggested that changes in the regulatory environment in recent times have definitely impacted
bank performance, but how it did exactly is unclear. Among various works done on bank performance by Gorton &
Rosen (1995), Berger (1995), Davutyan (1995) and Barth et al (1997), only Barth et al (1997) accounted for any
variable that proxy regulation. The study used several dummy variables to capture the cross-country differences in
regulatory regimes to provide more information on the impact of regulations.
Behr, et al (2010) find indications that prudential requirements can in fact be effective in reducing the risk
taking appetites of banks. A number of studies come to the opposite conclusion, despite the persistent focus of
regulators on increased capital levels. Hence, it is unclear what the effects would be on banks’ performance during a
situation of economic distress.
This study adopts system generalized method of moment (GMM) with an un-balanced data, following
Sadorsky (2010). The generalized method of moments (GMM) is a general estimation principle where estimators are
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derived from so-called moment conditions. Bassett & Marsh (2017) used the framework of dynamic panel regression
with bank fixed effects and robust standard errors clustered by bank, in Assessing Targeted Macroprudential Financial
Regulation: The Case of the 2006 Commercial Real Estate Guidance for Banks.
Barth et al (2004), writing on “Bank Regulation and Supervision: what works best?”, adopted basic and logit
regressions approach in analyzing the variables. Berger & Bouwman (2013) run the logit survival regressions and
ordinary least squares (OLS) market share regressions on “how does capital affect bank performance during financial
crises?” An empirical study on government regulation, bank risk and bank performance in Mali by Abdrahamane, et
al (2017) adopted Panel Least Square regression approach.
III. METHODOLOGY
Sources of Data
The study draws on monthly data of twenty four (24) DMBs in Nigeria covering the period January 2007 to
December 2015. The data are sourced from the Banking Supervision Department (BSD) of the Central Bank of Nigeria
and effort was made to protect the identity of the banks, hence their actual operational names were omitted and
substituted with alphabets.
Methodology
The paper utilizes panel data for twenty four (24) banks over eight (8) years covering the period January
2007 to December 2015, in analyzing the Effects of Prudential Regulation on Banks’ Performance in Nigeria. Using
panel econometric techniques, the study estimates the effect of Prudential Regulation on Banks’ performance. We
control for banks fixed effects in order to take care of unobserved factors that differ between banks though constant
over time. Effort was also made to control for time fixed effects which control for unobserved factors that are common
to all banks at a specific point in time.
The merits of panel data methodology over a cross-section approach consist of the fact that a panel approach
gives us room to control properly for the heterogeneity of banks individually, including through model speciﬁcation
and the estimation procedure. It gives more efﬁciency particularly in diagnostic testing, degree of freedom, variability,
informative data and less collinearity among variables (Baltagi, 2007). The basic notion supporting panel data analysis
originates from the idea that the individual relationships will all have the same parameters. This is sometimes known
as the pooling assumption as we are in effect pooling the entire individual dataset together and imposing a common
set of parameters across them. If the pooling assumption is correct, then panel data estimation can offer some
considerable advantages.
A considerable increase in the sample size can be affected by using a panel data approach to obtain better
estimates. Panel data estimation can be carried out in three ways depending on the assumption about the constant.
While the fixed effects method handles the constants for each section or panel as constant, the Random effects method
treats it as random parameters. Due to the nature of panel data, there could be intrinsic group effects, time effects or
even both, and in order to correct for potential estimate bias, the paper estimates for all the three approaches with a
view to ascertaining the robustness of the findings from the study.
Worthy of mention is the Hausman test which is formulated to assist in making a selection between the
random and fixed effects methods. Hausman (1978), under the hypothesis of no correlation, adapted a test based on
the idea that, both OLS and GLS are consistent" but OLS is inefficient, while under the alternative OLS is consistent,
but GLS is not. The appropriate choice between the random effects and the fixed effects methods investigates if the
regressors are correlated with the individual (unobserved in most cases) effect. The advantage of the utilization of the
fixed effects estimator is that it is consistent even when the estimators are correlated with the individual effect.
Empirical Model
This paper investigates the dynamic relationship existing among bank performance and prudential regulations
in Nigeria from 2007:Q1-2015:Q4, using system-GMM model with an un-balanced data. The empirical model is,
following Sadorsky (2010), identified as a reduced form dynamic panel model of bank performance. Bank
performance is defined as a function of intermediation (Interm), non-performing loan ratio (NPL), liquidity ratio (LR),
cash asset ratio (CAR), and size is proxied by total assets.
Perf it =  i Perf it −1 + i1CARit + 12 Intermit + 13 NPLit + 14 Lrit + 15 Sizeit + vi + t +  it ......(1)
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Equation (1) is a fairly general specification which allows for dynamic bank performance effects, individual fixed
bank effects ( ), fixed time effects (  ) and a stochastic error term (  ). It is also an example of a linear dynamic
panel model.
Where i represents the bank (i =1,…, 24) and t represents the time period (t=2007,…, 2015). Quarterly data
are gathered for the period 2007: Q1-2015:Q4 on Bank performance (Perf), intermediation (Interm), non-performing
loans (NPL), liquidity ratio (Lr), capital adequacy ratio (CAR) and bank size (Size). Bank performance is measured by
return on asset employed while intermediation is proxied by the ratio of credit to deposit and this is a core function of
banks. Non-performing loans ratio is measured by total non-performing loan to total loan; liquidity ratio is the ratio
of current liability while cash asset ratio measures banks’ capital and is expressed as a percentage of a bank’s risk
weighted credit exposures. This, of course, is a major instrument for protecting depositors and promoting stability and
efficiency in the financial system; and size is proxied by total assets.
IV. PRESENTATION AND ANALYSIS OF RESULTS
As shown in table 1a, the basic features of the data used in the study are summarised in simplified form using
measures of central tendency and variability. Also, static panel estimation was carried out using OLS, fixed effect,
random effect and least square dummy variable (LSDV). The result is presented in table 1b. The Hausman test result
confirms that the random effect model is more efficient than the fixed effect model as the chi-square statistic is not
significant. However, because of the inherent weakness in static model which does not take into account the dynamic
nature of economic relationships in the study, we proceeded to apply dynamic panel specification of the model.
According to Çoban and Topcu (2013), “dynamic panel data estimation is more appropriate in cases where some
unobservable factors affect both the dependent variable and the explanatory variables and also where some explanatory
variables are strongly related to past values of the dependent variable”.
Table 1a: Summary Statistics
-2
VARIABLES

-3

-4

-5

Mean

Std

Min

Max

Perf

-0.0275

0.383

-5.704

0.268

Size

11.77

0.359

10.94

12.59

NPL

0.107

0.171

0.0012

0.975

Lr

54.92

25.18

4.72

307

CAR

14.86

26.66

-220.1

280.7

Interm

1.384

2.552

0.0274

33.98

To avoid biased and inconsistent estimates in the dynamic panel, we estimate the dynamic panel data model
as well as the underlying assumptions using Blundell & Bond (1998) System Generalized Method of Moment (GMM)
estimator which is an improvement on the standard Arellano & Bond (1991) (GMM) estimator. Blundell & Bond
(1998) indicate that additional mild stationarity restriction on the initial conditions process allows the use of an
extended system GMM estimator that utilises lagged differences of the dependent variable as instruments for equations
at levels, in addition to lagged levels of the dependent variable as instruments for equations in the first differences.
Thus, we are reporting the system GMM results in table 2 rather than the difference GMM results. The difference
GMM results in table 2 shows the one-step difference GMM without lag and one-step difference GMM with lags for
columns 1 and 2 respectively. In columns 3 and 4 however, we report two-step difference GMM without and with
lags respectively. Also, given the number of instruments and its possible proliferation, it is important to report the
model in which the number of instruments generated is not larger than the number of banks. This is because large
instrument collection overfits endogenous variables even as it weakens the Hansen test of the instruments’ joint
validity.
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VARIABLES
Car
Lr
Interm
Npl
Size
Constant
Observations
R-squared
firm effect
year effect
F-test
Prob > F
Number of banks
Wald-chi2
Prob > chi2

Table 1b: Static Panel Data Analyses
(1)
(2)
(3)
OLS
FE
LSDV

(4)
RE

0.00245***
(0.000490)
8.42e-05
(0.000518)
-0.00746
(0.00530)
0.0804
(0.0787)
-0.0770**
(0.0371)
0.832*
(0.438)

0.00211***
(0.000479)
0.000159
(0.000514)
0.00741
(0.00546)
0.0325
(0.0760)
-0.0379
(0.0421)
0.358
(0.495)

0.00211***
(0.000479)
0.000159
(0.000514)
0.00741
(0.00546)
0.0325
(0.0760)
-0.0379
(0.0421)
0.401
(0.506)

0.00214***
(0.000474)
0.000159
(0.000508)
0.00585
(0.00535)
0.0380
(0.0753)
-0.0445
(0.0409)
0.436
(0.484)

856
0.036
NO
NO
6.321
9.01e-06

856
0.027
YES
NO
4.575
0.000402
24

856
0.279
YES
NO
11.44
0

856
YES
NO
24
23.30
0.000295

Standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1
Before we attempt to interpret the regression coefficients, we have to verify the behaviour of the residual
term and the adopted instruments. In particular, we have to reject the null hypothesis of non-autocorrelation for AR(1)
test and fail to reject it for AR(2) test. We also must fail to reject the null hypothesis of valid instruments for
Sargan/Hansen tests. This must reflect in the empirical result we have estimated. Otherwise, we may need to revisit
the exogenous variables in the model as they may not be strictly exogenous. Also, we may have to account for more
dynamics in the regression model. As indicated in the results, these tests are robust. In reporting the particular model
of system GMM result, we have to consider the numbers of identifying restrictions as instrument proliferation can
over-fit endogenous variables and have the power to weaken Hansen test to detect it.
Accordingly, we are reporting and interpreting model 6 which is system GMM of table 3. Generally, the rule
of thumb is that we keep the number of instruments equal to or less than the number of banks. In this instance, the
number of instruments of the model we are reporting is 22 while the number of banks is 24. The Sargan test p-value
of 0.61 is high and shows that the instruments as a group are exogenous.
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VARIABLES
Car
Lr
Interm
Npl
Size
Observations
Number of banks
firm effect
year effect
Hansen_test
Hansen Prob
Sargan_test
Sargan Prob
AR(1)_test
AR(1)_P-value
AR(2)_test
AR(2)_P-value
No. of Instruments

Table 2: Dynamic Panel Data Analyses-Difference GMM
(1)
(2)
(3)
DGMM1
DGMM1-CL-a
DGMM2

(4)
DGMM2-CL-a

0.00254***
(0.00263)
-0.000332**
(0.000348)
0.0121**
(0.0146)
0.0328*
(0.0672)
0.0587
(0.0386)

0.000638***
(0.000680)
-0.000247*
(0.000249)
0.0174**
(0.0201)
-0.0242**
(0.0365)
0.154
(0.131)

0.00233***
(0.00323)
-0.000270**
(0.000401)
0.0150**
(0.0180)
0.0285**
(0.0621)
0.0589
(0.0565)

0.000687***
(0.000769)
-0.000273**
(0.000319)
0.0161**
(0.0201)
-0.0136**
(0.0371)
0.124
(0.115)

784
24
YES
NO
19.07
1
3012
0
-1.154
0.249
-1.032
0.302
559

784
24
YES
NO
17.05
0.00441
628.1
0
-1.203
0.229
-1.033
0.302
10

784
24
YES
NO
21.27
1
2988
0
-1.240
0.215
-1.004
0.315
540

784
24
YES
NO
17.05
0.00441
628.1
0
-1.212
0.225
-0.987
0.323
10

Robust standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1

785
24
YES
NO
16.83
1
755.5
1.43e-08
-1.101
0.271
-0.792
0.428
558

785
785
785
785
785
24
24
24
24
24
YES
YES
YES
YES
YES
NO
NO
NO
NO
NO
8.913
8.913
8.913
7.790
6.414
0.113
0.113
0.113
1
0.972
157.8
157.8
157.8
20.06
12.94
0
0
0
0.744
0.607
-1.078
-1.095
-1.095
-1.044
-1.056
0.281
0.273
0.273
0.296
0.291
-0.827
-0.818
-0.818
-0.853
-0.859
0.408
0.413
0.413
0.394
0.390
12
12
12
32
22
Robust standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1
SGMM1 & SGMM2 denote One-Step & Two-Step GMM respectively. Also
regressions with suffix‘‘END’’treat the independent variables as endogenous. Regressions with suffix ‘‘CL’’ follow Roodman (2009) and collapse the instrument
matrix. a & b denote lag(1 5) & lag (2 4) respectively.

Observations
Number of banks
firm effect
year effect
Hansen_test
Hansen Prob
Sargan_test
Sargan Prob
AR(1)_test
AR(1)_P-value
AR(2)_test
AR(2)_P-value
No. of Instruments

DGMM1 & DGMM2 denote One-Step & Two-Step Diff-GMM respectively. Regressions with suffix ‘‘CL’’ follow Roodmann (2009) and
collapse the instrument matrix. a denotes lag(1 5)
Table 3: Dynamic Panel Data Analyses-System GMM
(1)
(2)
(3)
(4)
(5)
(6)
VARIABLES
SGMM1
SGMM1-CL-a
SGMM2
SGMM2-CL-a
SGMM2-END-CL-a
SGMM2-END-CL-b
L.performance
0.819***
0.680***
0.680***
0.680***
0.579***
0.578***
(0.00709)
(0.0176)
(0.0176)
(0.0176)
(0.105)
(0.0469)
Car
0.000782**
0.000646*
0.000568**
0.000568***
0.00149**
0.000121**
(0.000813)
(0.000672)
(0.000657)
(0.000657)
(0.00189)
(0.000132)
Lr
-0.000133*
-3.45e-05
9.54e-06
9.54e-06
-0.000452**
-0.000377***
(0.000125)
(6.10e-05)
(6.51e-05)
(6.51e-05)
(0.000835)
(0.000314)
Interm
-0.00141
-0.000357
6.94e-05
6.94e-05
0.000317**
0.000574**
(0.00181)
(0.000919)
(0.000615)
(0.000615)
(0.00148)
(0.000903)
Npl
0.0115
0.00120
0.0140
0.0140
-0.0864**
-0.0277**
(0.0221)
(0.0176)
(0.0319)
(0.0319)
(0.0799)
(0.0313)
Size
-0.0158
-0.0310
-0.0156
-0.0156
-0.00854
0.00121
(0.0158)
(0.0270)
(0.0182)
(0.0182)
(0.0172)
(0.0123)
Constant
0.163
0.349
0.173
0.173
0.0398
-0.0302
(0.165)
(0.300)
(0.200)
(0.200)
(0.174)
(0.152)
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The results have shown that all the endogenous variables, except the lagged bank performance, have marginal
impact on bank performance. Also, all of them are correctly signed and satisfy a priori expectation except the size.
While the marginal impact cut across all the contemporaneous variables, bank performance, showed a 57.80 percent
increase following a 100 per cent rise in lagged bank performance. This shows that bank performance in a certain
quarter is strongly affected by its value in the previous quarter.
Capital adequacy ratio (CAR) is positively signed and statistically significant and a unit (100 per cent) change
brings about only a 0.01 per cent increase in bank performance. The liquidity ratio which is negatively signed satisfies
the a priori expectation and is statistically significant. A unit change/increase will correspond to 0.04 per cent
change/fall in bank performance. Intermediation is positively related and significant as a unit increase will result in a
0.06 per cent rise in bank performance. The non-performing loan, as expected, is negatively related and significant. A
fall of 0.09 per cent of bank performance will be felt in the case of a unit rise in non-performing loans. Although the
size is positive and satisfies the a priori expectation, it is not statistically significant.
V. POLICY RECOMMENDATIONS AND CONCLUSION
The present study shows a weak evidence of prudential measures impacting banks’ performance in Nigeria’s
banking system. Apart from its lag value in the previous quarter indicating a substantial impact, the performance of
the banking sector in Nigeria was marginally affected by the various prudential measures adopted for the study.
Thus, from a macro-prudential standpoint, more robust supervisory and regulatory measures such as capital
adequacy ratio, non-performing loans, liquidity ratio, and intermediation are required to increase the performance of
the banking system in Nigeria. Accordingly, the apex bank would have to review and strengthen its role to ensure a
robust banking system.
The total asset in the banking system in Nigeria represented by size in this study, though meeting the a priori
expectation, has no impact on the performance of the banking sector. This may not be unconnected with the dwindling
value of the assets of the banking system. It may also reflect the impact of recent recession, increasing non-performing
loans and declining capital adequacy ratio on the banking system. It could also be attributed to the deposit money
banks drawing down their reserves with the apex bank, and frequently patronizing the Standing Lending Facility of
the apex bank.
The impact of prudential measures, except total asset, by the apex bank on banks’ performance in Nigeria is
marginal. This is an indication that prudential measures adopted for this study do not have robust impact on the
profitability or otherwise of the banking system in Nigeria.
This raises the question of the variable that is actually driving the profitability of the banking system in
Nigeria. It could also imply that the regulatory measures adopted by the regulatory agency needs to be strengthened
for greater impact on banks’ performance in the country.
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ABSTRACT
This study investigates the interaction between exchange rates and stock prices, both in mean and variance, in
Malaysia, Indonesia, and Singapore. Using monthly data from January 1994 to September 2011 and several
econometric techniques such as the Saikkonen-Lutkepohl unit root test with structural breaks, the Johansen cointegration test with structural breaks, the Vector Error Correction Model, the Toda-Yamamoto approach and the
variance decomposition test, study shows that there is long-run equilibrium between exchange rates and stock prices
in all markets studied. The study also revealed the evidence of short- and long-run causality in the respective markets.
Keywords: exchange rates, stock prices, cointegration, causality, structural break
I. INTRODUCTION
In a landmark and comparative study of the emerging markets (EMs) of the world (such as Malaysia, Mexico,
India, and Thailand) against the markets of developed countries, Solnik and McLeavey (2009) illustratively stated that
the situation of the former is quite different from that of the latter, particularly in that the economies of EMs remain
relatively rather undiversified, with a heavy reliance on foreign investment. The strength of the currency and stock
markets in an emerging country are strongly and positively correlated to its economic and political conditions, and
even a modest dip in the value of the currency is often a signal of severe underlying problems in the EMs’s economy.
Further, the adverse consequences of a depreciating currency in EMs have exaggerated implications for foreign
investors as ‘local’ losses get compounded by the translated impact in terms of the investor’s domestic currency.
In the vast number of empirical studies that do exist, the relationship between foreign exchange and stock markets
has been examined mostly for the first moment (mean relationships), with a little study done for the second moment
(variance relationship). Thus, this study extends the existing literature by incorporating both the mean and variance
relationships between foreign exchange and stock markets. The objective of this particular study is to reexamine the
linkages between stock and foreign exchange markets in selected countries, namely, Malaysia, Indonesia, and
Singapore, with an additional focus on the variance relationships among these markets. Variance relationships are
crucial in that they show the volatility patterns and behavior within the studied markets. Further, in addition to
examining the long-term behavior of foreign exchange and stock markets, this study tests the possibility of the
structural breaks that may alter the relationship between foreign exchange and stock markets. Finally, the study
attempts to identify causal patterns between the studied markets, using monthly data from January 1994 to September
2011.
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The study is organized into distinct sections, wherein Section II provides a literature review, Section III explains
the methodology of the study and a description of the data used, Section IV provides the empirical results, and the
final section offers the discussion and conclusion in light of all findings.
II. LITERATURE REVIEW
The past four decades have witnessed many attempts to empirically analyze the dynamic relationship between
exchange rates and stock prices, which, according to Nieh and Lee (2001), is primarily due to the crucial roles that
these variables play in influencing a country’s overall economic development. Such studies had also observed that
capital mobility and financial integration further affect and are affected by the ‘exchange rate and stock prices’
relationship, particularly in the context of macroeconomic exposure of the stock market performance (Wu 2001).
Baharumshah et al. (2002) suggested that the 1997 Asian financial crisis revealed a strong correlation between the
equity market and the exchange rate market in Asia. Such a correlation was clearly illustrated when the ringgit dropped
by 37.40 percent over the period from July 1 to September 30, 1997, when, concurrently, the stock market plunged by
31.37 percent. Iteratively, Diamandis and Drakos (2011) stipulated that the recent dramatic deterioration of global
financial markets pointed towards the same correlations between exchange rates and stock prices, which may well
include causality in their correlation. Reciprocally indeed, exchange rate deteriorations exert substantial negative
impacts on stock markets, whereby the 2008 global financial crisis caused significant negative effects on the stock
markets, as was the case in the 1997 Asian financial crisis.
The aforementioned observations have convinced many economists on the crucial link between stock and foreign
exchange markets. Most notably, Diamandis and Drakos (2011) have emphasized that an understanding of the
dynamic relationships between stock and foreign exchange markets will provide multinational companies with the
necessary information hedging strategy against foreign exchange exposure. Yang and Doong (2004) noted that the
dynamic relationship between exchange rates and stock prices have been playing a crucial role in portfolio decisions
and economic development in recent decades, while Yau and Nieh (2009) had well established that the relationship
between stock prices and exchange rates has crucial implications for the large cross-border movement of funds and
investments that characterizes the contemporary globalized economy.
The connection between foreign exchange and stock markets has traditionally been analyzed, empirically, for only
the U.S. and other industrialized countries (Diamandis & Drakos 2011). Further, although such existing empirical
literature revealed one-way causality ― from the stock to currency markets for advanced economies ― they provide
no consistent causality, in this context, that explains EMs (Ajayi et al. 1998). Baharumshah et al. (2002) added that
most empirical studies on the subject matter ignored the relationship between the exchange rate and stock market and
that the actual currency (stock market) activity of an economy is most often explained in terms of macroeconomic
factors. However, despite such heightened awareness on the relationship between exchange rate and stock markets,
there still exists a notable absence of research to explore the specifics of the said relationship, particularly for EMs.
Ibrahim (2000) further explained that, particularly in the case of EMs, local firms with foreign operations are most
directly affected by stock and exchange markets' dynamics, whereby even the firms with no foreign operations may
become indirectly affected due to various 'channels of influence'. Correspondingly, the stock prices of firms in EMs
react strongly to changes in exchange rates. Reciprocally indeed, such changes in stock prices may then impact the
currency exchange rate through these firms' portfolio adjustments (Bahmani-Oskooee & Sohrabian 1992).
Conclusively, Yau and Nieh (2009) state that economists are increasingly suggesting a significant relationship both
empirical and theoretical between foreign exchange and stock markets, although the results of studies thereto have
been somewhat mixed concerning causality patterns.
Notwithstanding the empirical data on the subject, there many theoretical studies have been conducted, which
illustrates various approaches in explaining the underlying relationship between foreign exchange and stock markets.
Out of those approaches, two popular ones (namely traditional and portfolio) will be explained herein brief, in the
interest and context of this study. The traditional approach dictates that depreciation of local currency makes domestic
firms more competitive, leading to a rise in their exports and subsequently higher stock prices. This indicates a positive
correlation between stock prices and exchange rates in which exchange rates lead stock prices. Contrary to the
traditional approach, the portfolio approach claims that a rise in stock prices brings investors to demand more local
assets and thereby causes an appreciation in the local currency. This implies a negative correlation between stock
prices and exchange rates in which stock prices lead exchange rates (Yau & Nieh 2009; Lean et al. 2011).
In line with the aforementioned grounds, exchange-rate stability plays an ever-important role in maintaining stock
price stability, particularly in small and highly open economies. In such open economies, the relative currency value
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expectations influence the local and foreign interest rates, subsequently affect the present value of a firm’s assets.
Furthermore, economists deem such macroeconomic fundamentals as exchange rates to play a substantial role in the
movement of stock prices internationally, and to provide the robust media that link stocks with foreign exchange
markets (Nieh & Lee 2001). However, the rapid expansion of international trade and the growing implementation of
freely floating exchange rate regimes by many industrialized countries have also increased exchange rate risks and
volatility. Consequently, changes in exchange rates signal critical changes in international trade fundamentals, which
is then transmitted to stock markets (Yang & Doong 2004; Zhao 2010).
About the Asian market, in particular, Yau and Nieh (2009) stated that most prior empirical studies on exchange
rates had used the U.S. dollar as the base currency. However, only a few of those studies had used the Japanese Yen
as the base currency ― using monthly data on Japan and Taiwan ― and had found evidence of long-run equilibrium
(co-integration) relationship between exchange rates and stock prices, and no short-run causal relationship. Another
study (Pan et al. 2007) on the relationship between exchange rates and stock prices in East Asian countries (namely
Hong Kong, Japan, Singapore, Malaysia, Korea, Taiwan, and Thailand) yielded several interesting findings. The study
revealed that in the period before the 1997 Asian financial crisis, the causal relationship from exchange rates to stock
prices existed for Hong Kong, Japan, Thailand and Malaysia, and the causal relationship from equity market to foreign
exchange market existed for Hong Kong, Korea, and Singapore. For the period during the Asian crisis, causal
relationships from exchange rates to stock prices were found for all countries except Malaysia. Meanwhile, Lean et
al. (2011) in their study on eight Asian countries including Japan, Hong Kong, Korea, Indonesia, Malaysia, the
Philippines, Thailand, and Singapore, found tiny evidence of a long-run cointegration between stock prices and
exchange rates. However, the study concluded that stock prices and exchange rates generally have only a
contemporaneous effect on each other in the short-run.
As mentioned earlier, previous empirical studies have shown mixed results for the relationship between stocks and
foreign exchange markets. Some studies found a significant relationship (Solnik 1987; Qiao 1996; Abdalla & Murinde
1997; Ibrahim 2000; Baharumshah et al. 2002; Yau & Nieh 2009; Lean et al. 2011; Nor et al. 2012a; 2012b; Dar et
al. 2014; Lee & Wang 2015; Türsoy 2017; Dahir et al. 2018), while others found no relationship (for instance
Bahmani-Oskooee & Sohrabian 1992; Nieh & Lee 2001) between the two. Some studies found bidirectional causal
relationships over short-term behaviors (Bahmani-Oskooee & Sohrabian 1992; Ibrahim 2000; Nor et al. 2012; Kumar
2013; Parsva & Tang 2017; Dahir et al. 2018), while others concluded upon unidirectional causal relations (Abdalla
& Murinde 1997; Ajayi et al. 1998; Nor et al. 2012b; Dar et al. 2014; Lee & Wang 2015; Liang et al. 2015; Huy 2016;
Türsoy 2017; Dahir et al. 2018; Dash & Sahu 2018; Andriansyah & Messinis 2019), and some ended with a noncausal finding (Qiao 1996; Yau & Nieh 2009).
III. METHODOLOGY AND DATA
Most of the aforementioned empirical studies (for instance, Baharumshah et al. 2002) utilized full sample periods
with omissions of some observations, to avoid complications that arise from the dynamics of a financial crisis. In this
study, however, the deficiencies introduced by such omissions were resolved by employing more robust estimation
techniques that consider the existence of the structural breaks such as the unit root test with structural breaks and the
Johansen approach with structural breaks for long-run co-integration tests.
In considering the possibility of structural breaks, the present study utilized the more robust unit root test, the
Saikkonen-Lutkepohl (SL) unit root test developed by Saikkonen and Lutkepohl (2002) and Lanne et al. (2002, 2003).
According to Glynn et al. (2007), there are at least two advantages of applying the unit root test by allowing the
presence of the structural break, namely that: (1) it avoids yielding a test result that is biased towards non-rejection of
a false unit root null hypothesis, and (2) it would offer valuable information for analyzing whether a structural break
on a certain variable is linked with any specific event such as an economic crisis, government policy effect, regime
shift, war, etc. The SL unit root test is described as follow:

38

Global Business & Economics Anthology, Volume I, March 2020

𝑦𝑡 = 𝜇0 + 𝑓𝑡 (𝜃)′ 𝛾 + 𝑥𝑡

(1)

The error term, 𝑥𝑡 follows a finite order AR(p) representation 𝛼(𝐿)(1 − 𝜌𝐿)𝑥𝑡 = 𝑢𝑡 , where 𝛼(𝐿) = 1 − 𝛼1 𝐿 −
⋯ − 𝛼𝑝−1 𝐿𝑝−1 and 𝑢𝑡 ~𝑖𝑖𝑑(0, 𝜎 2 ). The parameter 𝜌 defined as −1 < 𝜌 ≤ 1, and 𝜌 = 1 indicates the unit root process.
In the first difference form, equation (1) can be expressed as:
∆𝑦𝑡 = ∆𝑓𝑡 (𝜃)′ 𝛾 + 𝜈𝑡

(2)

where 𝜈𝑡 = 𝛼(𝐿)−1 𝑢𝑡 . The shift functions where a shift date, 𝑇𝐵 can be characterized as the shift dummy, 𝑑𝑡 has the
following form:
𝑓𝑡 (𝜃)′ ≡ 𝑑𝑡 = {

0
1

𝑡 < 𝑇𝐵
𝑡 ≥ 𝑇𝐵

(3)

Here the optimal lag length is selected based on the Schwarz information criterion (SIC), wherein the critical values
are provided by Lanne et al. (2002).
The co-integration test conducted in this study is based on the Johansen trace test with possible structural breaks
(Johansen et al. 2000). This test procedure is very similar to the co-integration test procedure by Saikkonen and
Lutkepohl (see Saikkonen & Lutkepohl 2000; Trenkler 2002; Lutkepohl et al. 2003; Lutkepohl 2004). In this test, we
consider the data generating process of the series 𝑦𝑡 with a shift dummy, as follows:
𝑦𝑡 = 𝜇0 + 𝛿𝑑𝑡 + 𝑥𝑡

(4)

where the shift dummy, 𝑑𝑡 has the same definition as in the SL unit root test and, thus, the shift date identified in the
SL unit root test is used in the co-integration analysis. This approach is based on the vector error correction model
(VECM) that can be written as:
𝑦𝑡−1
p−1
𝑝−1
∆𝑦𝑡 = 𝜈 + Π [𝑑 ] + ∑𝑗=1 Γj Δyt−1 + ∑j=0 γj Δdt−j + ut
𝑡−1

(5)

where 𝜈 = −Π𝜇0 , Π = 𝛼[𝛽 ′ : 𝜃], and 𝜃 = −𝛽′𝛿.
Time series variables that are not stationary must not be used in regression models since doing so may result in
spurious regressions. Based on the co-integration test, if both 𝑦𝑡 and 𝑥𝑡 were co-integrated, then, by the definition
𝜀̂𝑡 ~𝐼(0), the co-integrating vector must be used as the error correction term in modeling short-run relationships. In
the case where 𝑦𝑡 and 𝑥𝑡 are stationary, 𝐼(0), equations (6) and (7) without the error correction term can be estimated
by applying the least-squares method (OLS). However, if 𝑦𝑡 and 𝑥𝑡 are non-stationary, 𝐼(1), and are not co-integrated,
the vector autoregressive (VAR) model such as equations (6) and (7) without the error correction term in the first
difference form may be used. Finally, where 𝑦𝑡 and 𝑥𝑡 are non-stationary, 𝐼(1), and are indeed co-integrated,
equations (6) and (7) may be used exactly in the VECM framework:
∆𝑦𝑡 = 𝛼0 + ∑𝑛𝑖=1 𝛼1𝑖 Δ𝑦𝑡−𝑖 + ∑𝑛𝑖=1 𝛼2𝑖 Δ𝑥𝑡−𝑖 + 𝛼3 𝐸𝐶𝑡−1 + 𝜀𝑦𝑡
∆𝑥𝑡 = 𝛽0 + ∑𝑛𝑖=1 𝛽1𝑖 Δ𝑦𝑡−𝑖 + ∑𝑛𝑖=1 𝛽2𝑖 Δ𝑥𝑡−𝑖 + 𝛽3 𝐸𝐶𝑡−1 + 𝜀𝑥𝑡

(6)
(7)

where 𝐸𝐶𝑡−1 is the error correction term (or cointegrating vector) derived from co-integration tests; and 𝑥𝑡 is the
Granger cause to 𝑦𝑡 if hypothesis test on all 𝛼2𝑖 in equation (6) is significant. On the other hand, 𝑦𝑡 would be the
Granger cause to 𝑥𝑡 if hypothesis test on all 𝛽1𝑖 in equation (7) is significant. A bilateral causal relationship is said to
exist between 𝑦𝑡 and 𝑥𝑡 if hypothesis tests on all 𝛼2𝑖 and 𝛽1𝑖 are significant. Besides, parameters 𝛼3 and 𝛽3 are referred
to as error corrections coefficients, or adjustment speed coefficients, as well as long-run causality coefficients.
In 1995, Toda and Yamamoto in their paper have introduced the new version of Granger causality test, which is
considered to be more robust and suited in application to features of the co-integration process, with the key objective
of overcoming problems related to invalid asymptotic critical values that arise when causality tests are conducted on
a non-stationary time series. The Toda and Yamamoto (1995) approach (or TY approach) involves an estimation of
the VAR (k+dmax) model, where k is the optimal lag length in the original VAR system and dmax is the maximum order
of integration level of variables in the VAR system. The TY approach uses a modified Wald (MWald) test statistic for
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the zero constraints on parameters in the VAR (k) model, while the remainder of the autoregressive parameters with
lag, dmax is assumed to be zero and left in the VAR (k+dmax) model. This test has an asymptotic chi-square distribution
with a limited k degree of freedom when VAR (k+dmax) is estimated. The modified TY approach, which has a bivariate
form is as follows:
𝑘+𝑑
𝑦𝑡 = 𝛼0 + ∑𝑘+𝑑
𝑖=1 𝛼1𝑖 𝑦𝑡−𝑖 + ∑𝑖=1 𝛼2𝑖 𝑥𝑡−𝑖 + 𝑢𝑡
𝑘+𝑑
𝑘+𝑑
𝑥𝑡 = 𝛽0 + ∑𝑖=1 𝛽1𝑖 𝑦𝑡−𝑖 + ∑𝑖=1 𝛽2𝑖 𝑥𝑡−𝑖 + 𝜈𝑡

(8)
(9)

where 𝛼 and 𝛽 are unknown parameters, 𝑘 is the optimal lag length, 𝑑 is the maximum integration level of the variable
series in the system, and 𝑢 and 𝜈 are error terms that are assumed as white noise. Lag length, 𝑘 is initially selected
based on SIC, although it is later expanded with more lags 𝑑 added to it, depending on the probable maximum order
of integration level for the variable series 𝑦𝑡 and 𝑥𝑡 . The significance test is conducted on variables in the VAR system
corresponding only up to lag 𝑘 and not including the additional lag 𝑑, in determining the causal relationship between
𝑦𝑡 and 𝑥𝑡 in the VAR system.
The dynamic interactions between variables in a VAR model can be explored further using Sims’ (1980) approach.
According to Sims (1980), the use of the VAR system is a better way to provide insights into the dynamic interactions
among variables in a system. Thus, the ‘forecast error variance decomposition analysis’ based on a VAR model is
useful for evaluating the strength of causal relations (Pan et al. 2007) in the context of our inquiry. To the end of such
variance decomposition analysis, equations (6) and (7) ― without the error correction term (EC) ― can be rewritten
as a moving average (MA) model of innovations, as follows:
𝑍𝑡 = ∑∞
𝑝=0 𝐴𝑝 𝜀𝑡−𝑝

(10)

where 𝑍𝑡 is 2 × 1 the column vector that contains 𝑦𝑡 and 𝑥𝑡 , and 𝜀𝑡 is 2 × 1 the column vector that contains innovations
of 𝜀𝑦𝑡 and 𝜀𝑥𝑡 . Equation (10) indicates that 𝑍𝑡 is a linear combination of current and past values that occurs one-step
ahead of forecast errors.
Although innovations, 𝜀𝑦𝑡 , and 𝜀𝑥𝑡 in equations (6) and (7) are not serially correlated, they may, however, be
contemporaneously correlated between the two equations. To solve this problem, the following equation is suggested:
∞
𝑍𝑡 = ∑∞
𝑝=0 𝐴𝑝 𝑉𝑢𝑡−𝑝 = ∑𝑝=0 𝐶𝑝 𝑢𝑡−𝑝

(11)

where 𝐶𝑝 = 𝐴𝑝 𝑉; 𝑉 is a lower triangular matrix, and 𝑢𝑡 is the innovation (and an identity covariance matrix) obtained
from 𝜀𝑡 = 𝑉𝑢𝑡 and is an identity covariance matrix. The i, j-th component of 𝐶𝑝 reveals the response of the i-th variable
of a unit of random shock in the j-th variable, in p periods. The VAR analysis provides further insights into the dynamic
relationships between (stock and exchange) variables with two main advantages, namely (1) the forecast error variance
decomposition technique can be used to measure the effect that each market has, both on itself and other markets, over
different time horizons; and (2) the forecast error variance decomposition technique provides information on dynamic
responses to shocks in the system.
This study utilized monthly data over the period from January 1994 to September 2011, with the stock prices index
as a proxy to the stock market (SP) and the real effective exchange rate as a proxy to the exchange rate (ER), for each
of Singapore, Malaysia, and Indonesia ― as retrieved from the Thomson Datastream. Meanwhile, both stock market
(SP) and exchange rate (ER) volatility values (VSP and VER respectively) were derived using EGARCH(1,1) model
which account for the possibility of the asymmetric effect (the detail of the model and estimation results will not be
explained here, but available upon request) with ‘student-t error distribution model estimation’ on SP and ER,
respectively ― wherein both SP and ER were in logarithm form. Utilizing monthly data in this study has two reasons:
(1) Real effective exchange rate data is not available for higher frequency data (e.g. daily and weekly), and (2) Contrary
to widespread belief (for high-frequency financial data), low-frequency financial data such as monthly data may also
exhibit significant volatility clustering effects and serial dependence in the second moments. However, there is also
evidence that temporal aggregation (e.g. monthly data) also offers the possibility to reduce parameter estimation
uncertainty (see Jacobsen & Dannenburg 2003, for more details on the subject matter).
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IV. EMPIRICAL RESULTS
Table 1 illustrates data on the mean monthly returns of the three stock markets (Singapore, Malaysia, and
Indonesia) and their corresponding exchange rates, for the period from January 1994 to September 2011. The
Indonesian stock market demonstrated the highest mean monthly return (0.84%) while the Malaysian stock market
exhibited the lowest mean monthly return (0.11%). In contrast, the Singapore exchange rate had the highest and
positive mean monthly return (0.03%) while both Malaysia and Indonesia exchange rates had negative mean monthly
returns (-0.09% and -0.05%, respectively) ― Malaysia has the lowest rate.
In terms of volatility, Indonesia had the highest volatility both in the stock market and its exchange rate, while the
lowest volatility was recorded in Singapore’s stock market and exchange rate. The ‘percentage return per unit of
volatility’ was calculated by dividing the mean monthly return by the standard deviation of returns. Out of the three
countries compared, Indonesia had the highest ‘return per unit of volatility risk’ (0.10%) in the stock market, while
Singapore had the highest 'return per unit of volatility risk' (0.03%) in the exchange rate. As for the lowest rates,
Malaysia had recorded 0.01 % 'return per unit of volatility risk' in the stock market, while Indonesia witnessed -0.008
% 'return per unit of volatility risk' in the exchange rate.
Table 1: Stock Markets and Exchange Rates Return and Volatility
Country

Variable
Mean Monthly Return
SP
0.14
Singapore
ER
0.03
SP
0.11
Malaysia
ER
-0.09
SP
0.84
Indonesia
ER
-0.05
Note: SD = Standard deviation.
Source: Author’s calculation.

SD of Return
7.02
0.99
7.34
2.02
8.78
6.49

Return Per Unit of Volatility
0.02
0.03
0.01
-0.04
0.10
-0.008

The short- and long-run relationship of the ‘stock price and exchange rate’ dynamic has been analyzed using more
appropriate and robust estimation techniques that offer due consideration to the possibility of ‘structural breaks’. The
estimation procedures utilized the following established methods: (i) the traditional ADF test (Dickey and Fuller,
1981), (ii) the unit root test with structural break, (iii) the Johansen technique for testing co-integration with structural
breaks, (iv) the VECM, (v) the TY approach, and (vi) the variance decomposition. A series of diagnostic tests were
also conducted to ensure that the models fit the data, and to ‘whiten’ the residual series. However, when modeling
high-frequency financial data, such diagnostic tests yield somewhat poor to fair results. To resolve this particular
challenge, care was taken in this study to ensure that homoscedasticity and serial autocorrelation assumptions were
not violated within the tests conducted.
Table 2A: The ADF Unit Root Test
Country
Singapore

Malaysia

Indonesia

Variable
SP
ER
VSP
VER
SP
ER
VSP
VER
SP
ER
VSP
VER

Constant
-1.6644(0)
-0.8450(0)
-2.8085(1)
-2.2796(1)
-1.9187(1)
-1.8669(0)
-3.6988**(0)
-2.2262(1)
-0.2479(1)
-2.8670(1)
0.9817(0)
3.6649**(5)

Level
Constant & Trend
-2.4521(0)
0.2584(1)
-3.3426(1)
-2.2391(1)
-2.5030(1)
-1.7097(0)
-3.7042*(0)
-2.4449(1)
-2.1930(1)
-2.9045(1)
-1.0776(0)
-4.0829**(5)

First Difference
Constant
Constant & Trend
-12.9943**(0)
-12.9686**(0)
-16.5639**(0)
-16.7000**(0)
-12.3905**(0)
-12.3590**(0)
-20.6144**(0)
-20.5765**(0)
12.3653**(0)
-12.3866**(0)
-13.1054**(0)
-13.0977**(0)
-8.1693**(0)
-8.1697**(0)
-12.2078**(0)
-12.2553**(0)
-10.7896**(1)
-10.7986**(1)
-13.3540**(0)
-13.5542**(0)
-
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Note:

**, * denotes significance at 1% and 5% levels, respectively. Figures in ( ) are optimal lag structures based
on the SIC.
Source: Author’s calculation.
The unit root test results are listed in Table 2A and Table 2B. The ADF unit root test shows that almost all variable
series were found to be (weak) stationary at first difference, regardless of the assumed constant and trend included in
the test equations ― except for VSP (Malaysia) and VER (Indonesia), which were stationary at the level. However,
when considering the possibility of structural break, the null hypothesis of the ‘unit root with structural break’ is not
rejected, which implies that the entire set of variables are in fact of non-stationary series except for ER (Indonesia),
which is stationary when its trend was included in the test equation (Table 2B).
The results from the SL unit root test indicated that all the variables were of non-stationary series, with a possible
structural break(s). Further, the structural break dates were slightly varied for each variable, in all the countries studied
(as seen in Table 2B). Overall, however, the results were inclined to the suggestion that both the 1997 Asian financial
crisis and global financial crisis in 2008 might have affected the stock market and exchange rate series in Singapore a
lot more than they did those in Malaysia and Indonesia.
Table 2B: The SL Unit Root Test
Country

Variable
Constant
Constant & Trend
SP
-1.1375(0)[10/2008]
-1.9195(0)[10/2008]
ER
-1.1957(1)[4/2007]
-0.9888(0)[4/2007]
Singapore
VSP
-2.8724(1)[9/1998]
-2.8708(1)[9/1998]
VER
-1.0971(1)[4/2007]
-1.5209(1)[4/2007]
SP
-1.7047(1)[8/1998]
-2.5577(1)[8/1998]
ER
-1.6258(0)[2/1998]
-1.1919(0)[2/1998]
Malaysia
VSP
-1.9438(0)[9/1998]
-2.0681(0)[9/1998]
VER
-2.1422(1)[2/1998]
-2.5365(1)[2/1998]
SP
-0.4155(1)[8/1997]
-2.1939(1)[8/1997]
ER
-2.1115(1)[1/1998]
-3.7170**(1)[1/1998]
Indonesia
VSP
1.8324(0)[11/2008]
-1.0912(0)[11/2008]
VER
-1.7375(5)[2/1998]
-2.1778(5)[2/1998]
Notes: ** denote significance at 1% level. Figures in ( ) and [ ] are optimal lag structures based on the SIC and break
dates, respectively.
Source: Author’s calculation.
The Johansen test with structural breaks was conducted to test the existence of a long-run relationship between the
stock market and exchange rate, as well as the volatility (variance) relationship between the stock market and exchange
rate for each country studied. The results of the test (as illustrated in Table 3) indicate the existence of a long-run cointegration relationship between SP and ER for all countries, while a long-run co-integration relationship between
VSP and VER was found to exist only for the markets of Malaysia and Indonesia (and not for that of Singapore).
Further, co-integration relationships with the possible structural break between the stock market and exchange rate
were found in all three countries. Incidentally, such relationships are often called ‘long-run equilibrium’, since they
act as ‘attracting factors’ that prompt ‘convergence’ whenever there is a departure from the equilibrium.
Table 3: The Johansen Cointegration with Structural Breaks Test
Country
Singapore

Malaysia

Y = f(X)

TB

SP = f(ER)

10/1998; 10/2008

VSP = f(VER)

10/1998; 10/2008

SP = f(ER)

8/1997

VSP = f(VER)

8/1997

H0: r = r0
r=0
r≤1
r=0
r≤1
r=0
r≤1
r=0

Trace Statistic
32.57*
12.47
18.40
8.33
32.98**
4.46
32.19**

Lag
4
2
1
9
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r≤1
r=0
SP = f(ER)
1/1998
r≤1
Indonesia
r=0
VSP = f(VER)
1/1998
r≤1
Notes: **, * denotes significance at 1% and 5% levels, respectively. TB = break date.
Source: Author’s calculation.

9.31
26.26*
4.76
48.76**
4.29

2
2

With regards to the period of structural breaks, October 1998 and October 2008 were chosen as structural break
dates for Singapore, while August 1997 and January 1998 were chosen as structural break dates for Malaysia and
Indonesia, respectively. The said structural break occurrences imply empirical evidence that the ‘stock market exchange rate’ relationship in Malaysia and Indonesia were certainly affected by the 1997 Asian financial crisis.
Meanwhile, the greater and combined effects of the 1997 Asian financial crisis and the 2008 global financial crisis on
Singapore had a prolonged and different effect on its ‘stock market - exchange rate’ relationship, over or between the
periods characterizing the structural breaks for Singapore.
Table 4A: The Vector Error Correction Model (VECM)
Country

Null Hypothesis, H0
VAR(k)
χ2
EC
ΔER =/> ΔSP
10.0751*
-0.0132
Singapore
3
ΔSP =/> ΔER
9.8992*
0.0137**
ΔER =/> ΔSP
1.0312
-0.0341*
2
ΔSP =/> ΔER
20.8557**
-0.0006
Malaysia
ΔVER =/> ΔVSP
5.2073*
-0.1365**
1
ΔVSP =/> ΔVER
0.0783
0.0002
ΔER =/> ΔSP
0.5881
-0.0017
1
ΔSP =/> ΔER
15.6224**
0.0063**
Indonesia
ΔVER =/> ΔVSP
0.0950
0.0007
1
ΔVSP =/> ΔVER
0.2753
-0.0037**
Notes: **, * denote significance at 1% and 5% levels, respectively, and =/> indicate ‘does not Granger cause’. EC =
error correction coefficient.
Source: Author’s calculation.
Table 4B: The Vector Autoregressive (VAR)
Country

Null Hypothesis, H0
VAR(k)
ΔVER =/> ΔVSP
Singapore
3
ΔVSP =/> ΔVER
Note: * denotes significance at 5% level, and =/> indicate ‘does not Granger cause’.
Source: Author’s calculation.
Table 5: The Toda-Yamamoto Causality Test
Country
Singapore

Malaysia

Indonesia

Null Hypothesis, H0
ER =/>SP
SP =/>ER
VER =/>VSP
VSP =/>VER
ER =/>SP
SP =/>ER
VER =/>VSP
VSP =/>VER
ER =/>SP
SP =/>ER
VER =/>VSP
VSP =/>VER

VAR(k)
2
2
2
2
2
2

k + dmax
3
3
3
3
3
3

χ2
5.8132
8.8117*

χ2
6.8400*
12.4579**
2.8474
6.2420*
1.2054
20.1189**
7.0107*
0.2576
0.7572
18.4463**
5.2509
0.6358
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Notes: **, * denote significance at 1% and 5% levels, respectively, and =/> indicate ‘does not Granger cause’.
Source: Author’s calculation.
The Granger causality test results, based on VECM and VAR between stock markets and exchange rates, are
illustrated in Table 4A and Table 4B. With the optimal lag, the length is chosen based on the SIC, the VAR framework
was used to assess the short-run causal relationship between stock markets and exchange rates when there was no
evidence of co-integration (see Table 3). In contrast, the VECM framework was used to determine both the long-run
and short-run causal relations between stock markets and exchange rates when there was evidence of co-integration.
The test results showed the existence of a one-way causal relationship between SP and ER (from SP to ER) for the
case of Malaysia and Indonesia, and a bidirectional causal relationship between SP and ER for the case of Singapore.
The long-run causal relationship from ER to the SP was also significant and evident for Malaysia (Table 4A). Overall,
the first-moment causality results suggested that the stock market is most important and dominant in determining the
exchange rate behavior in all countries except Singapore.
To confirm and validate the causality test results listed in Table 4A and Table 4B, a more robust causality test using
the TY approach was conducted, whose results are summarized in Table 5. Overall, the TY approach produced results
that were similar to and consistent with the findings in Table 4A and Table 4B.
The results of the ‘forecast error variance decomposition test’ for the bivariate vector autoregression (VAR)
framework are summarized in Table 6, wherein, clearly, the error variances for each variable are largely explained by
their innovations. The results also reveal that the variation in ER is largely explained by SP. In contrast, only in
Singapore may ER explain variations in SP.
Despite the strong and positive relationship between ER and SP found in their markets, all countries showed a
substantial increase in the explanatory power of SP shocks over ER variation. About 18% of the Singaporean ER
variation could be explained by innovations in SP for horizons longer than five months, whereas about 9% and 5% of
the same was true for Malaysia and Indonesia, respectively. Additionally, in Singapore, a stronger interaction between
volatility in ER (VER) and that in SP (VSP) was observed with a substantial increase in the explanatory power of VSP
shocks over VER variation, while in Malaysia, only a fairly strong VSP - VER volatility interaction was found with
an increase in the explanatory power of VER shocks over the VSP variation. In summary, the results of this analysis
showed that SP was an exogenous variable while ER an endogenous one, in all countries except Singapore where both
SP and ER behaved as endogenous variables. Finally, the variances decomposition test results reflected an overall
reinforcement of the findings of the Granger causality test (summarized in Table 4A and Table 4B).
Table 6: Variance Decomposition
Horizon
(Month)

SP Explained By:
SP
ER

2
3
4
5
10

99.9121
98.5199
98.0964
97.6603
94.8825

1.0879
1.4801
1.9036
2.3397
5.1175

2
3
4
5
10

99.9677
99.9732
99.9785
99.9663
99.5390

0.0323
0.0268
0.0215
0.0337
0.4610

2
99.9438
0.0562
3
99.9304
0.0696
4
99.9423
0.0577
5
99.9544
0.0456
10
99.8462
0.1538
Source: Author’s calculation.

ER Explained By:
SP
ER
Singapore
7.6568
92.3432
11.3891
88.6109
15.0276
84.9724
18.4816
81.5184
34.1049
65.8951
Malaysia
7.3995
92.6005
7.9217
92.0783
8.5336
91.4664
9.1925
90.8075
12.7518
87.2482
Indonesia
1.7692
98.2309
3.5190
96.4810
4.7450
95.2550
5.5843
94.4157
7.8257
92.1743

VSP Explained By:
VSP
VER

VER Explained By:
VSP
VER

99.7277
99.2947
98.6427
97.8157
91.7871

0.2723
0.7053
1.3573
2.1843
8.2129

3.5387
4.5795
5.5883
6.3613
9.3313

96.4613
95.4205
94.4117
93.6387
90.6687

99.0194
97.6594
96.4042
95.3844
93.0008

0.9806
2.3406
3.5958
4.6156
6.9992

0.2519
0.2168
0.1996
0.1904
0.1795

99.7418
99.7832
99.8004
99.8096
99.8205

99.9612
99.9146
99.8755
99.8452
99.7717

0.0388
0.0854
0.1245
0.1548
0.2283

0.2773
0.2501
0.2689
0.3130
0.7509

99.7267
99.7499
99.7311
99.6870
99.2491
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V. CONCLUSION
The stock market and the exchange rate both offer vital variables and indicators of the economic stability of a
country. Though their essential role is immeasurable, these variables (especially the stock market) are often ignored
in developing economic policies of countries other than the developed nations. The findings of this study reaffirm the
evidence and wisdom from previous empirical studies (such as Ibrahim 2000; Baharumshah et al. 2002) that stock
markets may provide the most appropriate basis for modeling exchange rate behavior at least in Singapore, Malaysia,
and Indonesia.
In short, the study revealed that long-run equilibrium exists both in mean and variance for the case of Malaysia and
Indonesia, while only so in mean for the case of Singapore. Short-run causality in mean was found to be bidirectional
in Singapore and unidirectional (from the stock market to exchange rate) in Malaysia and Indonesia. Short-run
causality in variance exists ‘from the stock market to exchange rate’ in Singapore, and ‘from exchange rate to stock
market’ in Malaysia. Unidirectional long-run causality was ‘from exchange rate to stock market’ in Malaysia, and
from ‘stock market to exchange rate’ in Indonesia. When considering the possibility of structural breaks, the results
of analyses reflected that both Asian and global financial crises had adversely affected the studied markets as well as
the ‘stock market - foreign exchange’ relationship in all three countries, although the adverse impacts of the said
financial crises were particularly pronounced in the Singaporean stock market and exchange rates (other examples can
be found in Nor et al. 2012a, 2012b; Dahir et al. 2018).
Previous studies, such as Ibrahim (2000), had cautioned that the bivariate framework conventionally employed in
such studies may prove to be inadequate in light of the occurrence of structural breaks and asymmetric effects (Ibrahim
2000; Bahmani-Oskooee & Saha 2018). Earlier theoretical studies also indicated the existence of some extraneous
variables that may interact with stock and foreign exchange markets to induce variations in theoretical predictions.
Additionally, Baharumshah et al. (2002) had poignantly stated that if indeed the equity market affects the foreign
exchange market in the long-run, then factors affecting equity prices are likely to influence the movement of exchange
rates (which is what had happened during the 1997 Asian financial crisis). Further, Diamandis and Drakos (2011) had
advised that during a financial crisis, policymakers and multinationals investors should base their reactionary measures
on the links between the stock market and foreign exchange returns, to ease the negative effects of a crisis on the real
economy, and to adopt appropriate hedging strategies against foreign exchange exposure particularly when modeling
the said relationship, and especially in the context of emerging countries. As warned by Solnik and McLeavey (2009),
in light of the last two financial crises, serious caution would be desirable in addressing the ‘stocks – exchange rates’
relationship in emerging markets, as the shocks of another financial crisis may imply compounded effects for the
economy of the world in general and the ASEAN region in particular. The results should help investors and risk
managers towards risk management and hedging strategy, and to researchers and policymakers in formulating
effective economic (monetary) policy.
Future research is encouraged to compare the findings from other developing countries or emerging markets or
other countries at large scope including developed countries. Moreover, considering other macroeconomic variables
in modeling the ‘stocks – exchange rates’ relationship within the multivariate framework may warrant further research.
Acknowledgements: The authors would like to thank anonymous reviewers for comments received; all remaining
errors are ours.
(*)
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ABSTRACT
The purpose of this study is to investigate the effects of lean philosophy on a firm’s financial performance. Although
a large number of studies provide evidence about the benefits of implementing lean management, there is very little
systematic and rigorous research investigating financial benefits derived from lean management. The study analyzes
horizontal performance comparing lean firms’ performance with the industry average and formulates ordinary least
squares (OLS) to test the benefit of adopting lean management. The results of the study suggest that lean management
can improve financial performance significantly. These findings will encourage managers of non-lean firms to think
about implementing lean management. These findings will also work as a guide for lean firms as although lean
management can improve the financial performance significantly, but, to perform at or beyond the industry averages,
they need to focus on efficient and effective uses of lean management.
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I. INTRODUCTION
In today’s competitive business world, manufacturing corporations face challenges from emerging manufacturing
philosophies as well as from customers’ perceptions (Jasti & Kodali, 2015). Customers are demanding innovative
products at fewer prices and the nature of their demands changes abruptly (Tersine & Wacker, 2000). To respond
promptly towards customer demands and to survive in the market, manufacturing companies need to act very quickly
(Jasti & Kodali, 2015). Companies need to compete based on quality, flexibility, and timeliness (Kennedy & Widener,
2008).
Lean philosophy can solve these problems in a long-term perspective (Bhasin & Burcher, 2006). Lean
manufacturing is considered as the most important approach for manufacturing companies desiring to attain the best
quality performance (Fullerton et al., 2013). Jasti and Kodali (2015) stated lean production as use less of everything
– half the human effort in the factory, half the manufacturing space, half the investment in tools, half the engineering
working hours to develop a new product in half the time. The intrinsic nature of lean production is that it unifies all
the business processes and functions and transforms it into coherent systems to provide better value to customers
(Grasso, 2005).
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The purpose of this study is to investigate whether the implementation of lean philosophy increases firms’ financial
performance. To provide empirical tests, the paper focuses on a firm’s financial performance from three dimensions.
Firstly, does lean firms’ financial performance consistently improve? Second, is the firm’s sales growth above the
industry average? Finally, does the financial performance of lean firms significantly differ from that of the non-lean
firms?
Many theoretical studies explain the benefits of implementing lean management, but there are very few systematic
and rigorous investigations aimed at finding out these benefits. Some studies support lean management by saying that
lean management increases profitability by increasing the productivity of resources, reducing non-value-added costs
and wastage of resources (ano, et al., 2013; Thun, et al., 2010; Silvi, et al., 2008). Some researches considered lean
management as an expensive tool of cost management and a traditional tool within new packets (Antony, 2006; Parast,
2011; Swink & Jacobs, 2012). This study tries to find the benefits of implementing lean management by analyzing
the financial performance of firms implementing this management philosophy. The outcomes of this study will help
the non-lean firms to think about implementing lean management. Moreover, it will be helpful for lean firms to analyze
the validity of using lean management.
To perform the analysis, this study examines a sample of ten lean firms and ten non-lean firms and considers their
ten years’ financial performance. The study analyzes a period of time of lean firms compared to lean firms’
performance with the industry average and formulated ordinary least squares (OLS) to analyze the benefits of adopting
lean management. The results of the study suggest that lean management can improve financial performance
significantly.
This paper is organized in 5 sections. Section 2 discusses the theoretical background of the study. Section 3 reviews
the existing empirical research on lean philosophies and its impact on firms and develops a hypothesis. Section 4
provides insights regarding the sample and the OLS model. Section 5 discusses the results of the analysis. Section 6
and section 7 discuss the conclusion, and the limitations of the study and future research issues, respectively.
II. THEORETICAL BACKGROUND
The objective of the lean manufacturing system is to decrease the wastage in the manufacturing process, make and
deliver quality goods, reduce inventory levels and restructure manufacturing processes. As lean production reduces
defects, increases production volume and quality, it requires less than half inventory in the production site (Womack
et al., 1990). Lean management is a combination of various techniques such as total quality management (TQM), justin-time (JIT), total preventative maintenance (TPM), Six Sigma, Kanban system, activity-based costing/management
(ABC/ABM), and high-performance work system (HPWS) (Shah & Ward , 2003; Fullerton, et al., 2013; Fullerton &
Wempe, 2005; Silvi, et al., 2008; ano, et al., 2013).
Lean management attempts to eliminate all non-value-added activities to reduce cost and improve efficiency (ano,
et al., 2013). In fact, in the ABM program, any activity that does not add value from the customer perspective would
be eliminated (Silvi, et al., 2008). Through TPM implementation, companies try to eliminate the unexpected
breakdowns of machines which maximize the efficiency of the overall resources and reduce cost (Thun, et al., 2010).
Lean philosophies directly affect organizational structure, accounting practices, and control components (Kennedy &
Widener, 2008). It helps the organizations to perform beyond their limitations. Lean management is an employees’
commitment to high-performance work practices towards companies (Way, 2002).
As lean manufacturing increases the efficiency, over the last two decades, the number of manufacturing
organizations that implemented and transformed its manufacturing philosophy into lean is increasing (Bruun &
Mefford, 2004). It allowed companies to perform better bottom-line performance including reduction of total cycle
time and better customer service and improved profit margins (Towill, 2007). Therefore, lean management should
contribute to improving the profitability of corporations that implemented it (ano et al., 2013). Though some
companies have achieved short-term benefits by implementing lean management, many companies failed to improve
their profit-based evaluation especially in the early stage of implementation (Meade et al., 2010).
Lean management implementation is a continuous and laborious process that may cause benefits as well as
disadvantages (Benders & Slomp, 2009). Companies need to invest a large amount of money to implement lean
management. Mostly, investments are needed in consulting support, training employees, developing information and
reporting systems and improving organizational infrastructures. According to Antony (2006), companies need to
spend an average of $50,000 per worker to train for Six Sigma. Some criticized Six Sigma as a repackaging of
traditional quality management (Parast, 2011). The net operating effects of the cost of implementing lean management
have not been rigorously examined (Swink & Jacobs, 2012).
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Lean management like JIT does not increase profit directly. In a lean manufacturing environment, traditional
costing systems such as variance analysis, aggregating costs or accounting for inventory, may distort the information
by failing to identify effective resource consumption or may help managers to manage those resources (Baines &
Langfield-Smith, 2003). The benefits of JIT adoption may be realized by reducing many direct or indirect costs
(Balakrishnan, et al., 1996). Although lean management can cause operational stresses in the short run, it can increase
productivity and lower costs in the long run (Maiga & Jacobs, 2008).
III. LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT
Lean philosophy includes activities like total quality management (TQM), just-in-time (JIT), total preventative
maintenance (TPM), Six Sigma, kanban system, activity-based costing/management (ABC/ABM), and high performance work system (HPWS) (Shah & Ward , 2003; Fullerton, et al., 2013; Fullerton & Wempe, 2005; Silvi, et
al., 2008; ano, et al., 2013). Researchers have been interested in examining lean production systems. Jasti & Kodali
(2015) reviewed 546 published research papers from 1988-2011 in 24 operation research journals to make judgments
about previous researches. Descriptive methods have been applied to explain issues of lean production and empirical
methodology used to make a quantitative analysis. The study suggests checking the validity of models or frameworks
as proposed by the researchers.
Empirical researches have taken steps to investigate whether lean practices support internal decisions to increase
the productivity of lean enterprises. Fullerton et al. (2014) developed four hypotheses to investigate the issue and
surveyed 244 US manufacturing firms to construct a structural equation model to analyze the hypotheses. The study
found that lean management accounting practices influence positively the use of value stream costing, which in turn
positively influences the use of visual performance measures. Lean affects operational performances and provides
essential financial controls to help achieve the targeted benefits.
Fullerton et al. (2013) did another study to understand the management accounting and control practices used by a
cross-section of manufacturing firms to support their lean manufacturing strategy. They developed four hypotheses to
investigate the issue and surveyed 244 US manufacturing firms with an interest in lean manufacturing. The study
found a positive relationship between the extent of lean manufacturing implementation and simplified strategic
reporting system, value stream costing, visual performance measurement information, employee empowerment and,
negative relation with inventory tracking.
Kennedy & Widener (2008) developed a theoretical framework to investigate the design of the control structure
that results from the implementation of a lean manufacturing strategic initiative. The study is based on interviews with
key management personnel engaged in manufacturing operations, inspections of company documents and,
observations of manufacturing personnel and processes. The study concludes that lean directly affects both control
components and accounting practices. It considers accounting practices as a dominant variable in the relation between
lean management and control components.
Elking et al. (2017) investigated the impact of dependence asymmetry on the relationship between lean inventory
management and the firm’s financial performance. They developed three hypotheses and analyzed a sample of 310
focal firms linked with 1,032 unique suppliers of raw materials. The study found that dependence asymmetry
negatively moderates the positive relation between inventory strategy and the firm’s financial performance. It was
also found that lean inventory management moderates the relationship between supply chain management and the
firm’s performance.
Fullerton & Wempe (2005) studied the effect of non-financial manufacturing practices (NFMP) and benchmarks
in management accounting systems on the financial performance of lean practices. They developed seven hypotheses
to analyze the issue and surveyed 121 U.S. manufacturing company executives. The result from the survey indicates
that effective implementation of lean philosophy and successful adoption of more sophisticated management
accounting practices are dependent on top management’s support and the empowerment of shop-floor employees’.
The study also suggests that a higher level of lean implementation encourages supportive use of NFMP measures and
manufacturing cycle efficiency measures.
Six Sigma is one of the techniques of lean management. Swink & Jacobs (2012) investigated the impact of Six
Sigma on operating performance. The study developed six hypotheses to analyze the issue and compared financial
data of 200 Six Sigma adopting firms against data of other non-adopting similar firms. The positive effects of Six
Sigma on return on assets (ROA) was being found. As Six Sigma reduced indirect costs, improved product quality,
and increased asset productivity, these, in turn, increased ROA.

Global Business & Economics Anthology, Volume I, March 2020

51

Parast (2011) provided a theoretical analysis of the effects of Six Sigma on a firm’s innovation and performance.
He also developed seven hypotheses to analyze the impacts of Six Sigma and finds that Six Sigma does not guarantee
a sustainable competitive advantage for the firms focusing on existing processes, products, and customers only. Firms
need to prudently address the demands of their current market while looking for new markets and customers.
Shafer & Moeller (2012) examined the effects of Six Sigma on corporate performance. They used Operating
Income/Total Assets (OI/A), Operating Income/Sales (OI/S), Operating Income/Number of Employees (OI/E),
Sales/Assets (S/A), and Sales/Number of Employees (S/E) to measure corporate performance. To examine how Six
Sigma improves and increases the performance of the organization, they sampled 84 Six Sigma firms and found that
Six Sigma positively affected their organizational performance primarily through the efficiency with which
employees, but not assets, are deployed. They also found that better-performed firms usually adopted Six Sigma and
these firms continued their improved performance after the adoption.
Maiga & Jacobs ( 2008) used statistical analysis to find the endogenous relationship between JIT adoption and firm
performance. They used Tobin’s Q as a measurement analysis and analyzed 131 just-in-time (JIT) firms and similar
non-JIT firms. The analysis found that the fundamental relationship between JIT adoption and firm’s performance is
much stronger after monitoring the endogeneity and self-selection bias and that ordinary least square estimates are
indeed biased.
Profitability does not always rise after implementing lean management (ano et al., 2013). As implementing lean
needs a large amount of investment, return should be analyzed before implementing it. This study aimed to find out
the proposed return that a firm can have after the successful implementation of lean. The best way of identifying this
return by comparing the performance of a lean firm and that of the non-lean firm.
Based on the theoretical background and prior research, the study offers three hypotheses as regards the relation
between lean implementation and firm performance. First, it is expected that implementing lean management improves
the growth in profitability for lean firms.
H1: The implementation of lean management improves the growth in profitability.
Secondly, is assumed that companies implementing lean management will outperform their industry average.
Specifically, it is expected that the financial position and performance of lean firms will be higher than the industry
average.
H2: lean management ensures a strong financial position and performance in the industry.
Finally, it is expected that the implementation of lean has a significant positive correlation with the improvement
of financial performance.
H3: The implementation of lean has a significant positive correlation with financial performance improvement.
IV. RESEARCH METHODOLOGY
Prior researches have been conducted to examine the benefits derived from a lean manufacturing system; however,
the direct financial benefits from this implementation are still inconclusive (Fullerton & Wempe, Financial
Consequences from Implementing Lean Manufacturing with the Support of Non-Financial Management Accounting
Practices, 2005). Some research findings concluded that JIT or TQM does not increase profitability (Balakrishnan,
Linsmeier, & Venkatachalam, 1996), some are in favor of increased profitability (Callen, Fader, & Krinsky, 2000).
Even Six Sigma is negatively correlated to the company’s quality system maturity (Swink & Jacobs, 2012). As
management personnel is working to enhance the benefits of the stockholders, implementations of lean management
should support that philosophy.
IV.1 Sample Selection
In 2014, Global Manufacturing published a list of top 10 lean manufacturing companies in the world (Writer,
2014). These 10 companies have been taken as a sample for this study. To show differences in performance, another
10 companies that did not implement lean had been selected from the same industry. Appendix 1 provides a list of the
sampled firms.
IV.2 Data Collection and Analysis
Mainly, Compustat-WRDS and Mergent Online have been used to collect the required data. The impact of lean
management on financial performance differs from industry to industry (Majek, 2005). By considering this situation,
the lean firms’ performance has been compared with their respective industrial average performance. Industry 1 average
performance is calculated from the data available in Mergent Online. Here, one year’s financial performance has been
taken into consideration.
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The financial performance derived from lean management is not stable over time (Åhlström & Karlsson, 1996).
To investigate these impacts, the study analyzes horizontal performance. A period of ten years of financial
performance is considered (Shafer & Moeller, 2012). The focus is given on the gross profit percentage. The purpose
behind implementing lean manufacturing or philosophy is to reduce the production cost by reducing inventory,
wastage and increasing quality control. So, the effect of cost control should be reflected in gross profit. As lean
management is implemented gradually and it takes time to have the visibility of benefits derived from lean
management, ten years’ gross profit ratio is considered.
To analyze the financial performance derived from lean management, the study utilizes commonly used measures
including Return on Equity (ROE) (Balakrishnan, et al., 1996), Sales Growth (Swink & Jacobs, 2012), Operating
Income/Total Assets (OI/A), Operating Income/Sales (OI/S), Operating Income/Number of Employees (OI/E),
Sales/Assets (S/A), and Sales/Number of Employees (S/E) (Shafer & Moeller, 2012). This analysis helps to find the
performance variances between lean firms and non-lean firms. The median value is used to analyze the findings
(Shafer & Moeller, 2012).
V. RESULTS AND DISCUSSION
V.1 Horizontal performance analysis of Lean firms
To test the first hypothesis (H1), the study uses a horizontal performance analysis to examine the year-wise gross
profit percentage. Specifically, the study analyzes 10 years’ (2008-2017) gross profit percentage of lean firms.

Figure 1: Year-wise gross profit percentage of lean firms
Figure 1 provides mixed evidence on the growth in profitability for lean firms and therefore could not support the first
hypothesis (H1). The growth of gross profit in terms of sales is not always consistent. However, the performance of
all lean firms in the last five years, are almost stable or moving within a very small range of percentages. Only lean
management cannot ensure the consistent growth of gross profit or profitability. It can be one of the factors of
increasing profitability but firms need to focus on other factors as well. Lean management helps to maintain
profitability within a certain range.
V.2 Industrial performance analysis of Lean firms
To test the second hypothesis (H2), the study uses an industrial average performance analysis. To analyze the
position of the lean firms within their respective industries, lean firms’ one year’s financial performances are compared
with respective industry average performance. The comparisons are based on two aspects: firms’ gross profit growth
to industry average and firms’ sales growth compared to industry performance.
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Figure 2: Gross Profit Percentage: Lean Firm versus Industry Average
Six out of the ten firms performed below the industry average. The reason behind this below industry performance is
that competitors are doing better than the sampled lean firms. All the sampled firms are manufacturing organizations
and lean is mostly suitable for manufacturing companies. Major competitors might have also implemented the lean.
So, some other factors that might explain these gaps and need to be analyzed.

Figure 3: Sales Growth: Lean Firms versus Industry Average
Five firms have higher sales growth than the industry average. Therefore, the results do not support the second
hypothesis. An increase in sales mostly boosts the profit. This analysis mainly identified the positions of the sampled
lean firms in their respective industries. In gross profit analysis, the study attempts to determine the strength of the
sampled lean firms in controlling the production costs compared to the industry average performance. Firms can
increase sales by reducing selling price which may decrease the gross profit percentage but will increase the sales
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volume which means sales growth. However, from our analysis, it is found that most of the sampled firms are not in
a leading position in their respective industries. Though lean helps to maintain profitability in certain ranges, some
factors aid the leaders to lead the industry.
V.3 Lean firms versus non-lean firms
As big manufacturing firms use lean manufacturing, a comparison between two lean firms cannot provide evidence
on the benefits of implementing lean. To find out the benefit of implementing lean, a comparison should be made
between lean and non-lean firms. Therefore, to test the third hypothesis (H3), the comparison had been made between
lean and non-lean firms. The study considers return on equity (ROE) (Balakrishnan, et al., 1996), sales growth (Swink
& Jacobs, 2012), operating income/total assets (OI/A), operating income/sales (OI/S), operating income/number of
employees (OI/E), sales/assets (S/A), and sales/number of employees (S/E) (Shafer & Moeller, 2012) as performance
analysis measures to do the analysis. This analysis helps to find the performance differences between lean and nonlean firms. The study uses the median value to analyze the findings (Shafer & Moeller, 2012). To make a comparison,
the study took a sample of 20 lean and non-lean firms into consideration. These 10 non-lean firms belong to the same
industry as the 10 lean firms.
Median2
Firms with Lean
Philosophy
Firms without Lean Philosophy
Return on Equity (%)
16.285
8.89
Operating Income/Total Assets (%)
10.305
4.57
Operating Income/Sales (%)
11.465
3.605
Operating Income/Number of Employees (Million in $)
0.05
0.035
Sales/Assets (%)
59.89
92.99
Sales/Number of Employees (Million in $)
0.435
0.29
Number of Samples
10
10
Table 1: Financial Performance Analysis: Lean versus Non-lean firms
Measures

Return on equity (ROE) measures how much income a company generates for the stockholders. The higher ROE
means management is working for the benefit of the shareholder. Table 1 shows that the ROE for lean firms is higher
than that for non-lean firms. It can be said that lean management increases the benefit for the shareholders.
Operating Income/Total Assets or return on asset (ROA) measures the profitability of the investment. As total assets
are the total investments of the company, the higher ROA ensures the efficiency of using assets. From the analysis, it
is found that lean-firms are more efficient in using assets.
Operating Income/Sales determines the impacts of non-manufacturing and non-value-added costs. A firm may be
able to earn a huge gross profit. However, if it cannot control the non-manufacturing and non-value-added costs, then
it will not be able to increase profitability. From the analysis, it is seen that lean-firms are more efficient in controlling
non-manufacturing and non-value-added costs than non-lean firms do.
Operating Income/Number of Employees and Sales/Number of Employees measures the average contribution of
each employee towards sales and profitability. As lean firms use sophisticated technologies for operations, it needs
comparatively less number of employees than non-lean firms do. Sophisticated technologies reduce the wastage and
ensure efficient use of resources. That is why; the study finds that lean firms have higher employees’ productivity than
non-lean firms.
Sales/Assets (asset turnover ratio) measures how efficiently a firm uses its assets to generate revenues. The higher
the ratio, the more efficient the firm. Based on the analysis, the study finds that non-lean firms have a higher asset
turnover ratio than lean firms. One of the explanations behind this picture is that lean firms need to make a large
number of investments in implementing lean management. Therefore, lean-firms always have a very large asset base
which may lead to a low asset turnover ratio.
The correlation between the use of lean and performance measures can provide some evidence on the relationship
between implementing lean and different measures and variables that capture firm performance. Through correlation
analysis, the study identifies the relation of lean with every other variable. Table 2 provides the results of the
correlation matrix. IBM SPSS is used to find out the correlation.
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𝑃𝑒𝑟𝑓𝑜𝑟𝑚𝑎𝑛𝑐𝑒𝑖𝑡

𝐴𝑑𝑜𝑝𝑡𝑖𝑡

𝐴𝑆𝑆𝐸𝑇𝑃𝑅𝑂𝐷𝑖𝑡

𝑆𝐴𝐿𝐸𝑆𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑡

𝑆𝐼𝑍𝐸𝑖𝑡

𝑃𝑒𝑟𝑓𝑜𝑟𝑚𝑎𝑛𝑐𝑒𝑖𝑡
𝐴𝑑𝑜𝑝𝑡𝑖𝑡
𝐴𝑆𝑆𝐸𝑇𝑃𝑅𝑂𝐷𝑖𝑡
𝑆𝐴𝐿𝐸𝑆𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑡
𝑆𝐼𝑍𝐸𝑖𝑡

1
0.20
0.41
0.52
0.13

1
-0.02
-0.17
0.72

1
0.26
0.16

1
-0.039

1

𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖𝑡

-0.57

0.04

-0.48

-0.207

0.12

𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖𝑡

1

From the correlation table, it is noticeable that lean implementation has positive relations with financial performance,
size of the asset, research and development costs, and leverage. As lean needs huge technological investment, it
increases technological assets and, research and development costs. As large investments lead the firm to be dependent
on external sources of financing, it causes a positive relation between leverage and lean adoptions. Lean
implementation has a negative correlation with asset productivity and sales growth. As lean implementation needs
huge R&D costs, it causes huge cash expenditure, which can reduce the liquid assets. On the other hand, lean focuses
on reducing production costs by reducing inventory level, spoilages, and increasing product qualities and monitoring.
It does not guarantee sales growth. Sales growth may be dependent on other factors.
To analyze the effects of lean management on firm performance, the study uses modified ordinary least squares
(OLS) where innovation will not be considered as a variable ( (Maiga & Jacobs, 2008). The linear model is:
𝑃𝑒𝑟𝑓𝑜𝑟𝑚𝑎𝑛𝑐𝑒𝑖𝑡 = 𝛽0 + 𝛽1 𝐴𝑑𝑜𝑝𝑡𝑖𝑡 + 𝛽2 𝐴𝑆𝑆𝐸𝑇𝑃𝑅𝑂𝐷𝑖𝑡 + 𝛽3 𝑆𝐴𝐿𝐸𝑆𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑡 + 𝛽4 𝑆𝐼𝑍𝐸𝑖𝑡 + 𝛽6 𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖𝑡 + 𝜀𝑖𝑡

Where,
𝑃𝑒𝑟𝑓𝑜𝑟𝑚𝑎𝑛𝑐𝑒𝑖𝑡 = Return on Assets (ROA.)
𝐴𝑑𝑜𝑝𝑡𝑖𝑡 = If the firm implements the lean management, the value of 𝐴𝑑𝑜𝑝𝑡𝑖𝑡 will be 1, otherwise 0;
𝐴𝑆𝑆𝐸𝑇𝑃𝑅𝑂𝐷𝑖𝑡 = Percentage of the liquid asset against a total asset;
𝑆𝐴𝐿𝐸𝑆𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑡 = Growth of sales in every year;
𝑆𝐼𝑍𝐸𝑖𝑡 = Log value of total assets;
𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖𝑡 = Percentage of total liabilities against total assets.
This regression analysis helps to identify the effect of lean implementation on the financial performance (ROA) of
the firms. The results of the OLS are provided in Table 3.IBM SPSS is used to form the regression model.
Coefficientsa
Unstandardized Coefficients
Model
B
Std. Error
1
(Constant)
.094
.015
Adopt
.058
.007
ASSETPROD
.095
.033
SALESGROWTH
.179
.019
SIZE
-1.922E-7
.000
LEVERAGE
-.123
.017
a. Dependent Variable: Performance

Standardized
Coefficients
Beta
.400
.156
.454
-.250
-.388

t
6.460
7.805
2.856
9.417
-4.791
-7.257

Sig.
.000
.000
.005
.000
.000
.000

Table 3: Regression Analysis
̂
𝑃𝑒𝑟𝑓𝑜𝑟𝑚𝑎𝑛𝑐𝑒
=
0.094
+
0.058
𝐴𝑑𝑜𝑝𝑡𝑖𝑡 + 0.095𝐴𝑆𝑆𝐸𝑇𝑃𝑅𝑂𝐷𝑖𝑡 + 0.179 𝑆𝐴𝐿𝐸𝑆𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑡
𝑖𝑡
− 0.000000192 𝑆𝐼𝑍𝐸𝑖𝑡 − 0.123 𝐿𝐸𝑉𝐸𝑅𝐴𝐺𝐸𝑖𝑡
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Model Summary
Model
1
a.

R
.793a

R Square
.629

Std. Error of the
Adjusted R Square
Estimate
.618
.044640993883792

Predictors:
(Constant), LEVERAGE, Adopt, SALESGROWTH, SIZE, ASSETPROD
Table 4: Regression Statistics

From the results of the regression, it can be said that estimated financial performance has a positive relation with lean
implementation. The difference in ROA between lean and non-lean firms is about 5.8%. Financial performance is
positively influenced by lean, liquidity of asset, and sales growth. On the other hand, the size of assets and leverage
has a negative influence on financial performance. If a firm collects funds from non-owner sources, it needs to pay for
those funds which reduce the return on assets (ROA). Funds collected from non-owner sources increase the value of
the total assets of the firms. The adjusted R square is 61.8%. It indicates that these five variables can explain a 58.7%
change in financial performance or ROA.
ANOVAa
Model
Sum of Squares
df
Mean Square
F
1
Regression
.600
5
.120
60.264
Residual
.355
178
.002
Total
.955
183
a. Dependent Variable: ROA
b. Predictors: (Constant), LEVERAGE, Adopt, SALESGROWTH, SIZE, ASSETPROD

Sig.
.000b

Table 5: Analysis of Variance
As F calculated from the regression model exceeds critical F value, the study accepts the third hypothesis (H3).
VI. CONCLUSION
The purpose of this paper is to investigate the effect of lean philosophy/management on the firm’s financial
performance. The results of the study indicate that lean management positively affects the firm’s financial
performance. The study analyzes the issue from three dimensions. Firstly, the study analyzes whether a lean firm is
improving its performance over time. Secondly, the study investigates whether lean firms performed better than the
industry average. And thirdly and most importantly, the study analyzes the performance gaps between lean and nonlean firms.
The first analysis focuses on only the gross profit percentages of the lean firms. As lean management helps to
reduce non-value-added costs, it will help to increase gross profits. Sometimes, benefits derived from lean
management are not visible instantly. It takes some time. To investigate the short and long-run benefits derived from
lean management, the study analyzes ten years’ gross profits percentage of each sampled lean firm. The analysis
provides evidence that lean firms could not perform well every year. The trends of the gross profit percentage show
some fluctuations over time. But the fluctuations move within a specific range. So, lean management can help to plan
efficiently and lean firms can forecast the floor and ceiling of the gross profit percentage.
The second analysis focuses on the positions of lean firms in their respective industries. Most of the sampled lean
firms are performing below the industry average. One of the remarkable observations is that major competitors also
implemented lean management. So, only lean implementation cannot guarantee the performance beyond the industry
average. It depends on how efficiently and effectively firms maintain lean management. To perform at or above
industry average, lean firms need to consider some other crucial factors.
The third and most important analysis focused on how much lean management contributes to financial
performance. From the analysis, the study finds that lean management could increase the ROA by 5.10%. To do the
analysis, the study analyzes 10 lean and 10 non-lean firms’ 10 years of financial performance. From the study, it is
seen that lean management has a positive relationship with financial performance, size of the asset, research and
development costs and leverage. As lean needs technological investment, it increases technological assets and,
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research and development costs. As large investments lead the firm to be dependent on external sources of financing,
it causes a positive relation between leverage and lean adoptions. Financial performance is positively influenced by
the liquidity of assets, sales growth, and, research and development costs. On the other hand, the size of assets and
leverage have a negative influence on financial performance. If a firm collects funds from non-owner sources, it needs
to pay a cost for those funds which reduced the return on assets (ROA). Funds collected from non-owner sources
increase the value of the total assets of the firms.
In total, the results suggest that lean management can improve financial performance significantly. But, to perform
at or beyond the industry averages, lean firms need to concentrate on efficient and effective implementation of lean
management.
VII. LIMITATIONS AND FUTURE RESEARCH DIRECTIONS
VII.1 Limitations
As an empirical research study, it is appropriate to highlight and discuss the key limitations associated with the
study. Firstly, the analysis is based on secondary data. So, any inherent limitation of those data is also the limitation
of this study. The data was collected from Mergentonline. If the data have any error, it will also manipulate the
analysis.
Secondly, to find out the industry average, the study considered the list of competitors given by Mergentonline as
the industry. The industry average is computed based on these competitors’ performance. If firms were not included
in the competitors’ list, they were not considered for the study.
Thirdly, lean management is a strategic decision. It depends upon the firm as to whether it will declare about its
strategic decision or not. If any of the sampled non-lean firms use lean management but treats lean implementation as
a strategic decision and did not declare, then it is a limitation of the study.
Finally, the study used IBM SPSS to analyze correlation, ANOVA and regression analysis. Any limitation of IBM
SPSS will manipulate the study.
VII.2 Future Research Directions
The implementation of lean management needs a large amount of investment. Mostly, investments are needed for
consulting support, training employees, developing information and reporting systems and improving organizational
infrastructures. General Electric spent more than $1.6 billion on implementing Six Sigma over four years (Swink&
Jacobs, 2012). Antony (2006) mentioned that a company needs to spend typically $50,000 per worker to train for Six
Sigma. An investigation should be continued to find the recoverable period of the investment of lean management.
Lean management is a continuous process and the firm needs to update the process all the time, otherwise, the process
will be obsolete. The determination of the recovery period is important. The recovery period also helps the firm to
decide to install lean management.

Sl
1
2
3
4
5
6
7
8
9
10

Lean Firm
Toyota
Ford
Deere & Co
Parker Hannifin
Textron
Illinois Tool Works
Intel
Caterpillar Inc.
Kimberly-Clark Corp
Nike

Appendix 1
List of Sampled Firms

Sl
1
2
3
4
5
6
7
8
9
10

Non-Lean Firm
SAIC
ZAP Motor
Q.E.P. Inc
Actuant Corp
TransDigm
Rexnord Corp
Lam Research Corp
Manitowoc Company
Bemis Co Inc
Deckers Outdoor Corp
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Appendix 2
Correlation Analysis
Correlations
Performance Adopt ASSETPROD SALESGROWTH
1
.199**
.414**
.517**

SIZE
-.120

LEVERAGE
-.567**

.000
184
-.170*

.105
184
.420**

.000
184
.040

.746
184
1

.021
184
.261**

.000
184
.146*

.590
184
-.478**

.746
184
-.170*

184
.261**

.000
184
1

.048
184
-.041

.000
184
-.207**

.000
184
-.120

.021
184
.420**

.000
184
.146*

184
-.041

.584
184
1

.005
184
.107

.105
184
-.567**

.000
184
.040

.048
184
-.478**

.584
184
-.207**

184
.107

.147
184
1

.000
184

.005
184

.147
184

184

Performance

Pearson Correlation

Adopt

Sig. (2-tailed)
N
Pearson Correlation

184
.199**

.007
184
1

.000
184
-.024

ASSETPROD

Sig. (2-tailed)
N
Pearson Correlation

.007
184
.414**

184
-.024

Sig. (2-tailed)
N
Pearson Correlation

.000
184
.517**

SIZE

Sig. (2-tailed)
N
Pearson Correlation

LEVERAGE

Sig. (2-tailed)
N
Pearson Correlation

SALES
GROWTH

Sig. (2-tailed)
.000
.590
N
184
184
**. Correlation is significant at the 0.01 level (2-tailed).
*. Correlation is significant at the 0.05 level (2-tailed).
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ENDNOTES

1.

Industry performance is calculated based on the industry given in Mergentonline. Mergentonline provides a
list of competitors. So, the performance of firms included in the competitors’ list is considered to calculate
industry performance.

2.

The median value is considered for comparing measures between lean and non-lean firms. Median value of
each measure of lean firms and of non-lean firms is selected.
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ABSTRACT
This paper scrutinizes the effect of FDI on income inequality in the countries included in ASEAN (Association of
Southeast Asian Nations) and SAARC (South Asian Association for Regional Cooperation). With data from the
UNDP (United Nations Development Programme) and the World Bank database (2018), the link between FDI and
income inequality is investigated for the period 1990-2015. Utilizing panel data techniques (based on fixed-effects
modeling justified by the Hausman test), the empirical results reveal that there is a statistically significant relationship
between FDI and distribution of income. Specifically, FDI inflows have an inequality-reducing effect on the SAARC
member states. In contrast, for ASEAN, the results suggest that FDI perpetuates inequality. Moreover, these results
are robust when employed alternative estimation methods, Dynamic Ordinary Least Square (DOLS) and errorcorrection modeling approaches.
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I. INTRODUCTION
In today's globalized world, where countries, people, economies, and businesses are affiliated, Foreign Direct
Investment (FDI) is considered an important aspect of this global economic integration. According to the International
Monetary Fund (IMF), an investment is to be classified as FDI, if the investor holds a partial ownership share of at
least 10% and exercises a significant amount of management control. Multinational enterprises (MNEs) account for
about 10 percent of world output and 30 percent of world exports (UNCTAD, 2007), making FDI an important aspect
of global economic integration.1 Besides, stories about glorious scenarios of improved economic growth and reduction
of poverty have made FDI something that is remarkably sought after; something highly welcomed in economies that
have experienced a halt in their development. Estimating the impact of FDI on income inequality is important because
high levels of income inequality have the potential to limit the developmental policies' efficacy in poverty alleviation.
"The effect of growth in reducing poverty depends a great deal on how growth is distributed. The rise in inequality
offsets the poverty-reducing effects of more than a decade's worth of growth" [Smolensky et al. (1994), p. 222].
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Therefore, in this paper, we examine the effects of this fast-growing economic activity, FDI inflow on income
inequality in the SAARC and ASEAN regions.
The share of global FDI in developing countries has increased and reached its all-time high, an FDI inflow of
$741 billion (USD), with Asia being the largest recipient in 2016 (UN News, 2016). Southeast Asia accounts today
for roughly 8 percent of total world FDI inflows (up from 3 percent in 1970), which is equivalent to around 2 percent
of total world GDP (Saini, 2015). Besides, ASEAN, with its ten member countries, consists of a population of nearly
640 million people and a combined GDP of $2.57 trillion (Albert, 2017). According to the Asian and the Pacific SDG
Progress Report (2017), Southeast Asia has made the most progress towards achieving Goals 8 and 9 that focus on
economic growth, industry, and infrastructure. However, wealth has become increasingly concentrated, and
inequalities have increased both within and between countries. Therefore, considering that Southeast Asia has seen
inequalities widen, this paper will scrutinize the challenges to achieve Goal 10 (reduce inequality within and among
countries) in this part of the world. Additionally, in 2014, the eight-member nations of SAARC, which comprise over
21% of the world's population (1.7 billion), have reached a combined GDP of $2.608 trillion (9.12 % of global wealth)
(Abdin, 2015). It is comparable to ASEAN, which is relatively similar in that context, in terms of population and GDP.
The FDI inflow in SAARC shows a significant growth in 2011 compared to 2000 ($40.08 billion (USD) in 2011 up
from $0.434 million (USD) in 2000) (Saini, 2015).
Considering that the Asia region continued to be the largest FDI recipient in the world, this study investigated the
empirical relationship between FDI and income distribution in the member countries of SAARC and ASEAN.
Potential problems if FDI induced growth leads to an unequal and unfair distribution of wealth in the society, were
investigated. Although most of the literature dealing with the effects of FDI on economic growth points to the
observation that FDI has a positive effect on economic growth in developing economies (De Vita and Kyaw, 2009;
Herzer and Klasen, 2008; Li and Liu, 2005), other concerns, as to how FDI affects the overall welfare of a community
remain important.
The contributions of this paper are threefold. First, it contributes to the literature by using unique SAARC and
ASEAN samples to fill the void in analyzing the effect of FDI on these regions' income inequality by using data from
UNDP for the years 1990-2015 instead of the commonly used Standardized World Income Inequality data. Secondly,
considering the methodological limitation of many studies, besides Fixed Effect model estimation, a robustness check
regression is carried out by using Dynamic Ordinary Least Square (DOLS) and error-correction modeling approaches.
This verifies the robustness of the long-term relationship between the FDI and Gini indices. Finally, FDI-induced
growth may not necessarily be translated into a reduction in inequality and the overall wellbeing of the population.
This study shows the possibility, or likelihood, of the reduction in inequality through FDIs that are growth-enhancing.
II. BACKGROUND AND MODEL
There are three competing arguments about the impact of FDI on income distribution. First, we review the
empirical literature regarding those three arguments and then briefly discuss theoretical predictions considering the
association between these two variables.
Empirical Literature: While some researchers have found inequality alleviating the effect of FDI, some have
identified a negative externality (increasing income inequality) of FDI inflow, and others have failed to find any
statistically significant association between these two indicators. Farhan et al. (2014) employs quantile regressions to
analyze the distributional effect of FDI in ASEAN-5 countries from 1970-2012 and found an inequality-reducing
effect in Malaysia, the Philippines, and Thailand. An ample amount of literature has found that when FDI is present,
the wage gap between skilled and unskilled workers increases, as does the income inequality (Feenstra and Hanson,
1997; Lipsey et., 2004; Velde, 2004). In contrast, Jensen and Rosas (2007) studied Mexico and concluded that FDI
significantly reduces inequality. Figini and Gorg (2011) argue that the effects of FDI on income distribution depend
on the level of development. The results show that FDI stocks in developed countries reduce wage inequality.
However, for developing countries, “wage inequality increases with FDI stocks, but this effect diminishes with further
increases in FDI.” According to Rye (2016), the results of OLS and IV estimation, state that for the pooled sample
(134 countries) the coefficient is found to be positive (increase in inequality) and significant, however, when looked
at in developing countries separately, the FDI-ratio is small and negative but insignificant. Finally, Franco and Gerussi
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(2013) used panel data (17 transition countries; period 1990-2006) to estimate the effect of FDI on income inequality
in a fixed-effects model. Their results show that FDI has an insignificant impact on income inequality.
Theoretical Literature: The modernization theory is consistent with the Kuznets hypothesis (1955). These two
views explain the link between economic development and income inequality, as characterized by an inverted Ushaped curve. Therefore, economic growth arising from FDI activities may also be linked with the Kuznets hypothesis
so that the relation between FDI and income inequality may follow an inverted U-curve. Kuznets hypothesized that
as GDPPC of a country increases in the initial stages of growth, income inequality also rises with GDPPC and after
reaching the highest degree in the intermediate level, income inequality declines with GDPPC. This pattern is known
as the Kuznets curve. According to his inverted U-hypothesis, the coefficients of GDPPC and GDPPC^2 should be
positive and negative, respectively. In this paper, we check for the consistency of the results with the Kuznets
hypothesis. Despite vast research on the effects of FDI and inequality, the empirical literature on this relationship at
the macroeconomic level is not conclusive; economists haven’t managed to attain a satisfactory conclusion on how
FDI inflow alters income inequality within the host country.
Data Sources and Data Description: This study looks at countries incorporated in ASEAN and SAARC to
compare the volume and determinants of income inequality during the years 1990-2015. It is restricted to this period,
because this is the largest functional dataset possible with the current sources, given the variables of interest. The
analysis was based on a sample of 13 developing countries (Brunei, Cambodia, Indonesia, Laos, Malaysia, Philippines,
Thailand, Vietnam, Bangladesh, India, Nepal, Pakistan, and Sri Lanka); eight are from ASEAN and the remaining
five from SAARC. Among SAARC countries, war-affected Afghanistan and landlocked country Bhutan are excluded
due to a huge data gap. Additionally, among ASEAN countries, Singapore is excluded for being an outlier among the
observed countries.
Gini coefficients are used as the measure of inequality. Previous studies have used alternative measures of income
inequality due to the lack of comprehensive Gini data and irregular intervals. In this paper, data have been drawn from
the United Nations Development Programme’s Human Development Report database and UNESCO. The panel data
model, pooled standard OLS model, and fixed effects model have been followed to identify the factors affecting the
dependent variable, which is income inequality, separately, for the two groups of countries; ASEAN and SAARC.
The set of control variables is the same for all specifications.
Model Specification: This study has specified the following model:
𝐺𝐼𝑁𝐼𝑖𝑗 = 𝛼 + 𝛽1 𝐸𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑗 + 𝛽2 𝐹𝐷𝐼𝑖𝑗 + 𝛽3 𝐺𝐷𝑃𝑃𝐶𝑖𝑗 + 𝛽4 𝐺𝐷𝑃𝑃𝐶𝑖𝑗^2 + 𝛽5 𝐺𝑂𝑉𝑖𝑗 + 𝛽6 𝑇𝑅𝐴𝐷𝐸𝑖𝑗 + 𝛽7 𝐻𝐶𝐴𝑃𝑖𝑗 +
𝛽8 𝐴𝐺𝑅𝐼𝐿𝑖𝑗 + 𝛽9 𝐺𝐿𝑂𝐵𝐴𝐿𝐼𝑍𝐴𝑇𝐼𝑂𝑁𝑖𝑗 + 𝑢𝑖𝑗
(1)
The variables include, GINIit, a measure of income inequality in country i at time t, FDI, measures the inward FDI as
a percentage of GDP in the country, and GOV measures government spending as a percent of GDP.
Economic growth is measured by the annual percentage growth rate of GDP at market prices based on constant
local currency because it is a conventional indicator of economic development. With the same reasoning, it is
necessary to include GDP per capita measured by gross domestic product divided by midyear population and GDP
per capita squared (GDPPC^2). As Stolper–Samuelson classical trade theory suggests, international trade has an
impact on income inequality (Dorn et al., 2018). Trade calculated as the sum of imports and exports as a share of the
GDP is also included. Finally, secondary school enrollment (HCAP), which is considered a measure of human capital
and the overall index of globalization (Globalization) cover the economic, social, and political dimensions of
globalization, and AGRIL measures agriculture as a percentage of GDP. The level of education and the share of
agriculture in GDP, which are also expected to affect income inequality, are also included in the model.2 In line with
the literature and theoretical discussion on income distribution, the above basic control variables in the equation have
been introduced. Unexpected variation and various events that may affect the outcome, variables besides the chosen
one, and country-fixed effects have been added based on the Hausman test (Table 2). 3 Country-fixed effects are able
to eliminate unobserved heterogeneity between countries of the model (Baltagi, 2008). Moreover, this model is
common for this type of data as a number of articles have used the fixed-effect approach in this field of study (Basu
& Guariglia, 2007; Gopinath & Chen, 2003; Mihaylova, 2015).
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III. FINDINGS
Regression Results: Looking at the columns of the standard OLS estimation (in Table 1), we can see that the
coefficient of the FDI inflow is positive and significant at the conventional 1% level for the pooled model, suggesting
that an increase in FDI will lead to a rise in inequality. In SAARC incorporated countries, the coefficient found to be
negative and significant at the 5% level, where else for ASEAN’s the coefficient of the FDI inflow is positive but not
significant. For country fixed effect estimation, the signs are similar to pooled estimate. However, unlike the pooled
model for ASEAN countries, FDI inflow has been found statistically significant at the conventional 1% level with a
positive sign. Additionally, as a whole for all Asian countries, FDI has a positive association with Gini and particularly
for SAARC countries has a negative correlation at the 10% level.
Table 1: Effect on Income Inequality (Gini Index)
Standard OLS (Robust)
EGROWTH
FDI
GOV
GDPPC
GDPPC2
GLOBALZ
HCAP
AGRIL
TRADE
CONS
R2
N of obs
F( 8, 176)
Hausman
fixed random

All
.00089
(2.04)**
.00288
(3.46)***
-.00074
(-0.97)
.00002
(11.21)***
-4.21e-10
(-9.2)***
.00057
(2.00)**
.00222
(12.72)*
-.00215
(-7.24)***
.00006
(1.2)
.42121
(21.10)***
0.9718
186
672.86***

SAARC
-.00107
(-1.79)
-.00445
(-2.30)**
-.00391
(-4.73)***
-7.44e-06
(-0.26)
8.91e-09
(1.40)
.00393
(8.69)***
.00225
(13.7)***
-.00088
(-2.41)**
.00044
(2.31)**
.29506
(17.65)***
0.9808
75
F( 9, 65)=
368.48***

ASEAN
.00062
(1.32)
.00035
(0.50)
.00079
(.0007991)
.00002
(11.43)***
-4.68e-10
(-9.2)***
.00031
(0.76)**
.00161
(6.1)***
-.00234
(-7.7)***
-.00005
(-0.84)
.47915
(24.59)***
0.9865
111
F( 9, 101) =
820.71***

Fixed Effects with
robust standard Errors clustered
All
SAARC
.00020
.00024
(0.36)
(0.78)*
.001893
-.00152
(2.95)*
(-1.94)*
-.00106
.00222
(-1.58)
(1.22)
5.76e-06
.00006
(1.25)
(1.30)
-2.09e-11
-5.89e-09
(-0.30)
(-0.63)
.00316
.00432
(4.95)***
(13.94)***
.00143
.00181
(3.02)*
(2.98)**
.00291
-.00095
(-7.8)***
(-2.28)*
-.00024
-.00037
(-2.05)*
(-3.71)**
.42461
.22839
(24.58)***
(6.39)***
0.9905
0.9903
186
75
F(9,165)=219.
F( 9, 61) =
83***
272.36***
Prob>chi2 =
Prob>chi2 =
0.00
0.00
(Fixed)

ASEAN
-.00009
(-0.17)
.002194
(4.75)***
-.00016
(-0.26)
.00002
(7.23)***
-2.06e-10
(-5.1)***
.0017
(6.19)***
.001
(3.00)**
-.00252
(-6.01)***
-5.60e-06
(-0.05)
.44049
(15.88)***
0.9945
111
F( 9, 101) =
820.71***
Prob>chi2 =
0.00

* p < 0.10, ** p < 0.05, *** p < 0.01 (Numbers reported in parenthesis are t-statistics)

Among the other explanatory variables, regional GDP per capita is found to have a positive and statistically significant
relationship with income inequality in the case of ASEAN countries and a negative correlation with GDPPC squared.
These results are consistent with the Kuznets hypothesis. Previous empirical findings on the Kuznets curve are mixed.
Higgins and Williamson (2002), for example, find evidence supporting the Kuznets hypothesis, whereas Deininger
and Squire (1998) did not find any supporting evidence. However, this model supports the Kuznets hypothesis with a
positive and negative coefficient of the variables GDPPC and GDPPC^2, respectively.
Finally, for the pooled and fixed effect models, 𝑅2 is close at 98% and 99%, respectively, which implies that the
variation of the dependent variable, income inequality (Gini index) can be explained by all these explanatory variables.
Moreover, the F value shows that the model is overall significant at the 1% level. The white test for heteroscedasticity
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reveals that the error terms are contaminated with the heteroscedasticity problem. To eliminate such contamination
effects on the test statistics and the outcomes to be more reliable, robust standard errors have been used in this paper.4
Discussion: Both the pooled OLS and fixed effects models show an increase in FDI will lead to an increase in
inequality in ASEAN countries. One of the implications of this increasing inequality is that foreign capital is invested
in the sectors that utilize abundant high-income skilled labor. Figure A1 & A2 demonstrate the fact that FDI inflow
has substantially increased in ASEAN from the year 2000, and services and the manufacturing sector continued to
dominate the FDI flows in the region.
Figure A1: Foreign Direct Investment: Inward FDI
Stocks in ASEAN, Annual, 1992-2015 (Millions
USD)

Source: UNCTADstat; Sitong (2017)
Figure A2: ASEAN: structure of inward FDI ﬂows,
by major economic sectors, 2000–2016 (percent of
total)

Source: ASEAN Secretariat, A Historic Milestone for
FDI and MNEs in ASEAN (2017)

The tertiary sector accounted for more than 46% of total inflows, with most investments concentrated in finance,
telecommunications, commerce, and real estates (ASEAN Investment Report (AIR), 2012). The service sector, as a
whole, cannot be classified as labor or capital-intensive. To analyze the effects of capital ﬂows in this sector, it is
necessary to study its sub-sectors. According to Cornia (2005), FDI tends to increase inequality when a country
specializes in telecommunications in contrast to tourism. The explanation is that telecommunications are capitalintensive and employ skilled labor, while the tourism sector is more intensive in unskilled labor. Since the type of FDI
inflow into this region requires more skilled labor, especially in the finance and telecommunication sector, it will also
increase the demand for them within the countries, which in turn will lead to more human capital over time. However,
this will also reduce the level of the unskilled labor force needed. The foreign direct investment might, therefore, raise
income inequality by enhancing wage differences.
FDI from the extra-ASEAN region, such as direct investment in the form of Multinational Enterprises (MNEs),
is one of the important sources of FDI in the ASEAN region. 5 However, MNEs paying higher wages compared to
local enterprises can also cause income disparities in the region. According to AIR (2012), more than 80% of the
global Fortune 500 companies have operations in the region, including via non-equity modalities (NEMs) of
operations through contractual arrangements (e.g., contract manufacturing, contract farming, licensing and
franchising). Consequently, MNEs in this region might be offering higher wages compared to local enterprises, in
order to compensate workers who perceive employment in an MNE as less certain than being employed in a local
enterprise. Lipsey et., (2004) analyzed the effects of FDI on wages in the Indonesian manufacturing industry and
found that, even when industry and plant characteristics are taken into account, foreign enterprises in the Indonesian
manufacturing industry pay higher wages than their domestic counterparts. Thus, even though FDI is contributing to
the economic growth of the ASEAN region, its specialization in the skilled labor-intensive service sector and its
MNE’s non-equity modality are the means of propulsion for the increasing inequality in ASEAN.
For SAARC incorporated countries, the coefficient is negative and statistically significant at the conventional 5%
level (pooled) and 1% level (fixed). This suggests a reduction in inequality due to FDI inflow. The comparative
advantage in the production of the manufacturing sector of the SAARC region can explain this reducing effect. Figure
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A3 demonstrates that in India, Pakistan, Bangladesh, and Nepal, the manufacturing sector attracted the highest amount
of FDI in the last two decades. As the demand for manufactured goods increases by MNEs, which requires low skilled
labor, the wage rates also increase, ceteris paribus (other things equal), narrowing the income inequality gap. This
result is also consistent with the findings of Suzanna Rye (2016). Moreover, it is apparent that in the last decade, the
most dramatic sectoral growth has taken place in the tertiary sector of this region relative to 1990 levels (Figure A3).
Figure A3: Sector-wise FDI Inflows in India, Pakistan, Bangladesh and Nepal

According to Bogliaccini (2017), the service sector can be segregated into two components: high wage sub-sectors
such as electricity, gas, and water are in one category (utilities and communications), and low wage service sub-sectors
such as retail, hotels, restaurants, and construction are grouped together (wholesale or retail). Since India attracts
almost 85% of the FDI in SAARC (Table 2), it is also quite visible from figure A3 that, the tertiary sector growth in
the SAARC region (specifically in India) is more in the low wage service sub-sectors which are contributing to
minimizing the inequality gap. Hence, sectoral FDI inflow, whether helping to flourish the skilled-labor, intense highwage subsectors, or contributing to the low-wage tertiary sub-sectors and the manufacturing sector are an important
indicator. This determines the impact of FDI on socioeconomic factors such as income inequality.
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Table 2: Ranking of the SAARC countries in FDI attraction and Major FDI receiving sectors of the SAARC region
Country
India
Pakistan
Bangladesh
Sri Lanka
Maldives
Afghanistan
Nepal
Bhutan
Grand Total

Total FDI Inflow (2004 -2013)
(USD in Million)
257890.05
26472
9492.36
6059.99
1775.21
1512.46
388.67
281.65
303872.39

Each country share

FDI Ranking

84.86 %
8.71 %
3.12 %
1.99 %
0.58 %
0.49 %
0.12 %
0.09 %
100 %

1st
2nd
3rd
4th
5th
6th
7th
8th

While ASEAN is projected as a single market, and a growth corridor, SAARC is fragmented, and the growth
center is mainly concentrated in India. The majority of foreign investments in the SAARC region is directed towards
the Netherlands, Mauritius, and Singapore, while investments in the ASEAN region more directed towards North and
more developed countries (Sitong, 2017) (Table 3). Thus, the theoretical argument behind the increasing inequality in
Table 3: ASEAN share of total inward inflows by major investing regions, 2000–2016 (Percent)
Region
Developed Economics
Europe
North America
Other Developed Economies
Developing Economics
Africa
Asia
Latin America and the Caribbean

2000-2004
63.3
32.5
15.5
15.3
18.8
0.0
18.2
0.6

2005-2009
49.3
24.2
10.6
14.5
29.9
0.0
26.7
3.2

2010-2014
47.4
18.2
13.2
15.9
37.2
1.6
34.6
0.8

Source: ASEAN Secretariat, a Historic Milestone for FDI and MNEs in ASEAN (2017)

2015-2016
54.8
23.1
16.6
15.1
40.0
-5.1
43.8
0.7

the ASEAN region can be explained by the North-South model of vertical FDI developed by Feenstra and Hanson
(1997). The idea is, that from the North’s perspective, activities that are offshored in the South, are relatively unskilledlabor intensive. However, from the South’s perspective, these activities are relatively skilled-labor intensive,
specifically for ASEAN. Even though the formation of the regional blocks like ASEAN and SAARC were on common
ground, structurally, the ASEAN economies have more competitiveness with the availability of cheaper and skilled
labor for service sectors as compared to the SAARC. (Skills Needed, 2015). Consequently, inward vertical FDI raises
the demand and wages of skilled workers compared to low skilled labor, increasing income inequality in the ASEAN
region. Finally, FDI in services (tertiary sector) is associated with more income inequality, whereas FDI in
manufacturing (secondary) is not strongly associated with higher inequality. Thus, the SAARC region’s specialization
in the low-skilled manufacturing sector, compared to ASEAN specialization in the high-skilled human-capital-intense
tertiary sub-sectors, can explain the empirical outcomes of this paper.
Robustness Check Regression: As a robustness check regression, we have additionally used panel co-integration
and causality techniques that are robust to omitted variables, slope heterogeneity, and endogenous regressors.
Considering the limitation of Fixed Effect model in terms of not being able to estimate the effect of time-invariant
regressors, co-integration analysis, and the cointegration regression are applied along with the causality test to verify
the long run relationship between the Gini index and FDI inflow. We begin this section by investigating the unit-root
and co-integration properties of the variables. Then, Dynamic Ordinary Least Squares (DOLS) 6 is performed to
capture the potential long-run and causal linkages among the two variables. The linkage between the Gini index and
FDI inflow is investigated in this section for all those 13 Asian countries as a whole and also separately for SAARC
and ASEAN regions for the period 1990-2015.
Model Specification: The long-run impact of FDI inflow (FDI) along with economic growth (Egrowth), Govt.
spending (GOV) and trade on income inequality (Gini index) is investigated by the following equations:
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(2)
(3)

𝐺𝐼𝑁𝐼𝑖𝑡 = 𝐴. 𝐹𝐷𝐼𝑖𝑡𝛿1 . 𝐸𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑡𝛿2 . 𝐺𝑂𝑉𝑖𝑡𝛿3 . 𝑇𝑅𝐴𝐷𝐸𝑖𝑡𝛿4 . 𝑒 𝜀𝑖𝑡
𝑙𝑛𝐺𝐼𝑁𝐼𝑖𝑡 = 𝛿0 + 𝛿1 𝑙𝑛𝐹𝐷𝐼𝑖𝑡 + 𝛿2 𝑙𝑛𝐸𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑡 + 𝛿3 𝑙𝑛𝐺𝑂𝑉𝑖𝑡 + 𝛿4 𝑙𝑛𝑇𝑅𝐴𝐷𝐸𝑖𝑡 + 𝜀𝑖𝑡

After model specification, using the panel unit root tests (Levin, Lin and Chu (2002), Im et al. (2003) and ADF and
PP-Fisher) many of the variables are found non stationary in level, hence a series of first difference is used to transform
it into one with stationarity. If the variables are nonstationary, the regression may result in spurious outcomes. After
making all variables stationary, we have applied the Johansen Fisher panel cointegration (Johansen, 1995) and Kao
residual-based panel cointegration test (Kao, 1999). The results from both tests suggest that there exists a cointegrating relationship among the variables. Therefore, the Gini index, FDI inflow, economic growth, government
spending, and trade will move together in both SAARC and ASEAN countries.
Causality analysis: The cointegration test results suggest that there exists a long-run relationship among the
variables. However, those could not determine the direction of causal relationships among the variables. Since all
variables are integrated of order one (I (1)), to check the direction of causal relationships among the variables, Engle
and Granger (1987) F-test is used in the multivariate VECM framework. The lag length is selected by AIC and SBIC.
The causality test results are provided below in table 4. 𝐸𝐶𝑀𝑖𝑡−1 is the one period lagged error term derived from the
Table 4: The causality test results
∆lnGiniindex
∆lnGiniindex
∆lnFDI
∆lnEgrowth
∆lnGov
∆lnTrade

6.77
(0.439)
-5.90
(-0.75)
-1.95
(-0.112)
-6.94
(-0.26)
∆lnGiniindex

∆lnGiniindex
∆lnFDI
∆lnEgrowth
∆lnGov
∆lnTrade

∆lnEgrowth
∆lnGov

-19.7
(-0.82)***
-0.067
(-2.197)**
0.005
(0.087)
0.002
(0.263)
∆lnFDI
-91.43
(-2.79)***

0.0001
(0.652)
0.00029
(4.352)***
-0.00028
(-5.35)***
-9.21
(-0.04)

0.0026
(0.078)
0.082
(3.226)***
0.047
(4.16)***

∆lnGiniindex

∆lnFDI

∆lnGiniindex
∆lnFDI

∆lnFDI

6.7
(0.44)
0.0004
(1.51)
-0.003
(-2.54)***

37.31
(3.18)***
-0.08
(-2.62)***
0.122
(1.03)

Pooled
∆lnEgrowth
-52.02
(-1.06)
-0.051
(-0.414)
0.095
(0.69)
-0.015
(-0.733)
ASEAN
∆lnEgrowth
-143.31
(-2.47)**
-0.278
(-2.046)**
-0.002
(-0.051)
0.018
(0.952)
SAARC
∆lnEgrowth
80.69
(2.333)***
-0.52
(-1.94)*
-0.01
(-0.47)

∆lnGov

∆lnTrade

15.4
(0.74)
-0.0501
(-0.96)
0.0042
(0.16)

402.46
(2.96)
-0.541
(-1.59)*
0.497
(2.866)***
-0.482
(-1.264)

0.019
(2.179)**
∆lnGov

∆lnTrade

-238.86
(-2.56)***
-1.51
(-6.904)***
0.033
(0.355)

-69.82
(-0.302)
2.285
(4.217)***
0.044
(0.192)
0.312
(-1.724)**

0.124
(3.89)***
∆lnGov

∆lnTrade

-9.76
(-1.08)
0.02
(0.23)
0.04
(1.67)*

539.8
(3.39)***
3.62
(2.93)***
0.95
(2.35)**
1.47
(0.92)

ECM (–1)
[t-statistic]
-0.00058
(-2.12)**
-0.233
(-2.18)**
1.70
(7.777)***
0.155
(1.671)*
0.149
(0.246)
ECM (–1)
[t-statistic]
-0.052
(-4.59)***
24.39
(4.36)***
-146.02
(-14.7)***
-42.172
(-2.64)***
188.87
(4.786)***
ECM (–1)
[t-statistic]
-0.0092
(-4.17)***
1.83
(7.06)***
-4.39
(-5.73)***
-0.013
(-0.07)
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∆lnTrade

0.0001
(1.91)**

-0.06
(-7.2)***

-0.48
(-1.66)*

-0.006
(-1.08)

Notes: ***, ** and * indicates 1% level, 5% level and 10% level of significance, respectively

0.56
(0.16)

long-run cointegrating equation. From the results of causal analysis, it is observed that the test statistic of the
coefficient of ECM (–1) is significant at the 5% level for the pooled model and in the SAARC and ASEAN model of
coefficient of ECM (–1) is significant at the 1% level. Therefore, it can be said that there exists long-run causality
among the variables. Hence, in the long-run, FDI inflow, economic growth, government spending, and trade cause
income disparity (Gini), and all variables are endogenous. However, after running the short-run causality Wald test,
it is found that there exist no short-run causalities among the variables. Therefore, the panel causality tests reveal that
the null hypotheses of FDI concerning income disparity can be rejected at the 5% level (for pooled model) and 1%
level (for ASEAN and SAARC separately), implying that the variations in the FDI inflow in these regions significantly
lead to changes in Gini index.
Estimation of the long-run equation: Since all variables are integrated in order one (I (1)) and there exists a cointegrating relationship among the variables, the DOLS method is used to estimate the long-run equation (Stock and
Watson, 1993). The econometric explanation of applying the dynamism model is that the lag terms of the dependent
and independent variables may have a significant impact on current year income inequality or the Gini index. 7 It is
worthy to mention that as a robustness check, the estimated long-run equation revealed that neither sign nor
significance of the coefficients of FDI were changed after using the by DOLS method.
Table 5: Long equation estimation results

Pooled Model
Dependent Variable : Gini Index
Independent Variables
Coefficients
∆ln FDI
0.0118**
∆ln Egrowth
0.0026
∆ln Gov
0.002
∆ln Trade
0.0013***
R2=93.33%
ASEAN
Independent Variables
Coefficients
∆ln FDI
0.0096***
∆ln Egrowth
-0.0087***
∆ln Gov
0.001***
∆ln Trade
-0.0008***
R2=96.43%
SAARC
Independent Variables
Coefficients
∆ln FDI
-0.02**
∆ln Egrowth
-0.014**
∆ln Gov
0.076***
∆ln Trade
0.004***
R2=97.6%

P-value
0.019
0.45
0.645
0.00
Adj R2=82.26%
P-value
0.00
0.00
0.00
0.00
Adj R2=91.41%
P-value
0.07
0.019
0.00
0.00
Adj R2=96.3%

Note: ***, ** and * indicates 1% level, 5% level and 10% level of significance, respectively
Thus, the findings using DOLS method indicate that in the long run increase in FDI inflow has an income inequality
increasing effect on ASEAN, significant at the 1% level. In contrast, FDI inflow has a significant positive impact on
the income equality of the SAARC region at the 5% level.
IV. CONCLUSION
Finally, as the South and Southeast Asian regions are dependent on inward FDI to stimulate economic growth,
the question of whether FDI affects income inequality in this region is of great importance. Differing from the existing
empirical literature, instead of standardized data with intervals, this paper uses UNDP as a data source for the years
1990-2015. Estimates using a more reliable data set on income inequality and extended control variables provide some
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evidence that the observed rise in the Gini coefficient across the ASEAN region over the past twenty-five years could
be partially attributable to the impact of FDI. However, the FDI-induced inequality effect does not hold for SAARC.
In order to check the rigidity of the outcomes, future research may focus on the distributional effect of net FDI (defined
as the difference between incoming FDI and outgoing FDI).
From the point of view of the SAARC region, FDI lessens income inequality because as low-skilled labor is
predominant, FDI takes part mainly in low-skilled sectors. However, the empirical results show that FDI increases
income inequality in ASEAN, even though FDI has a positive effect on economic growth. This issue is particularly
worrisome for ASEAN. This increasing income inequality due to FDI can later offset the economic development by
lower growth rates and give birth to other economic, political, and adverse social effects. Thus, to reduce the negative
externality of FDI on inequality for ASEAN in the future, whilst continuing to gain the benefits of participating in the
offshore services industry, the participating countries need to focus on local factors such as absorptive capacity, human
capital, and institutional quality. These developing countries should guarantee equal access to education and provide
adequate support for making educational potential less dependent on personal and social circumstances. Focusing on
unskilled workers is paramount at the edge of automation for the ASEAN region. Additionally, Wu et. (2012) found
that FDI appears to be associated with more inequality in countries that have the less absorptive capacity. In contrast
to the countries with better absorptive capacity, FDI has only a small effect on income distribution. Absorptive
capacity is important because increased absorptive capacity will enable a wider distribution of foreign investments
and technologies in local economies and leads to a more equal society. Finally, the quality of institutions (QI) can also
contribute to reduce the inequality effect, given that these institutions do not overly favor protecting foreign capital
and their technologies. The implementation of higher quality institutions in the ASEAN region will cause income
inequality to be mitigated because of national intellectual property rights protection, improved investment
environment, and encouragement of stronger auditing. As Kaur et. (2018) show in their findings, that to encourage
fair justice and the ethical behavior of firms, these attributes of QI will promote higher productivity, protect workers
from exploitation, and reduce corruption. Therefore, ensuring quality education and institutions with absorptive
capacity will ensure achieving sustainable development goals (SDGs) such as reducing inequality in addition to global
competitiveness, which later will contribute to mitigate the disparity further.

J. Dunning defines an MNE as "an enterprise that engages in Foreign Direct Investment (FDI) and owns or
controls value-adding activities in more than one country" (1993).
1

Since farm-based economies are at an early stage of economic development, they might have higher regional
inequalities, agriculture as a percentage of GDP (AGRIL) has been used as a measure of the agrarian nature of the
economy and growth stage.
2

3

Hausman result is included in Table-1 (last row).

Robust standard errors is a technique that is used to obtain unbiased standard errors of OLS coefficients under
heteroscedasticity.
4

According to ASEAN Foreign Direct Investment Statistics Database as of 05 October 2016, Extra-ASEAN FDI
inflows accounted for approximately 81.6 percent of the total FDI inflows, while FDI inflows from intra-ASEAN
accounted for around 18.4 percent of the total FDI inflows. (Data is compiled from submission of ASEAN Central
Banks and National Statistical Offices through the ASEAN Working Group on International Investment Statistics
(WGIIS)).
5

According to Lyhagen et al. (2007), Endogeneity bias and serial correlations are corrected by the DOLS technique,
thus, these estimators allow for standard normal inference.
6

DOLS is a parametric model where lagged first-differenced coefficients are estimated explicitly. The errors are
extended with lags, leads and contemporaneous values of the variables by employing DOLS (Yorucu and
Kirikkaleli, 2017).
7
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This paper aims to compare the pattern of own-tax collection, and tax buoyancy of high and low-income states of
India from 2001-02 to 2016-17. The study observed that the tax-to-GSDP ratio decreased in the high-income states.
While it observed an increase in low-income states except for Rajasthan. The lower-income states observed the
buoyant tax revenue collections. Whereas, the high-income states were not able to maintain the buoyant taxes. Thus,
the states with lower tax buoyancies need to strengthen their administrative structure to increase their tax coverage.
Keywords: Own-tax-revenue; Tax Buoyancy; GSDP; Direct Tax; Indirect Tax; Administration.
Acknowledgements: The authors would like to thank anonymous reviewers for comments received; all remaining
errors are ours.
(*)

I.

INTRODUCTION

India is a developing country with around 22 percent of its population living below poverty (Government
of India, 2017). Eradicating poverty and promoting development are the two key tasks for the government in
countries like India. The government provides the solution to the poor in the area like education, health, food,
drinking water, sewage, defense, and foreign policy, etc. The market does not provide a solution in these areas thus
the government levy taxes on income and expenditure to finance these activities (Kumar, 2018). There are two kinds
of taxes which the government levy on people, firms, and companies. The first one is the direct tax which is directly
charged on the source of income for example income tax, corporate tax, wealth tax, and gift tax, etc. The second one
is called indirect tax as it is not directly charged on the income but expenditure, for example, value-added tax
(VAT), excise duty, customs duty, sales tax, entry tax, and entertainment tax, etc.
Tax buoyancy is a measure of the responsiveness of the tax revenue due to an increase in the tax base i.e.
Gross Domestic Product (GDP) (Sahota, 1961, Mansfield, 1972). Tax elasticity also measures the responsiveness of
the tax revenue due to an increase in the tax base. Thus, tax elasticity is generally confused with tax buoyancy. The
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only difference between these two measures is the automatic change, in other words, the inclusion of discretionary
changes. Tax buoyancy includes discretionary changes where tax elasticity does not (Sahota, 1961). Tax elasticity
shows the automatic change in the tax revenue collection due to a change in the GDP (Sahota, 1961, Mansfield,
1972). A good tax system is expected to follow the canons of buoyancy and elasticity (Sahota, 1961, Bhatia, 1996).
That is, with an increase in the tax base the tax revenue collection should also increase. A tax is said to buoyant if
the increase in the tax revenue collection is higher than the increase in the tax base i.e. greater than 1 percent.
India is a quasi-federal republic with governments on two levels, the first one being the Centre and another
one is the State government (Bhatia, 1996). The respective functions of the Centre and State governments are
prescribed in Union and Sate list respectively under Schedule VII of the Indian constitution (Basu, 1966, Bhatia,
1996). The Concurrent list under Schedule VII which are divided between the Centre and the State both (Bhatia,
1996). Moreover, the Finance Commission is formed at the end of every five years under Article 280 of the Indian
Constitution. The Finance Commission is a constitutional body which gives suggestions on Centre-State financial
relations. The Finance Commission gives recommendations on the tax sharing between Centre and States,
distributions of grants to states, and measures to improve the finances to states.
The fourteenth finance commission increased the share of tax devolution to state from 32 percent to 42
percent (FFC, 2015). However, the Union government decreased the number of Centre-sponsored schemes to 28
from 66 (Livemint, 2017). This brings more pressure on the state governments especially the low-income states.
Further many state governments have announced loan-waiver to the farmers to cope with the agricultural distress.
This will bring more pressure on the state governments’ spending. Furthermore, the implementation of the goods &
service tax has limited the powers of state governments as now the GST is levied by the GST council. This tax is
further divided into three categories. Firstly, the Central Goods & Service Tax (CGST) which is for the Centre.
Secondly, the State Goods & Service Tax (SGST) which is for the State. Finally, the Integrated Goods & Service
Tax (IGST) which is charged on the interstate sale of goods and services (Central Board of Indirect Taxes and
Customs, 2019). But the tax rules, regulations, and tax rates are governed by the GST council which is headed by
the Union finance minister. The residual power also remains to the Centre which weakens the power of states in
policy decision-making. Hence, the states need to review their pattern of revenue mobilization in recent years. This
paper thus aims to analyze and compare the pattern of share in Gross State Domestic Product and tax buoyancy of
high and low-income states of India during 2001-02 to 2016-17.
II.

LITERATURE REVIEW

Estimation of tax buoyancy has been attempted by many scholars both in the cross-country framework and
within countries’ sub-national governments. Sahota (1961) made the earliest attempt to measure the tax
responsiveness in India. He is credited for introducing the concept of tax buoyancy which has become a standard
concept in the field of public economics. His work is also credited for explaining the distinction between tax
elasticity and tax buoyancy. He estimated tax buoyancy by fitting a double log-linear regression model. This study
identified taxation as a means of development by analyzing the revenue collection of many developed countries.
Sahota (1961) found that developed countries have a relatively larger share of revenues as compared to less
developed countries. The study recommended an increase in tax revenues by expanding the tax base, minimizing tax
evasion, rationalizing tax rates, and tightening up tax administration. Purohit (1978) followed the same double loglinear regression model to estimate the tax buoyancy of states. He recommended that a strong administrative setup
might lead to higher tax revenue collection. Similarly, Bhat et al. (1992) estimated tax buoyancy of Tamil Nadu for
the period 1966 to 1989. He found that owing to a strong setup the state buoyant direct and indirect taxes.
Rajaraman et al. (2006) also followed a double log-linear regression model to estimate the tax buoyancy of Indian
states for a period of 23 years from 1981 to 2001. Though she found serial correlation she eliminated it by including
the sectoral share of industry in GSDP. She found positive tax buoyancy in all the states except six.
Mishra (2005) estimated the sales tax buoyancy of Jharkhand from 1995-96 to 2004-05 using a double loglinear regression model. He attributed the high sale tax buoyancy coefficient (about 2.70 percent) to a high share of
mining, quarrying, and manufacturing sector in states GSDP. He also described that these three sectors contributed
60 percent of the overall sales tax revenue of the state in the period. Further, Upender (2008) estimated tax buoyancy
using stationary time series data from 1951 to 2004-05. He found that tax revenues were buoyant during the prereform period. However, there is a negative impact of tax reforms on tax revenue collection as the tax-to-GDP ratio
fell with an increase in GDP. Suresh and Khan (2011) estimated the tax buoyancy of corporate tax during pre and
post-reform period. The study shows an improvement in tax buoyancy during the post-reform period. This can be
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interpreted as a positive impact of discretionary policy on corporate tax revenue collection in India. Sethi and Teja
(2015) also conducted a study to measure the tax buoyancy of major Indian states for the period from 1984-85 to
2011-12. They also observed a fall in tax buoyancy during the post-reform period in income states like Bihar,
Gujarat, Haryana, Jammu & Kashmir and Orissa. They suggested increasing the coverage of taxation by including
large farmers. This may help the governments to collect a greater tax revenue collection which can be diverted for
other developmental purposes.
Kumar and Panda (2016) examined the buoyancy of own-tax revenue of 14 major states of India for pre
and post-VAT (Value Added Tax) period. They found that the own-taxes of all states were buoyant. But after the
implementation of VAT, the tax buoyancy of high-income states decreased. While the tax buoyancy of low-income
states increased. They concluded that with the rationalization of indirect taxes low-income states were more efficient
in exploiting their tax base. Jain and Jain (2016) estimated tax buoyancy of various Union taxes for the period 199091 to 2015-16. They found that direct taxes were buoyant during the period while indirect taxes were not. They also
discovered that within direct taxes the buoyancy of corporation tax collection was relatively higher than income tax.
On the other hand buoyancy of excise tax was lower than customs and service tax had a maximum tax buoyancy
coefficient. They attributed the meager tax responsiveness of indirect taxes to high threshold limits, rebates and
deductions under tax laws, and tax evasion. Moreover, Kawadia and Suryawanshi (2017) compared the tax
buoyancy coefficients of own-tax-revenue (OTR) including both direct and indirect taxes for Madhya Pradesh and
Chhattisgarh from 2001-02 to 2014-15. They used a double log-linear regression model to estimate the buoyancy
coefficients. They found that both of the states had buoyant tax yields while Madhya Pradesh had relatively higher
tax buoyancy in both direct and indirect taxes. In similar lines, Singh (2017) also estimated the tax buoyancy
coefficient for the pre and post-VAT period (1994-95 to 2016-17) of Rajasthan using a double log-linear regression
model. He found that tax buoyancy after the implementation of VAT was buoyant but less than the pre-VAT period.
Furthermore, Singh (2018) estimated buoyancy coefficients of own-tax-revenue (OTR) of 27 states using the
ordinary least square method (OLS). She found that the tax buoyancy coefficients were sustainably high. However,
these estimates varied in every state due to their composition of tax- base and socio-economic factors.
III.
1.
2.

OBJECTIVES

To analyze the pattern of tax collection among major states during 2001-02 to 2016-17.
To measure the tax buoyancy of tax revenues of major states during 2001-02 to 2016-17.
IV.

RESEARCH METHODOLOGY

The study is based on secondary time series data of tax revenue collection of 18 major states of India
during 2001-02 to 2016-17. The data have been collected and compiled from the RBI handbook of statistics on the
Indian States, 2019 and RBI handbook of statistics on Indian Economy, 2019. The states are classified under two
categories of high-income states and low-income states based on per capita net state domestic product (PCNSDP).
The states with a higher PCNSDP than the national PCNDP are categorized as higher-income states otherwise lowincome states. To analyze the trend of tax revenue mobilization of states the share of own-tax-revenue (OTR) in
gross state domestic product (GSDP) has been calculated. The increase in the OTR-to-GSDP ratio is analyzed by
four years moving average method.
A double-log linear regression function has been used to estimate the tax buoyancy (Sahota 1961; Purohit,
1978; Rajaraman et al. 2006; Upender, 2008; Suresh and Khan, 2011) as follows:
(InXt) = α + β(InYt) + εt……………………………...................................................................................................(I)
Where, X is the own-tax-revenue/indirect tax/direct tax, Y is the Gross State Domestic Product (GSDP), α
is an intercept, β is the coefficient of buoyancy, t is time, ε is an error term, and t denotes time.
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V.

FINDINGS & ANALYSIS

V.1 The pattern of Tax-to-GSDP Ratio
The tax-to-GSDP ratio of different states shows the ability of the government to collect taxes form
available resources. Table no. 1 present the pattern of tax-to-GSDP ratio from 2001-02 to 2016-17 in terms of fouryear averages and ranks the states’ overall performance.
Table No. 1: Four Moving Averages of Own-Tax-Revenue of States
States
High-Income States
Andhra Pradesh

Four Years Averages
2001-04

2005-08

2009-12

2013-16

Overall

Overall

Average

Rank

8.33

12.98

13.59

8.73

10.91

1

Goa

7.62

7.42

6.60

8.04

7.42

3

Gujarat

6.62

6.32

6.86

6.32

6.53

11

Haryana

7.70

7.75

6.51

6.32

7.07

6

Karnataka

6.87

7.19

7.31

7.44

7.20

4

Kerala

6.84

6.57

6.99

6.87

6.82

7

Maharashtra

6.92

6.33

6.72

6.37

6.58

10

Punjab

6.49

6.80

6.92

6.94

6.79

8

Tamil Nadu

7.93

7.73

7.57

7.14

7.59

2

Bihar

4.39

4.22

5.13

6.20

4.98

15

Chhattisgarh

6.24

6.61

6.89

7.14

6.72

9

Jharkhand

4.79

4.37

4.62

5.23

4.75

17

Madhya Pradesh

6.29

6.99

7.94

7.37

7.15

5

Odisha

5.21

5.38

5.56

6.22

5.59

14

Rajasthan

6.27

6.43

5.94

6.11

6.19

13

Uttar Pradesh

5.59

6.21

6.75

7.10

6.41

12

West Bengal

4.50

4.46

4.82

5.32

4.78

16

Low-Income States

The results show that the own tax-to-GSDP ratio of states increased during the period in all but five states.
These five states where the tax-to-GSDP ratio fell were Gujarat, Haryana, Maharashtra, Tamil Nadu, and Rajasthan.
It is interesting to observe that, there was only one low-income state where the ratio fell. On the other hand, out of
these five states, four states belong to the high-income state category. Low-income states had done fairly better than
high-income states in terms of an increase in the own-tax-revenue percentage of aggregate output. The overall
averages of states’ tax-to-GSDP ratio for the whole period show that Andhra Pradesh was the only state with a taxto-GSDP ratio of over 10 percent. While on second position Tamil Nadu collected 7.59 percent of the average taxes
followed by Goa with 7.42 percent. Karnataka holds the fourth position with a ratio of 7.20 percent. Despite being a
low-income state Madhya Pradesh holds the fifth rank among all states in mobilizing tax revenue from its available
resources with 7.15 percent. The low-income states like Bihar, Jharkhand and West Bengal were not able to
mobilize even 5 percent of tax revenues from their resources. The performance tax revenue mobilization is
theoretically associated with per capita income, the contribution industrial sector, literacy rate, labor force
participation and the efforts to follow fiscal discipline. Which is evident by the performance of the south Indian
states where most of the major economic and social sector are superior to the rest of the Indian states (Sharma, 2018,
Kundu, 2018).
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V.2 Tax Buoyancy in High and Low-income States
Table no. 2 presents the results of tax revenue buoyancy in the high and low-income states during the
period. The results show tax buoyancy coefficients in all of the states were significant, but all of them were not
buoyant. The own-tax-revenue which consists of both direct and indirect tax collection was buoyant in three of the
high-income states viz. Karnataka, Kerala, and Punjab. While it was buoyant in every low-income state except for
Rajasthan. It is interesting to notice that despite being the lowest-ranked in terms of own-tax-revenue share in the
GSDP, Bihar experienced a tax buoyancy of 1.210 which was highest among all of the states. Similarly, West
Bengal was not able to collect a meager 5 percent of tax from its resources but have a buoyant own-tax-revenues.
Despite being a high-income state Haryana experienced the lowest tax buoyancy coefficient of .873 percent only.
Likewise, the response of direct taxes was significant in all of the states but not buoyant, especially in highincome states. Goa, Gujarat, Kerala, Maharashtra, and Tamil Nadu were the high-income states which have shown
buoyancy in the direct taxes. While Rajasthan was the only low-income state where the revenue collection from
direct taxes was not buoyant. Despite being a low-income state Jharkhand experienced the highest direct tax
buoyancy of 1.334 percent. Followed by Gujarat and Goa which observed direct tax buoyancy of 1.206 and 1.204
percent respectively. The low-income states thus showed relatively buoyant direct tax revenue collection than highincome states.
Table No. 2: Tax Revenue Buoyancy in High and Low Income States from 2001-02 to 2016-17
High-Income States
Andhra Pradesh
Goa
Gujarat
Haryana
Karnataka

Own-Tax-Revenue

Direct Tax

Indirect Tax

0.897

0.700

0.921

0.000

0.001

0.000

0.960***

1.204

0.906

0.000

0.000

0.000

0.986***

1.206

0.959

0.000

0.000

0.000

0.873***

0.878

0.873

0.000

0.000

0.000

0.963

1.058

0.000

0.000

1.006

1.022

0.000

0.000

1.010

0.958

0.000

0.000

0.880

1.062

0.000

0.000

1.029

0.936

0.000

0.000

Own-Tax-Revenue

Direct Tax

Indirect Tax

1.210

1.204

1.046

***

***

0.000
Kerala

1.019

***

0.000
Maharashtra

0.969

***

0.000
Punjab

1.039

***

0.000
Tamil Nadu

0.947

***

0.000
Low-Income States
Bihar
Chhattisgarh

***

***

1.210***

0.000

0.000

0.000

1.070***

1.139***

1.113***

0.000

0.000

0.000
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Jharkhand
Madhya Pradesh
Odisha

1.039***

1.334***

1.022***

0.000

0.000

0.000

1.104***

1.146***

1.109***

0.000

0.000

0.000

1.086

***

0.000
Rajasthan

0.972

0.000
***

0.000
Uttar Pradesh

1.154
1.123

1.102

* ** *** indicate values significant at 10, 5, and 1 percent respectively.

0.944
0.000

0.979***
0.000

***

0.000
***

0.000

, ,

0.899

1.087***
0.000

***

0.000
***

0.000
West Bengal

1.056

***

1.165***
0.000

***

1.169***
0.000

Karnataka, Kerala, and Punjab were the only high-income states which observed buoyancy in indirect tax
collection. It was buoyant in every low-income states except for Rajasthan. Thus, it can conclusively be said that the
taxes were more buoyant in low-income states as compared to high-income states. The Goods and service tax is a
destination-based tax under which is levied at a single point at the time of consumption (Central Board of Indirect
Taxes and Customs, 2019). Under the IGST law, the integrated goods & service tax is levied by the Centre and
transferred to the destination state. Hence, the states with a higher contribution of the industrial sector might lose
some revenue to tax to other states (Allam, 2016, Chandrasekhar and Ghosh, 2019). Thus, the states with low tax
buoyancy coefficients need to strengthen their administrative set-up to increase the tax coverage (Sahota, 1961,
Purohit, 1978, Suresh and Khan, 2011, Sethi and Teja, 2015, Mukherjee, 2017). Hence, the high-income states need
to increase the coverage of GST via the Goods and Service Tax Network (GSTN) and other state taxes like taxes on
alcohol and petroleum.
VI.

CONCLUSION

The empirical results of the study show that the increase in the own-tax-to-GSDP ratio in low-income states
has been greater than in high-income states. The ratio declined in high-income states like Gujarat, Haryana,
Maharashtra, and Tamil Nadu. Overall the tax revenue collection in most of the high-income states like Andhra
Pradesh, Goa, Gujarat, Haryana, Punjab, and Tamil Nadu has not shown buoyancy. On the other hand, all of the
low-income states except for Rajasthan have shown buoyancy in tax revenue collection. High-income states have a
greater tax-to-GSDP ratio than low-income states. However, the ratio has shown a declining trend during this period.
The high-income states thus, especially with a higher contribution of the industrial sector which may further lose
revenues due to GST, need to extend the coverage of taxation states (Allam, 2016, Chandrasekhar and Ghosh,
2019). The states can increase their indirect revenues by bringing more businesses under the Goods and Service Tax
Network (GSTN). The states have direct taxes like agricultural income tax, professional tax, tax on trade, taxes on
property, and capital transactions, etc. The state governments can increase tax revenues by covering more population
under the umbrella of direct taxes. Moreover, states can strengthen their administrative set up to increase the non-tax
revenue (Suresh and Khan, 2011, Sethi and Teja, 2015, Mukherjee, 2017).
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ABSTRACT
Developments of cross-border technologies, international trade and economic growth of national states,
shine a light on the important role played by economic considerations. Today, global markets must establish such
associations, which contribute to the integration between national states (Cini Pérez-Solórzan Borragán, 2013). Such
cooperation increases both the economic and military strength of the participating countries and will, most likely,
provide fertile ground for future investment, resulting in a stronger economy both domestically and internationally.
Finally, it is believed that economic cooperation between states reduces the likelihood that they will meet each other
in war or combat situations. (Feldman, 2009; Bijaoui, 2014).
The end result is that such connections are beneficial and lead to many countries around the world creating
economic alliances. Of course, these intentions are not new. Prominent examples of the European Union and the
Pacific Alliance prove the benefits of such alliances (Perry, 2014). Scholars who support the formation of such
partnerships pose the argument that economic ties operate in direct relation to the economic welfare of all parties
with steps that may interfere with ongoing economic activity.
These trends point to a positive direction of economic growth that strengthen the global economy and foster
market competition as an alternative to classic violent conflicts and state confrontations.
Keywords: international trade, free market, economic cooperation’s, post-Soviet countries, economy of the postSoviet countries, realistic approach in political science.
Acknowledgements: The author would like to thank anonymous reviewers for comments received; all remaining
errors are mine.
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INTRODUCTION
In the 20th century, important political and international changes took place in the world, the largest of
which was the collapse of the Soviet Union and the end of the Cold War. The collapse of the Soviet Union ignited
the formation of new collaborations in the post-Soviet arena under the control of newly created republics. These
collaborations were of a different nature with repercussions felt socially, politically and economically. Russia, the
successor to the USSR, designed its foreign policy against this background (Blum, 2019).
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The collapse of the
Soviet Union forced
Russia to settle for only
secondary roles in the
international arena. Its
purpose and interest was
to establish cooperation
between the former
Soviet Union states in
order to strengthen its
economic and geopolitical influences in
response to the Western
bloc's expansion policy
(CSIS, 2017).

Economy of the post-soviet countries GDP per capita 2012

)2012 , City & Country branding (

Russia's location and its abundance of natural resources were instrumental in strengthening its economic
and military powers (Magen, 2012). However, Russia found it difficult to lead global processes due to the
"unipolarity" of the international system in which the United States and its allies shape major processes in the world
while the other countries play secondary roles (Shield, 2012).
Russia recognized that the greatest significance of the countries that once comprised the Soviet Union was
to act as a region wielding its own power and influence. Russia realized that countries previously included in the
USSR have economic potential for cooperation and shared economic and politic interests.
Economy of the post-Post-Soviet Countries GDP 2015
1.
2.
3.
4.
5.
6.

Kazakhstan — 25.367,27
Russia — 25.350,86
Azerbaijan — 18.913,51
Belarus — 18.882,48
Turkmenistan — 15.837,26
Ukraine — 8.493,56

7. Georgia — 8.222,77
8. Armenia — 7.748,05
9. Uzbekistan — 5.963,77
10. Moldova — 5.091,05
11. Kyrgyzstan — 3.581,33
12.Tajikistan—2.830,14
(Krylov, 2018)

Russia's interest was that countries of the Communist bloc would have the potential to restore Russia to its
previous strength. As a result, since the 1990's it has sought to reach economic and social arrangements with these
countries. Despite the inherent suspicion in the region, Russia successfully implemented measures based on culture
and political similarities such as its shared economic and social interests and a common fear from the Western Block
Expansion. As a result, the Black Sea Economic Organization was created (BSEC).
This alliance was formally established on June 25, 1992 but only became operational on May 1, 1999. The
Alliance consisted of 12 countries from across over the Black Sea Region (Albania, Armenia, Azerbaijan, Bulgaria,
Georgia, Greece, Moldova, Romania, Serbia, Russia, Turkey and Ukraine) (BSEC, 2018). Most member states of
the BSEC are former Soviet republics or Cold War allies of Russia which may predict the formation of new blocs or
broad stroke outlines for their creation.
While the purpose of the BSEC alliance was the shared interests-- especially the economic--perhaps
Russian geopolitical interest and pressure lead to such cooperation (Radin, Reach, 2017). The present study
examines the circumstances for the establishment of the organization and the interests of the parties. In addition, this
study will explore the main interests for the Black Sea Economic Alliance establishment in light of the Theory of
Realism related to international relations. The study will analyze the economic and social perceptions of countries
and asks such questions as—"What are Turkey's and Ukraine's interests in establishing the Black Sea Alliance
(BSEC)?" and, for research purposes, Are they expressed in realism theory abroad?"
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THEORETICAL CHAPTER AND STATE OF THE ART
Data collection and analysis using qualitative research methods were employed in the present study,
combining historical literature and documented events, economic and social data and analysis of relevant articles. In
addition, the case study was analyzed with an impetus to pursue results using an approach to international relations
with its main Hobbesian claim – “Homō hominī lupus” or, “man to man is wolf". This realistic approach depicts
inter-state competition to control resources with the goal increase its economic and military power (Carr, 1947;
Waltz 1979; Morgenthau 1970).
Primary components of realism theory:
1. The main player in the international arena is a state and every state is waging a global power struggle;
2. Each state's interests necessarily conflict with each other
3. Power is one of the most obvious tools and expressions of the realistic approach. Therefore, each state
strives to increase its power on the international stage.
The study was based on the concept of the structural approach where the global area is the playing field
where states compete, (Evron, 1995) allowing for the interests of each party, a basic definition of the general
government and a realistic approach. Power is the currency of strength in the Realistic Approach--the ability of A to
cause B and/or C (or other combinations of factors) to do the will of A. Desire is required in order to accomplish this
goal. With this theory, the concept of power relates to economic-material ability, i.e., the ability to instigate activities
in the international arena.
Economic capability includes grants, rewards and boycotts--such forces that may cause the other side to do
the will of the strong and dominant side. The economic side can include natural resources, modes of supply, etc. The
state that has money can use it as an element of power, which can appear as a sanctioning weapon or an economic
benefit (Carr, 1947; Waltz 1979; Morgenthau 1970).
Territory and geographic location are additional factors that influence and strengthen the state. Vast
stretches of territory can be an advantage but depending on time and place may also prove a disadvantage. While
territory provides strategic depth, troop deployment and capability for alertness, a small country will have difficulty
protecting itself. Territory may also contain natural resources such as oil, uranium, water etc. However, vast
territories can be a disadvantage if they are unpopulated (Morgenthau, 1998).
Abstract perception identifies international relations as "the result of circumstances and the desire to bring
about a balance of power while the balance of terror maintains stability" (Zebag, 1997). This perspective also
advocates that rational understanding consider national interests and a distinction between national and international
levels. Shmuel Zebag argues that there are three ways to express power through a realistic approach:
1. Status quo – hold and retain power (for strong states);
2. Increase and strengthen power - does not maintain the status quo. The state wants to grow and accumulate
more power, territory etc;
3. Proof of Power and its Demonstration - target the weaker states that consistently strive to wield their
strength (i.e, terrorist organizations such as Al Qaeda or proxy organizations such as Hezbollah). Weaker
players for the most part employ this method (Zebag, 1997).
Thomas Robinson, a researcher in this field, put forth that "A national interest reflects the bridge to goals
that the state is willing to defend or achieve even at the cost of war”. He posits “as interest becomes more important,
willingness to achieve increases. Not all interests are equal but the more central they are, the more the state will do
to achieve them" (Robinson, 1969).
METHODOLOGY
The present work deals with defining the interests of the Black Sea Region Countries in light of the
Realism Approach in international relations.
The research steps will be based on:
1. The State's location in the region and economic or potential power (natural resources, geographical
location);
2. The State's geopolitical position (belonging to the bloc); economic and military interests of a state.
The study will present empirical data of the researched countries, after it has been examined by the Alliance Review
(BSEC) and each party's interest in the agreement. In the last phase, the research will link geopolitical and economic
interests and analyze the case in the light of Realism Approach.
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Applied Chapter
Russia
Russia adapted to a new reality where it was no longer viewed as a superpower after the collapse of the
Soviet Union (Aldred, Smith, 1999). Its territory was limited to countries that had previously been part of the Soviet
Union and its economic strength experienced a significant decline. As a result, Russia began to reduce its atomic and
ballistic terminal. Its capabilities after the USSR collapse were nowhere near those of the United States. Today,
Russia's defense budget is approximately 15 percent of the US's defense budget. In light of the changing economic
situation, Russia has sought to strengthen relations with neighboring countries in Europe and Asia through the
establishment of cooperative alliances. Initial discussions for the establishment of the Black Sea Organization began
in the early 1990s, preceded by shared economic and geopolitical interests (Litovkin, 2011).
In the international perspective, Russia sees itself as an international superpower and its current weakened
situation as temporary. Russians claim that NATO rule in Eastern Europe is illegal and harm the national interests
and balance of powers in the region (Litovkin, 2011). The situation deteriorated even further with NATO given
recent developments in the Ukraine, the annexation of Crimea and the Donbass conflicts (NATO, 2019).
Russian Economy
Russia is the largest country in the world with substantial natural resources. The Russian economic interest
in the expanse of the Black Sea was crucial to the shipping and supply of oil, natural gas and uranium. Russia
produces about 15 percent of global oil and is the eighth largest supplier of natural gas. (Eni Group, 2016). Its
pipeline system supplies over 40 percent of necessary gas through Nord Stream which transverses Belarus and the
Ukraine (Directorate-General for Energy, 2019).
Gas and oil transport pipelines are two of the main
components of Russia's economic policy. Today, the
main pipeline for natural gas to Europe passes through
the Ukraine. Since most of the energy sources exist
around the Black Sea, the importance of controlling
the area dictates the relationship to those countries and
Russian policy toward them. Russia's goal as an
energy supplier is to maximize its supply. Establishing
a Black Sea cooperatibe zone could increase Russian
control over the transport and supply of its gas and oil
resources.

The world's largest oil producers by geographical regions:

(Eni Group, 2016; DeMace, 2016)

Russia's Attempts to Form an Alliance
Following the independence of post-Soviet republics, Russia, the largest and most influential, became the
declared successor (Blum, 2019). The first phase was an attempt to establish an organization of the 14 independent
republics into a spatial alliance titled CIS (Commonwealth of Independent States). The idea was indeed similar to
the format of a union of independent states. However, three countries--Lithuania, Latvia and Estonia--refused to join
and subsequently joined the European Union and NATO. Other countries, even if they remained members of the
CIS, also joined other foreign organizations, both Eastern and Western (Libman, 2011).
A subsequent attempt to establish an alliance came in the form of GUAM - Organization for Democracy
and Economic Development. This alliance includes Georgia, Ukraine, Azerbaijan and Moldova (GUAM, 2019).
Others have set up as frameworks in order to develop political, economic and security cooperation.
Subsequently, additional alliances were formed--CSTO Joint Security Organization; Central Asia
Cooperation Organization (CACO) and Shanghai Organization (SCO). In all of them Russia participated as an
observer (Libman, 2011).
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Formation of the New Economic Space
Despite advances in the field, Russia's general interest was in formulating an economic space which would
countries that bordered the Black Sea. An important element of such cooperation was the assumption that there is
interdependence between the Black Sea states.
Despite their economic and military weaknesses, Russia's neighboring countries--Kazakhstan, Uzbekistan
and Azerbaijan--weren’t able to conduct independent politics without the cooperation or consideration of Russia's
interests (Eran, 2004). It is arguable that Russia's foreign policy has given specific importance to this entire region
• Towards Ukraine, which is also looking to the West, Russia engages in administering various pressure
levers against it on political, economic and military aspects. (Shiliang, 2011; Klotz, 2017);
• Caucasus--Georgia, Azerbaijan and Armenia. Fearing that the United States intends to hurt its oil and gas
export and transport interests, Russia is determined to neutralize these countries and ethnic groups by
expanding its influence in the region;
• Central Asian countries such as Kazakhstan, Uzbekistan, Turkmenistan, Kyrgyzstan and Tajikistan are
heavily dependent on Russia for their economies and military;
• Latvia, Lithuania and Estonia are pro-western and constitute covert enemies of the Russian regime.
Many of Russia's interests involve relations with Turkey and Iran since they are Russia's neighbors along its
southern border. While they are all working to expand their influence in the region, they are members of NATO
which has the same objective. Russia, on its part, is working hard to maintain its dominant position in this region
(Eran, 2004).
Turkey as Russia’s formidable neighbor is a NATO member which diminishes the potential for
rapprochement between these countries. Historically, Russia has experienced turmoil with Turkey. In the past,
Turkey dominated the Caucasus and Black Sea regions, which throughout history have been annexed by Russia.
Russia and the former Soviet republics speak Turkish dialects, and Pan-Turkish ideas still exist in the area. However,
in recent years there has been a rapprochement between Russia and Turkey based on their common economic
interests.
The volume of trade between Turkey and Russia has increased profoundly. In the period between 1991 to
2018, trade grew from $10 to 25 billion dollars a year, making Russia a major commercial partner of Turkey.
Various cooperative efforts have been carried out in the construction sphere where the total amount of projects that
were built in Russia increased from $2.2 billion in 2015 to $3.9 billion in 2018 (Özel, Uçar, 2019) In addition, a
Russian government program is overseeing the establishment of Turkey's first nuclear reactor.
Economic Trade between Turkey and Russia 1991-2018

In recent years, Russia has adopted assertive behavior, both against the countries of the region and
internationally. First and foremost, this is at the urging of the United States and its allies through the application of
political and economic pressure on Russia (such as the prevention of energy sources) due to conflicts in Georgia and
Ukraine with harm to Russian interests and increased risk factors (Shiliang, 2011; Klotz, 2017).
Russia has grown its economy twice its size since 1990 and four times greater than 2000. But this is a rare
positive figure in a country that lost seven million civilians since 1991, with life expectancy still under 70 and
chronic widespread drug and alcohol problems (city & country branding, 2012). To advance his political strategy in
the early years, Vladimir Putin designed assertive directives and demonstrated power and provocation in Western
countries (as well as post-Soviet countries) aimed to show Russian areas of interests. Recent developments in
Ukraine and Georgia show how its politic works. At the same time, this policy combined efforts to establish
cooperation with the international community as a whole, which, in its view, allowed it to advance its position in the

88

Global Business & Economics Anthology, Volume I, March 2020

international arena (Friedman, 2011).
Turkey
Turkey, Russia's strongest neighbor, has a developing, dynamic
economy with advanced industry and agriculture (Magen, 2012). Turkey
spans across continents--from Greece in the west to Iran in the east
(around 780,000 sq. km). Although only 3 percent of its territory is on the
European continent, most international organizations associate Turkey
with Europe due to its close relations with the EU (Ministry of Economy,
2008).

Population
Mean age
Universities
Graduates per year
Number of Internet
subscriptions

70 million
28.3 years
116
400,000
5 million

Turkish Economy
Since its financial crisis in
Turkey's economic growth vis-à-vis OESD countries
2001, the Turkish economy has
grown at a rate of approx. five
percent yearly. Forecasters predict
this will continue over the next five
years at an annual average rate of
5.5 percent. Turkey is considered the
15th largest economy in the world
with the youngest workforce in
Europe.
Turkey's economy is among
the strongest of developed countries
with
a
large
inter-country
development rate. The Organization
for Economic Co-operation and ) IMF World Economic Outlook April 2012)
Development (OECD) listed Turkey
as the largest growth economy 20112017, averaging 6.7 percent yearly,
the highest rate among OECD
countries.
Population increases plus improvements in education both significantly increased the purchasing power of
Turkish citizens, making Turkey an important destination country for exporters worldwide (Ministry of Economy,
2008).
Turkey's economic and military capabilities, along with its geographical location, have made it into one of
the world's central trading hubs for goods and natural resources. In addition to memberships in the OCED and
NATO, Turkey is also a member of The World Trade Organization (WTO), NATO and the Economic Cooperation of
the Black Sea States (BSEC).
Economic Interests of Turkey in the Black Sea Region
Turkey's economic interests are varied, but its primary focus is its natural resources--oil, gas and metals. Its
central location is advantageous as it serves as the energy supply pipeline to Europe. Two large gas and oil pipelines
from Central Asia to Europe pass through Turkey; therefore, Turkey controls Europe's energy supply. In addition,
Turkey also controls the water supply between Syria, Iraq and Europe.
Relations between Turkey and the Black Sea Economic Cooperation
Turkey's accession to the BSEC, a new political direction at the end of the Cold War, was part of the global
effects of free economy, foreign trade and globalization, which convinced the Turkish government to open up new
markets and economic opportunities for international cooperation with the post-Soviet countries (Cohen, 2001).

Global Business & Economics Anthology, Volume I, March 2020

89

International politics of Turkey are in dispute. On the one hand, it is a member of NATO and desired to join
the EU. However, this move would necessitate painful economic and cultural changes in its domestic politics,
especially vis a vis its Kurdish minority. It appears that the Turkish government preferred to remain a regional power
and not relinquish territory or influence. Instead, its government found new ways to take advantage of its
geopolitical position and to cooperate with its eastern neighbors, e.g. Russia and Iran (Aybak, 2001). In effect, they
enjoy the best of both worlds--manufacturing from the West (US and Europe) and energy resources of the east
(Russia and the other Black Sea countries).
Economic cooperation with the Black Sea Organization BSEC serves Turkish interests and allows it to be
part of the region's economic initiatives by transporting oil and gas to Europe. This is essential in order to strengthen
the country's economic and political profits as well as acquire strong friends at the international level (such as
Russia). This uniquely allows Turkey to use its pipeline for both imports and exports.
Ukraine
Ukraine is a country located in the eastern part of Europe and has borders of approx. 5,600 km with Russia,
Hungary, Romania, Poland and Belarus, with the Russian border being the longest. CIA, 2019). Ukraine is a
binational state with different ethnic minorities mainly Russian and Ukrainian (State Statistics Committee of
Ukraine, 2018).
Ukraine has an unattractive economy and reputation in many international rankings. For example, the
World Bank ranks Ukraine in 169th place out of 187 regarding the ease of doing business. The Wall Street and
Foundation Heritage Journal, ranked Ukraine's economic freedom rating as 1.69, ranking it at 107th place among
139 countries.
Ukraine's economy remains weak, lacking much-needed structural reforms. While authorities committed to
the IMF to implement unpopular measures (i.e, rooting out corruption and improving investment climate), economic
analysts note the absence of any significant change in this field. In addition, there is increased administrative
pressure on businesses by foreign investors, delays in VAT returns and customs delays for imported goods (World
Bank, 2019).
Ukraine is under continuous risk of high energy consumption and low energy efficiency, making it sensitive
to imported natural gas and its prices. The country consumes approximately – 7 percent of total global natural gas
consumption and is ranked 0 - 3 in country energy consumption (Ministry of Economy, 2012).
During the Post-Cold War period, Ukraine attained the dubious honor of holding the most strategic position
among Black Sea countries. As the buffer zone between Russia and Europe, Ukraine has great importance for both.
Ukraine is a geostatic player in the Black Sea region taking into account its young, educated population and heavy
industrial infrastructure. In addition, Ukraine's rich raw material reserves offer a wide range of opportunities.
Ukraine’s economy has returned to growth after 2014-2015. The conflicts with Russia almost brought the
country's economy to collapse, but the recent years have shown improvement. After 2.5 percent growth in 2017, real
GDP picked up to 3.1 percent. Real GDP growth for all of 2018 is now forecasted at around 3.3 percent. The
situation in the labor market has recently improved. The survey-based unemployment rate fell to 8.3 percent in the
second quarter of 2018 from 9.1 percent a year before (EUROPEAN COMMISSION, 2018). For Ukraine, joining
the EU is an asset in terms of its standing in the BSEC.
Caucasus Countries
Azerbaijan
Azerbaijan with its oil sales revenues might be regarded as the country with the highest development and
economic growth in the post-Soviet space. Moreover, it is only post-Soviet country characterized by population
growth.
In foreign policy, Azerbaijan strives to maintain a balance between its relations with Russia and the West. It
does not want to be a Russian satellite, but it is clear to the government that they must cooperate with Russia, due to
likelihood of repercussions from its Western neighbor (Gauin, Murinson 2014).
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Armenia and Georgia
These two countries experienced economic growth during the 2000's, but due to the global recession in
2008-2009, their economic development declined. The border disputes in the Nagornoy Karbah area between
Azerbaijan Armenia and conflict in Abkhazia and South Ossetia took its political and economic prices, to Armenia
and Georgia as well. Also, the South Ossetian conflict in Georgia brought war with Russia (Georgia and Russia,
2008).
Georgia has direct access to the Black Sea resulting in Tbilisi playing an important role in balancing the
Black Sea region. Georgia is purported to be an energy coordinator with Western industry. In order to advance its
economic benefits, it is vital for Georgia to work with the Black Sea Organization. In addition, being a member of
the BSEC allows it to promote contacts with Turkey, a NATO member ito exert pressure on Russia in the event of
conflict. Conversely, Armenian economics suffers the highest levels of unemployment from all 15 of the post-Soviet
countries. On a positive note, there have been slight movements towards democracy, life expectancy has risen
sharply and infant mortality has dropped significantly.
Oil as an Economic Interest in Establishing BSEC
All of the Black Sea Economic Cooperation countries either directly or indirectly have connections to oil-"Black Gold"--either in production or transportation. Oil exports are a source of income that provides these countries
with economic power, growth in GDP, international reinforcement and military strength.
Economic power from selling or transferring oil and natural gas helps these countries to become less
dependent on the goodwill of others. Moreover, it promotes new industries, develops infrastructure and
transportation, creates employment diversity etc. In addition, natural gas and oil give countries political power and
bargaining strength to achieve goals on the international level.
Black Sea Organization BSEC
On March 10, 1994, the Permanent International Secretariat of the Organization was established in
Istanbul. An agreement (treaty) of cooperation was adopted by BSEC institutions on May 1, 1999. The agreement
between the BSEC and the Government of Turkey was signed on April 27, 2000. Twelve countries joined the Black
Sea Alliance Cooperation (BSEC, 2018). The organization is managed by the ministers of foreign affairs of BSEC
member states (MFA of Republic Armenia, 2017).
Regular meetings are held twice yearly - May to June and November to December. To discuss specific
cases, they can convene special or informal meetings of the Council. A chairman for the Council is appointed by of
the BSEC on a rotating basis and is regulated by the chairman of the initiative itself. The chairman's term is for a
period of six months, from January 1st to July 1st. The BSEC senior committee manages the Council of Foreign
Affairs and assumes appropriate roles and responsibilities for implementing the organization's activities. It is
recognized as an international organization with the status of observers (BSEC, 2018).
Objectives of the organization
The organization's goals are activities to maintain stability and economic cooperation in the Black Sea
region. The Black Sea Region countries have a population of nearly 350 million and the region is one of the major
transition points of oil and natural gas. The total trading in the region is about $300 billion yearly (MFA of
Republica Armenia, 2017; BSEC, 2018). As stated in the organization's by-laws, the organization's top priority is
contributing to the development and welfare of its member states (BSEC, 2018).
The terms of joining BSEC
Originally, a territorial requirement of sharing a common border with the Black Sea was a condition for
joining the organization. However, in recent years the organization appeared to allow all interested countries to join
the alliance. Nowadays, the only criterion that is significant is approval from BSEC member states (Eighth Meeting
resolution, October 25, 1996).
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BSEC agreements and activities
•
•
•
•
•

"Agreement on Emergency Assistance Cooperation and Emergency Response to Natural and
Manufacturing Disasters" from April 15, 1998 (additional protocol to this agreement was adopted in Kiev
on October 2005).
"Participating in Cooperation in Fighting Crime, particularly in Its Organized Forms" adopted in October 2,
1998.
"Adoption Agreement" signed in Kiev (Ukraine) in March 2002.
"Combating Terrorism in Athens" adopted on December 3, 2004.
"Simplifying Visa Procedures for Professional Truck Driver Citizens of BSEC" and "Simplifying Visa
Procedures for Business People Citizens of BSEC " sighed in Tirana on October 23, 2008.
Areas of cooperation, trade and economic development

"Working Paper on Priorities for Future Activities of the Trade and Economic Development Working
Group" (March 2012) includes various objectives such as:
1. Ways of development and facilitation of regional trade and investment;
2. Development capacity building, human resources, private sector building and integration mechanisms;
3. Cooperation with the EU and other governmental and non-governmental organizations. The group
discussed clustering and, in particular, a proposal to launch a BSEC projects designed to implement one of
the specific recommendations included in the "BSEC Economic Agenda: Towards an Enhanced BSEC
Partnership", namely: "Recommendation to create BSEC networks of companies in BSEC interested
countries to promote inter-regional trade and investment". In this context, the Working Group welcomed
the involvement of the Black Sea trade program;
4. Black Sea Investment Plan in Industry (BSEC, 2018) (Sofia Declaration, 2010).
In April 2013, as an improvement to the "Working Paper on Priorities for Future Activities of the Trade and
Economic Development Working Group", the organization examined issues of “Implementation of the BSEC
Economic Agenda", which included enhanced cooperation within the following priority areas: The First is to
identify constraints affecting the expansion of inter-regional trade, and in particular the policy barriers that
organizations must overcome. The second is an assistance in visa procedures for business people of BSEC Member
States, in accordance with national legislation of each Member State and the ability to recommend the creation of
BSEC networks in the Member States interested in BSEC.
The project proposal paper, which will be carried out in the priority areas mentioned above, is detailed by
BSEC permits and includes the following project proposals: The First is creation of BSEC networks in interested
Member States aimed at promoting trade and inter-organizational investment of BSEC Chambers of Commerce and
other BSEC business organizations; The second is, developing mechanisms for lowering trade barriers that are
unfamiliar with the BSEC area and establishing an aid and investment mechanism for the BSEC area.
In December 2015, Member States agreed on the following priorities for the new medium-term 2016-2018
trade-assisted cooperation that included: e-commerce cooperation; Collaboration in Sharp Projects Implementation:
SME Trade and Economic Cooperation, Development of Women and Young Entrepreneurs.
Information exchange in the organization and standardization
A group of expert traders was formed as one of the organization's cutting-edge projects. This expert group
conducts brainstorming practices on a variety of topics such as trade regimes, customs issues, information exchange
mechanisms and the adoption of concrete recommendations. In 2016, two important events occurred--e-commerce
seminars and providing a single code for trade assistance.
Set by one of the objectives of the BSEC economic agenda, BSEC member states attach importance to the
issue of exchanging relevant information on trade and economic development. In October 2013, the BSEC
Coordinating Center for Statistical and Economic Information Exchange outlined a questionnaire about the type of
statistics that may be exchanged through the center.
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Transport Cooperation
Assistance in transporting goods by land in the area includes coordinated development of highways in the
Black Sea region and the agreement to simplify visa procedures for professional truckers and citizens (BSEC 2002).
The BSEC document on "The Way Forward to an Action Plan on the Economic Agenda for the BSEC Partnership”
was implemented with the aim to continue implementing the BSEC transport projects.
In September 2015, the Group completed the following collaboration for a program that included:
promotion of sustainable transport systems, road safety improvements, public-private partnerships and in
cooperation with regional and international organizations, modern and competitive development of Black Sea cruise
lines and universal transition license project in BSEC countries.
Energy cooperation
This is a working group which deals with energy issues, refuting the possibility of establishing an
integrated energy market in the BSEC area. This group also deals with the challenges of developing electricity
connections between BSEC Member States to explore and extract hydrocarbon sources from the Black Sea to other
regions.
In addition to these goals, there are plans to establish a regional energy market, one of the initiatives set in
2010, as a green energy development mission. The project aims to create a network of collaboration between
national administrative bodies in an effort to establish renewable energy possibilities and green sources of energy. In
December 2014, the task team’s assignment was transferred to the working group (Sofia Declaration, 2010).
Advancement in the energy sector is also being undertaken on the issue of improving the development of gas
infrastructure.
Information and Communication Technologies
The main statement regarding the item was adopted by the Ministers for Science and Technology in 2007
which included a roadmap for technological and communication cooperation. This program was implemented as
part of the General Action Group that includes human resources collaboration, infrastructure building, research,
innovation, and synergy of multilateral forces.
In 2010, the member ministers adopted a declaration for strengthening regional cooperation in the fields of
scientific research and technological development as a major driving force for sustainable dynamic growth and
prosperity for the region. The result was cooperation with the US government. Further plans in this field includes
collaboration with the EU and other international organizations. These issues are implemented under the FP-7
program.
Member States are exploring possible ways of collaborating on science and technology between BSEC and
UNESCO, as well as the practical involvement of young scientists in its research. There was a proposal for the
possibility of establishing a special fund for young scientists.
Cooperation in Banking & Finance Systems
Cooperation in areas of banking and finance mainly includes information and experience sharing, focusing
on the impact of economic and financial crises.
On November 2012, as part of this collaboration, a proposal was put forth to turn the forum into a regular
event sponsored by BSEC with the main task to discuss tax evasion issues in BSEC member countries. An
additional proposal was agreed upon in December 2012, to establish the BSEC mechanism to combat fiscal evasion,
with the cooperation of OECD's commitment.
Organization budget
Most of the work of the relevant groups focuses on the specific responsibilities of formulating a BSEC
budget on the basis of sustainability, transparency and project direction. This coordination takes place in
collaboration with the Secretariat in coordinating financial transactions and savings transfers, extending amendments
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to legal papers on financial and regulatory responsibility. Russian Federation covers approximately 60 percent of the
BSEC budget (Manoli, 2007).
Results of economic activity
Improvements to the Black Sea Business Area (BSEC) lowered the risk of measurements. In addition, there
was a positive trend in foreign direct investment to the region. After earning only $8 billion dollars in 2000, by 2006
it reached $83 billion dollars while In 2009 the amounts reached more than $131 billion dollars. The highest annual
jump in revenue was also recorded in the years to come (Faruk, Veganzones, Baykal, 2011; Manoli, 2007).
In addition, cooperation in the organization beyond the increase of institutional revenue, also saw
significant decreasing in the corruption ranking, increasing the quality of the law and order of the organization.
These developments are likely to spur additional investment growth and integration in the future of an organization
with the EU.
The economic results show that investment in BSEC countries can increase by 0.58 percent per year.
Economic Power of the Organization
The Black Sea Organization carries out trade
operations among countries and increases the amount of
goods and services flow among them (BSEC BANK, 2016).
According to data from 2013, the size of imports among
current BSEC countries reached $935 million dollars and
exports of $880 million dollars a year (BSEC BANK, 2016).
The total "turnover" between states reached about $1.8
billion dollars in the same year. The agenda of the group's
activities covers the issue of trade guidance between BSEC
member states. Yearly, a report on this issue is published on
behalf of the organization.

(Faruk Aysan, Ange Veganzones, Baykal, 2011)

DISCUSSION
Economic incentives and interests that countries have, can form a productive basis for dialogue and peace
(Bar-Natan, 2006; Feldman, 2009). It can be argued using various different theories and approaches, that economic
interests are fundamental to a country's' aspirations to increase its power. Such directions reinforce the theory that
the individual country's national goals are to increase power in the anarchic international arena. This area is ruled by
economic and politic will (Robinson, 1969; Faruk Aysan, Ange Veganzones, Baykal, 2011).
Economic benefits that come through economic cooperation promote both economic and political
advantages. Economic alliances actually achieve three main objectives:
1. An economic cooperation strengthens state ability to influence international politics;
2. Economic cooperation strengthens the military power of a state due to a large income that allows it;
3. They reduce hostility between alliance partners as a result of a common economic interest;
4. It is that economic alliances strengthen national states in their capacity to influence and their weight at the
international level (Evron, 1995).
5. It could be argued, that the establishment of a BSEC organization had dealt with different kinds of
objectives.
6. Prominent geopolitical interests of the post-communist bloc countries that want to strengthen their power;
1. The desire of the post-communist bloc states to compete with the Western blocks on economic issues,
especially after the EU economic increase. (Sofia Declaration, 2010);
2. Globalization issues and free trade;
3. Issues of power consolidation for the transfer and supply of oil and gas.
The study indicated that the two major gas and oil producers are Russia and Azerbaijan (Eni Group, 2016;
DeMace, 2016). The pipelines of oil and gas pass through: Turkey, Ukraine and Georgia. Therefore, it is important
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to understand that the BSEC's interests are at the central point of the cooperation on gas and oil production and
transfer mechanisms (BSEC, 2001; Trading Economics, 2018; Ministry of Economy, 2012; Aybak, 2001; Ministry
of Economy, 2008; IMF World Economic Outlook April 2012; BSEC, 2018). In addition to these group goals, every
national state has interests that strive to strengthen its power through economic and political cooperation
(Morgenthau, 1998; Evron, 1995).
Russia, after the collapse of the USSR, sought to retain its power, and aimed to compete with the more
powerful, economically and militarily, Western powers. Russia's interest, as reflected by President Putin's speeches,
is based on the perception of the world order throughout history. It does not accept the collapse of Russia as an
economic and political empire and seeks to change the existing status quo between Russian and the West. Russia
tries to avoid the expansion of the EU and NATO in its sphere of influence in East Europe and Balkans (Friedman,
2011; Shiliang, 2011; Eran, 2004; Litovkin , 2011). It should also be noted that Russia has not renounced its
imperialist aspirations to preserve its influence in the area that previously belonged to it in form of the USSR states,
i.e. Russia's sphere of influence.
Therefore, it has performed a reintegration of the post-Soviet space through a series of political, security
and economic alliances such as the Independent Alliance, the Customs Union, Euro-Asian Economic Alliance,
Alliance for Security Collectively, Russia-Belarus Super-Alliance, BSEC and others. All these treaties and
agreements serve Russian interest for the advancement of its interests in the region (Kuzio, 2008; Har-Zvi, 2016). It
is easy to form a straight line that connects these groups of economic, geopolitical, and strategic interests which
brought Russia to work for the creation of the Black Sea Organization (BSEC).
Turkey, a country with a strong and developed industry, would like to cooperate with Russia and countries
in the Black Sea region out of economic and political benefits. Turkey's geographic location allows it to play a major
role in transfer of oil and gas (IMF World Economic Outlook April 2012; Ministry of Economy, 2008; Zebag, 1997).
More so, such policies will empower Turkey against the Western Bloc, and could allow them to "play on both sides"
– On the one hand, enjoying the support and cooperation with the EU and US and on the other, receiving economic
benefits through cooperation with the Eastern Block (Russia and Post-Soviet countries) (Aybak, 2001).
Economic interests of Ukraine's association to BSEC was due to economic and political reasons. First, the
Ukrainian government received economic benefits from Russia in exchange for natural gas transit to Europe.
Second, Russia maintains economic and political pressure on Ukraine to weaken its abilities to develop. It will be
interesting to see if this pressure continues over the coming years. (Ministry of Economy, 2012; Trading Economics,
2018).
Caucasus States have a common interest with Russia and Ukraine on the issue of oil recovery to Europe. It
can also be said that the Caucasus states were hostages of the Russian government that controlled the oil and gas
supply infrastructure and feared Russia's military intervention (Gauin, Murinson 2014).
Examining and analyzing these interests by national countries in light of the realistic approach in
international relations can be indicated by three major issues:
1. The Power Issue - According to Evron, power is a key to understand politics. The realist approach deals
with interests that press for unification and cooperation on the international area. It can be seen that
stronger states, such as Russia and Turkey, cause weaker states such as Georgia and Ukraine to surrender to
their will as well as their interests (Economically; Evron, 1995).
2. Nation State remains a main player: States are units of interest in the international area and as main players,
they struggle for power. According to Hans Morgenthau’s view, the strength of state depends on its physical
size and the resources it controls. The current study shows that the BSEC Alliance is based on these issues.
The most influential countries are Russia and Turkey, both having an strategic geographical location,
population mass and natural resources (Morgenthau, 1998).
3. Another goal in establishing an alliance is a desire to bring balance between competing States against
Western states (Zebag, 1997).
The interests of each state for establishing the Black Sea Economic Cooperation can be seen from different
levels of analysis; the state, the sub-regional and the system levels. At the state level, there are recognizable efforts
of each state to satisfy its interests. In addition, the strong states (Russia and Turkey) have exerted pressure in some
way on weaker countries (economic and political) for their cooperation. On this issue we can see the expression of
power - the more powerful state applies more pressure. At a sub-regional level, and a global level of analysis,
Russia's claim to be a major player in the Black Sea region forces it to increase its influence there. At the level of the
international analysis system, Russia's aspirations can be identified as a desire to "restore" or re-create its
competition with the Western economies as a Super Power through the creation of the BSEC economic alliance.
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From a general view, the BSEC operates in broad economic and social spheres, trying to create economic
and social cooperation and embracing many areas: health, energy, transport and migration. It is therefore
recognizable that this organization takes the EU model and wants to create both economic and social cooperation
and perhaps a common organizational concept among the member states.
Critique of the realistic perception in light of the case under consideration
It can be seen that despite the full match between the realist theories, there are aspects that do not fit into
the overall picture (Zebag, 1997; Morgenthau, 1998; Evron, 1995)
1. The concept of interests: that states' interests necessarily conflict with one another; interests among the
Black Sea states can actually be seen as intertwining.
2. Powerful states want the status-quo, but we can see the example of Russia, which aims to increase its
power and not maintain the current status.
3. Economic cooperation may avoid further conflicts: After the establishment of the BSEC, several conflicts
did occur in the region: Russian-Georgian war in 2008, the Russian-Ukrainian conflict and annexation of
Crimea in 2014, can all be seen as an anti-thesis to such claim.
RECOMMENDATIONS
Globalization and global competition sometimes dictate domestic and foreign government politics. Those
perceptions bring many benefits such as standardization, production efficiency, mobility of goods and people.
However, globalization may also lead to the weakening of the workers and their rights, to impair sociocommunity structure, which in itself can weaken cultural identification and empowerment of public society and a
state. Without values of local community, it would not be possible to build a strong democratic civil society. The
field of globalization may set new test points where governments need to focus on the individuals and the
community needs. Such reasons should reinforce points of public policy on strengthening local and cultural
communities. National and multinational states should give to its communities social and cultural security.
Therefore, it is imperative for governments to provide a significant package of social rights in order to protect its
citizens by offering them a choice between economic freedom on the one hand and protection of a group or
nationality on the other.
SUMMARY
Since the beginning of the 21st century, Russia's foreign policy was to remain an influential international
player in the global arena. During this period, Russia changed its tactic in the international arena in a way that raised
many questions. This concept expressed itself through a dramatic turn toward political activism which challenged
the existing world order and established new diplomatic ties instead of joining the West.
Russia's interests in the Black Sea region are linked to a strategic view of Russia as a successor to the
USSR. The current study indicated that Russia has many interests in the region, both economic and strategic. For the
sake of advancing these goals, it exerted economic and military pressure on its neighboring countries. The
establishment of BSEC, reflects these interests well, both for Russia and the Black Sea countries. Russia's national
interest is strengthening its economic power (gas supply and transport).
The Turkish economic and geopolitical interests are also noticeable in this alliance, Moreover such
cooperation allows Turkey to play in both the Western and Eastern arenas. As seen from the events of 2014, the
Ukraine depends heavily on Russian policy and influence and has failed in its attempts to free itself from Russia's
grip on its political systems.
In conclusion, it is possible to look at economic and security interests as motivating to the Black Sea
countries to form an economic and social cooperative alliance. The desire of the states is clear - to establish regional
power that can compete with the West, with each country striving to realize its best interests and potential in
accordance with its ability to influence and maneuver. The purpose of each country in this alliance is to strengthen
its power with the goal of becoming a more important player at both regional and international levels.
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