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Welcome

Bienvenidos

Letter from the Editor

Welcome to Hawaii

On behalf of the Staff and the IBFR, I welcome you to Hawaii and the 2010 Global
Conference on Business and Finance. We hope you have a productive conference and
enjoy your time in Hawaii. If we can be of any assistance to you during your time in
Hawaii please do not hesitate to contact us.

We all know that college professors must balance their teaching, research, and service
obligations. Finding the right forum to share and obtain feedback on our research, new
teaching techniques, and innovative administrative processes can be challenging at
times. The Institute for Business and Finance Research was created to facilitate your
work by providing an environment conducive to knowledge and experience sharing. We
encourage the academic community to come and share their work at our conferences and
Journals. We welcome articles which are of interest to scholars and practitioners in all
fields of business, economics and related fields.

The 2010 Costa Rica GCBF represents a long term commitment to bring individuals
from around the world together to share their ideas and promote research on business
and finance. The response to the conference has been outstanding. We wish to thank you
for selecting the GCBF as your research outlet. We also wish to thank the many people
that have contributed to making the conference a success. We are delighted to report
that the conference is truly a global conference. We have participants from all corners
of the globe at this academic conference. These individuals come from a variety of high
quality institutions and will present work on a broad mix of academic issues.

We are proud to announce two upcoming conferences. Our nineth conference will be
held in San Jose, Costa Rica, May 25-28, 2010. Our tenth conference will be held in Las
Vegas, Nevada, January 2-5, 2011 at the newly renovated Flamingo Hotel. We hope that
you are able to join us at these events.

We hope you take the time to enjoy the hotel facilities as well as to take in The Big
Island and the surrounding countryside. Hawaii is a wonderful destination with much
to offer. We recognize that in addition to presenting research and participating in the
conference activities, it is also important to relax and rejuvenate yourself. Have some
fun! You deserve it! We hope that you will go home refreshed and with a sense of
accomplishment.

Warmest Regards,

Mencedes Galbent

Conference Chair



Welcome

Bienvenidos

Carta del Editor

Bienvenidos a Hawaii

El Instituto y su personal les da la bienvenidos a Kailua-Kona, Hawaii y al 2010
Global Conference on Business and Finance. Esperamos que su participacion sea
productiva y que disfruten Hawaii.

Todo profesor de educacion superior debe encontrar un balance entre su rol
como educador, investigador y como servidor a su comunidad y su universidad.
Encontrar un foro donde podamos compartir y obtener retroalimentacion sobre
nuestra investigacion, nuevas técnicas de educacion, procesos administrativos
innovadores es retador. El Institute for Business and Finance Research (IBFR) fue
creado para facilitar el trabajo del profesional en educacion superior, profesional
del sector publicos y profesional del sector privado al crear una plataforma global
conducente al enriquecimiento de nuestro conocimiento a través de:

1. La exposicion de trabajos investigativos en todas las areas académicas de las
ciencias administrativas, ciencias econdmicas, financieras, etc.;

2. La exploracion de nuevos avances tecnologicos, tedricos, pedagogicos;

3. El intercambio de conocimiento en una plataforma verdaderamente global.

El Congreso 2010 GCBF representa un compromiso a larga plazo para unir a
nuestros colegas de todos los continentes en nuestros congresos y compartir
nuestras ideas, investigacion y cultura en una plataforma bilingiie. Deseamos
agradecer su participar, la cual hace realidad nuestro objetivos; el realizar un
Congreso realmente Global con participacion de educadores y profesionales de
todos partes del mundo.

Con gran alegria anunciamos nuestros proximos Congresos en San Jose, Costa
Rica, 25-28 de Mayo de 2010. Nuestra congreso de Estados Unidos se realizara
en Las Vegas, Nevada del 2 al 5 de enero de 2011 en el Hotel Flamingo Las Vegas.
Sera un placer el contar con su participacion nuevamente.

Deseamos que disfruten su estancia en el Hotel y que tengan la oportunidad
de explorar Hawaii. Sabemos que ademéas de exponer sus trabajos, es también
importante tomar tiempo para relajarse, rejuvenecerse y conocer sobre otras
culturas, tradiciones, etc. Esperamos que al regresar a sus hogares e instituciones
se sientan rejuvenecidos y satisfechos con sus alcances y aprendizaje durante el
Congreso.

Estamos para asistir durante el congreso y el futuro.

Saludos Cordiales,

Mencedes Jalbent

Conference Chair
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CONVERTIBLE BOND DESIGN AND LONG-RUN
OPERATING PERFORMANCE

Devrim Yaman, Western Michigan University

ABSTRACT

In this paper, we examine the influence of bond design on the long-run operating performance of
convertible bond issuers and the determinants of this performance. We classify bonds as equity-like and
debt-like according to their probability of conversion at the time of the issue. Our measure of long-run
operating performance is the pre-tax cash flows of the firm. We find that in the three years before the
offering equity-like convertibles have better performance than debt-like convertibles while the
performance in the three years after the offering is similar for the two groups of firms. We also find that
the factors that determine the long-run operating performance of equity-like and debt-like offerings are
different. For example, the rating of the bond issued has a more positive influence on the performance of
equity-like issues compared to debt-like issues. The level of information asymmetry, on the other hand,
has a more negative influence on the performance of equity-like issues. Our study contributes to the
literature by incorporating convertible bond design into the study of the long-run operating performance
of these bonds.

INTRODUCTION

Several studies examine the long-run operating performance of convertible bond issues. Typically, these
studies find the average performance of all the convertible bonds in their sample. The underlying
assumption of this approach is that the performance of convertible bonds does not change according to
how firms design the bonds. However, Lewis, Rogalski, and Seward (1999) show that firms can design
convertible bonds to be more equity-like or debt-like. In fact, Lewis et al. (2003) and Abhyankar and Ho
(2006) find that the stock performance of convertible bonds is significantly different for equity-like and
debt-like convertibles. In this study, we analyze whether convertible bond design affects the operating
performance of the issuers as well. We specifically test whether the long-run operating performance is
different for equity-like and debt-like convertibles. We also test whether the factors that affect the long-
run operating performance of convertible bonds have different influences for equity-like and debt-like
convertibles.

As in Lewis et al. (1999), we measure the design of the bonds with the risk-neutralized probability that
the bond will be converted into equity. We define equity-like convertibles as those issues with the
probability conversion higher than the sample median while issues with this probability below the sample
median are classified as debt-like convertibles. We measure long-run operating performance with the
pre-tax cash flows standardized by the total assets of the firm. As an additional proxy, we use the
industry-adjusted version of this measure where we deduct the industry median from the cash flows of the
firm.

Our sample consists of 186 convertible bond offerings made by industrial firms. We find that the
operating performance of equity-like convertibles is better than the performance of debt-like convertibles
in the three-years before the offering. This finding is consistent with the argument of Myers and Majluf
(1984) that riskier securities are more likely to be overvalued at the offering than less-risky securities.
The performance is similar for equity-like and debt-like convertible issuers in the three years following
the issue. We also find that the factors that determine the long-run operating performance are different
for these two groups. For example, the riskiness of the bond has a more positive influence on the
performance of equity-like convertible bond issuers compared to the issuers of debt-like convertibles.
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Similarly, the level of information asymmetry about the firm’s future prospects has more negative
influence on the performance of equity-like convertible bond issuers.

HYPOTHESES

In this section we develop the hypotheses we test in our paper. First, we present the hypotheses on the
long-run operating performance of equity-like and debt-like convertible issuers. Next, we present our
hypotheses related to the influence of convertible bond design on the relationship between issue- and

firm-specific factors and the long-run operating performance of convertible bond issuers.

Long-run Operating Performance of Equity-like and Debt-like Convertible Bonds

Myers and Majluf (1984) argue that riskier securities are more likely to be overvalued at the offering than
less-risky securities. Hence, since equity is a more risky security than debt, the pre-issue operating
performance of equity issuers should be better than the operating performance of debt issuers. Similarly,
since equity-like convertibles have more equity characteristics we would expect these bonds to have
better operating performance than debt-like convertibles during the period before the offering.

The argument of Myers and Majluf (1984) also suggest that following the offering the superior
performance of equity issuers should be reversed and the performance of equity issuers should be worse
than the performance of debt issuers. Consistent with this argument Bae et al. (2002) show that equity
issuers have negative long-run returns while straight bondholders have insignificant returns. Contrary to
this finding, Hansen and Crutchley (1990) and McLaughlin et al. (1998b) show that both straight bonds
issuers and equity issuers have negative long-run operating performance. This finding suggests that the
performance of equity-like and debt-like convertible bond issuers could have similar performances in the
long run.

Determinants of Long-term Operating Performance of Equity-like and Debt-like Convertible Bonds

Prior literature shows that several firm and issue-related factors affect the long-run operating performance
of convertible bond issuers. However, studies suggest that the design of convertibles could affect the
extent of the influences of these variables since the design of the bonds determine whether the bonds
behave more like equity or debt. Therefore, in our analysis of issue- and firm-specific factors, we include
interactions with the convertible bond design.

Issue size: Miller and Rock (1985) suggest unexpected financing signals a decrease in future cash flows.
Hence, the amount of capital raised should have a negative effect on the long-run operating performance
since higher amounts of financing indicates that the firm will lower future cash flows. In Myers and
Majluf (1984) overvaluation is higher for riskier securities. Hence, when firms issue equity-like
convertibles (a riskier security) as opposed to debt-like convertibles, higher amounts of financing should
result in even lower future performance.

Leverage and bond risk: Stein (1992) argues that convertible bondholders have lower credit quality and
higher amounts of debt indicating that firms that are of better quality than what their rating and leverage
imply have to issue convertible bonds rather than straight bonds. Hence, to the extent that convertible
bond issues with low bond rating and high leverage are good quality, operating performance should be
negatively related to bond rating and positively related to leverage. We would expect this relation to be
more pronounced for debt-like convertibles since it is likely that firms that cannot issue straight bonds
design the convertibles to be more like straight bonds. In a similar vein, for equity-like convertibles
operating performance should be less negatively (i.e. more positively) related to rating and less positively
(i.e. more negatively) related to leverage.
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Growth opportunities: McLaughlin et al. (1998b) indicate that firms with better growth opportunities may
choose to issue convertible bonds instead of straight bonds when they have higher expected costs of
financial distress and information asymmetry. These firms can obtain financing with lower yields since
the option to convert these securities into equity makes convertibles attractive to investors. Hence,
convertible bond issues with high growth opportunities at the time of issue will have better operating
performance in the long-run. Convertible bond issuers that wished to issue straight debt if they did not
have the financial distress and information asymmetry problems will design the issue to be debt-like.
Therefore, the relation between operating performance and growth opportunities will be more positive for
debt-like convertibles and less positive for equity-like convertibles.

Information asymmetry: McLaughlin et al. (1998b) find that debt and equity issuers with higher
information asymmetry have higher declines in operating performance following the security issue and
the decline for equity-issuers is higher. Hence, information asymmetry should have negative influence on
operating performance and the influence should be more negative for equity-like convertibles.

Investments: McLaughlin et al. (1998a) argue that firms that make investments that increase firm value
should have better operating performance. Since these investments are important for both equity-like and
debt-like convertibles, we expect both groups of firms to have a positive relation between investments and
operating performance and do not expect a significant difference in the relation of this variable with
operating performance of the two groups.

Announcement Returns: Bae et al. (2002) argue that the market can predict the long-run operating
performance of security issuers when the security issue is announced, before the actual bond issuance.
This argument suggests that announcement returns should be positively related to operating performance.
We do not expect this variable to have a significantly different relation with the operating performance of
equity-like and debt-like convertible bond issuers.

EMPIRICAL ANALYSIS

Measures of Convertible Bond Design and Operating Performance

In order to compare the long-run operating performance of equity-like and debt-like convertible issuers,
we divide our sample into equity-like and debt-like convertibles using the probability of conversion
measure in Lewis et al. (1999). In Lewis et al. probability of conversion is defined as the risk-neutralized
probability that the bond will be converted into equity. Hull (1999) indicates that N(d, ) in the option
pricing equation is the cumulative probability under the standard normal distribution and represents the
probability that the option will be exercised in a risk-neutral world. We estimate d, using the equation

_In(S/X) + (r-div-c7/2)T

1
oIT (D

In this equation S is the issue date stock price, X is the conversion price, 7 is the risk-free rate calculated
as the continuously compounded annual yield on 10-year T-bonds in the issue month, div is the
continuously compounded dividend yield during the fiscal year preceding the issue date, o is the
standard deviation of the continuously compounded equity return estimated over the period 240 to 40
trading days prior to the issue date, and T is the number of years until maturity. We define issues with
probability of conversion higher than the sample median as equity-like convertibles and issues with
probability of conversion lower than the sample median as debt-like convertibles.

d,
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As in McLaughlin et al. (1998a), Alderson and Berker (2000), Lewis et al. (2001), and Hertzel, Lemmon,
and Rees (2002) we measure of operating performance as the pre-tax operating cash flows defined as the
operating income before depreciation and amortization (Compustat item 13) adjusted by the book value of
total assets (Compustat item 6). Pre-tax operating cash flow is a better measure of operating performance
than earnings for two reasons. First, items such as income taxes, interest expense, and special items are
included in earnings and these items obscure operating performance (McLaughlin et al. (1998a)).
Second, this measure is a pre-tax measure and therefore is not affected by the changes in the firms’ capital
structure and tax status. Hence, pre-tax operating cash flow shows the economic benefits generated by
the firm (Barber and Lyon (1996)). In order to be able to compare the cash flows through time and across
firms, we scale this measure with total assets.

We also use the abnormal operating performance of the firm measured by the industry adjusted
performance since Barber and Lyon (1996) state that measuring operating performance as the firm’s
performance relative to the industry leads to well specified and powerful models. We define industry
adjusted cash flow as the firm’s pre-tax operating cash flow divided by total assets minus the median of
this ratio for all firms in Compustat with the same two-digit SIC code. We examine the operating
performance over a seven year period around the offer year (years -3 to +3). In a separate analysis, we
study the pre-and post-issue changes in operating performance relative to year -1.

Data and Results

Our sample consists of completed convertible bond issues made between 1992 and 2004 in US markets
by industrial firms. D’Mello, Tawatnuntachai, and Yaman (2003) classifies firms with two-digit SIC
codes of 49 as utilities, those with one-digit SIC code of 6 as financial institutions, and all other firms
with valid SIC codes as industrial firms. We follow this classification to define industrial firms. We
obtain our initial sample of convertible bond issues from the Securities Data Corporation (SDC) database
of Thomson Financial. All of our sample firms have balance sheet and income statement data in
Compustat and common stock and price data in CRSP.

Table 1: Pre-issue Operating Performance

Lo . Difference
. . Equity-like Debt-like I

Variables All Convertibles Convertibles Convertibles Equlty-llilllz:- Debt-

. 0.0910° 0.1279* 0.0549° 0.0033°
Raw Operating Performance (-3) ©.1111%) (0.1285%) (0.1044%) (0.0329")

. 0.0960° 0.1372* 0.0548° 0.0075°
Raw Operating Performance (-2) (0.1120%) (0.1327%) (0.0907%) (0.0052°)

. 0.1029° 0.1322* 0.0735* 0.0008°
Raw Operating Performance (-1) (0.1113% (0.13237% (0.0956° (0.0025%
Industry-adjusted Operating -0.0677°¢ -0.0205 -0.0884° 0.2495
Performance (-3) (-0.0091) (0.0023) (-0.0091) (0.9740)
Industry-adjusted Operating -0.0392 -0.0159 -0.0496 0.6566
Performance (-2) (0.0038) (-0.0064) (0.0082) (0.6990)
Industry-adjusted Operating -0.0070 0.01855 -0.0205 0.2289
Performance (-1) (0.0172°) (0.03445") (0.0154) (0.4666)

This table presents the long-run operating performance of the sample firms. Raw operating performance is defined as the operating income
before depreciation and amortization divided by the book value of total assets for years -3 to -1 relative to the issue year. Industry-adjusted
operating performance is the raw operating performance of the firm minus the median raw operating performance in the issuing firm’s industry
for years -3 to -1. The numbers in “Difference Equity-like — Debt-like” column represent p-values of t-tests (Wilcoxon tests) for the differences in

means (medians) for the equity-like convertibles sample from those of the debt-like convertibles sample. *,°, and ¢ denote significance at 1, 5 and
10 percent levels respectively.
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Table 1 presents the operating performance of the firms in our sample before issuing convertible bonds.
The results show that the operating cash flows of the firms increased over the three years before the
convertible bond issuance. For the whole sample average operating cash flows were 9.1% of total assets
three years before the issuance, 9.6% two years before the issuance and 10.3 % a year before the issuance.
The mean and median operating performances of equity-like convertibles are significantly higher than the
performance of debt-like convertibles in all of the three years prior to the issue. For example, in the year
before the offering the average operating cash flows is 13.2% of the assets of equity-like convertible
issuers and only 7.4% of the assets of debt-like convertible issuers. This finding is consistent with Myers
and Majluf’s (1984) argument that riskier securities are more overvalued at issuance. When we use the
industry adjusted cash flows to proxy for the operating performance, operating cash flows continue to
increase in the three years prior to the offering for the firms in the sample. With this proxy, the operating
performance of equity-like convertible issuers is still higher than the performance of debt-like
convertibles. However, the difference in the mean and median performance of the two sub-samples is
insignificant.

Figure 1: Annual Post-issue Operating Performance

Panel A: Operating Performance of All Sample Firms
Figure 1.1: Raw Operating Performance of All Sample Firms
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Figure 1.2: Industry-Adjusted Operating Performance of All Sample Firms
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Panel B: Operating Performance of Issuers of Equity-Like and Debt-like Convertibles
Figure 1.3: Raw Operating Performance of Issuers of Equity-like and Debt-like Convertibles
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Figure 1.4: Industry-adjusted Operating Performance of Issuers of Equity-like and Debt-like Convertibles
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This figure presents the median operating performance of the sample firms in each of the three years following the convertible bond issue. The
sample consists of completed convertible bond issues made between 1992 and 2004 by industrial companies trading in US markets. Equity-like
Convertibles are issues with probability of conversion above sample median and Debt-like Convertibles are issues with this probability below the
sample median. Panel A shows the median operating performance of all sample firms and Panel B shows the median operating performance of
issuers of equity-like and debt-like convertibles separately. Raw operating performance is defined as the operating income before depreciation
and amortization divided by the book value of total assets for years 1 to 3 relative to the issue year. Industry-adjusted operating performance is
the raw operating performance of the firm minus the median raw operating performance in the issuing firm’s industry for years 1 to 3.

Figure 1 presents the graphs of the operating performance of the firms in our sample in each of the three
years following the convertible bond issue. Panel A presents the graphs for the whole sample and shows
that the pre-tax cash flow is stable in the three years following the issue. The median cash flow is 11.34%
of total assets in the year following the issue and increases to 11.45% three years after the offering.
Industry adjusted operating performance is similar to pre-issue levels. The median industry adjusted cash
flow is 0.34%, -1.55%, and -0.54% in the three years following the offering.

Panel B presents the graphical representation of the operating performance of equity-like and debt-like
convertibles separately. The graphs show that the operating performance of equity-like convertible
issuers is better for that that of debt-like convertible issuers in each of the three years following the issues.
The median ratio of pre-tax cash flow to total assets range between 12.31% and 13.70% for equity-like
convertible issuers 8.57% and 9.47% for debt-like convertible issuers. The largest difference in the
industry adjusted performance of equity-like and debt-like issuers is in the first year following the issue.
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In the first year following the issue, the median industry adjusted operating performance cash flows is
positive (2.70%) for equity-like convertible issuers while the performance is negative (-2.08%) for debt-
like convertible issuers. The median industry adjusted cash flows is 0.69% and 0.03% of total assets for
equity-like issuers and -2.93% and -1.03% for debt-like convertible issuers in the two and three years
following the offering.

Table 2: Univariate Comparisons of Long-run Operating Performance

Equity-like Difference Equity-like

Variables All Convertibles . Debt-like Convertibles — Debt-like
Convertibles .
Convertibles
Relative Operating -0.0428 -0.0247 -0.0619 0.6232
Performance (-1,+1) (-0.0596) (-0.0535) (-0.0820) (0.6776)
Relative Operating -0.0988"° -0.0329 -0.1647"° 0.1496
Performance (-1,+2) (-0.0667°) (-0.0447) (-0.1590) (0.2075)
Relative Operating -0.0315 0.0151 -0.0740 0.3686
Performance (-1,+3) (-0.0661) (-0.0449) (-0.0661) (0.5461)

Industry-adjusted

Rolative Operating -0.6029° -0.5994°¢ -0.6048" 0.9882
Performance (-1,+1) (-0.5316%) (-0.4971) (-0.5661") (0.7611)
{{lslzfit\r/z_adjus%iperating -0.8113° -0.9326° -0.7614° 0.7292
a c b
Performance (-1,+2) (-0.5650%) (-0.8259°) (-0.4952") (0.4890)
gglztsit\r/z_adjus%i eratin -0.5203° -0.9934° -0.3282 0.1581
Py e (-0.4586) (-0.9729%) (:0.3892") ©1235)

Performance (-1,+3)

This table presents Relative operating performance is defined as the operating income before depreciation and amortization divided by the book
value of total assets for years 1 to 3 in proportion to the performance in the year before the issue. Industry-adjusted relative operating
performance is the relative operating performance of the firm minus the median relative operating performance in the issuing firm'’s industry for
years 1 to 3. We use t-test to test the significance of the means and sign test for the medians. The numbers in “Difference Equity-like — Debt-

like” column represent p-values of t-tests (Wilcoxon tests) for the differences in means (medians) for the equity-like convertibles sample from

those of the debt-like convertibles sample. °,°, and © denote significance at 1, 5 and 10 percent levels respectively.

Table 2 shows the operating performance of the sample firms in the three years following the offering
compared to the year before the offering. The relative operating performance figures in this table show
the percentage difference of the pre-tax cash flow in each of the three years following the issue from the
pre-tax cash flow in the year prior to the offering. For the whole sample the difference in performance is
significant only in the second year following the issue. In this year both the mean and median operating
performance are significantly lower than the performance in year -1. The relative performance of equity-
like convertible issuers does not change significantly in the three years following the offering compared
to the year before the offering. For debt-like issuers the average operating performance is 16% lower than
the year before the offering. However, in the first and third years after the offering the relative
performance of debt-like convertible issuers does not change either. When we use the relative operating
performance as our proxy, equity-like convertible issuers continue to perform better in each of the three
years following the offering, although the difference in performances of equity-like and debt-like
convertible issuers is not significant. In this table when we define operating performance as the relative
operating performance adjusted by the median relative performance in the firm’s industry, performance is
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significant for the whole sample and the equity-like and bond-like convertible issuer sub-samples. The
difference in performance is not significantly different for the two sub-samples with this proxy either.
These findings are consistent with Hansen and Crutchley (1990) and McLaughlin et al. (1998b) who
show that that both equity-like and debt-like convertible issuers have negative long-run performance.

Table 3: Determinants of Long-run Operating Performance

Variable | Operating Pergormance (-1,+3) ; A Operating Performance (-1,+1)
intercept 141.4680 13.0811 17.7803 40.7029 163.9008 -53.2822
(1.83) (0.21) (0.22) (0.62) (1.96) (-0.93)
Standardized -129.1741° -92.4502°¢ -151.3624*
Issue Size (-2.74) (-1.90) (-2.78)
Type *
Standardized -124.4843 -66.6086 35.1461
Issue Size (-1.36) (-0.79) (0.46)
Bond Rating -29.7558 -20.7972 -36.5375 -47.7768
(-0.77) (-0.53) (-0.82) (-1.08)
Type * Bond 132.3776° 144.7683"° 154.5145° 166.6190°
Rating (2.06) (2.15) (2.12) (2.31)
Market-to-Book -7.5050°¢ -8.3596°¢
Ratio (-1.91) (-1.82)
Type * Market-to- -6.1395 1.2223
Book Ratio (-0.67) (0.13)
Market Value of -10.5312 2.7122 0.5956 -11.3756
Equity (-1.20) (0.29) (0.06) (-1.15)
Type * Market -3.3028 -5.7805 -5.4156 -8.3385
Value of Equity (-0.33) (-0.51) (-0.42) (-0.73)
Total Assets _(1_0212‘)1 (206 (1)%
Type * Total 8.4133°¢ 17.5048"°
Assets (1.85) 2.27)
Debt Ratio -0.6506 -0.2969 -0.4488 -0.8940 0.5487
(-0.64) (-0.29) (-0.38) (-0.76) (0.45)
. -0.7203 -0.8396 -1.4998 -1.5031 -2.3702
Type * Debt Ratio (-0.54) (-0.61) (-0.99) (-1.02) (-1.44)
Standardized -14.6733 -7.4678 -8.0530 18.6908
Property (-0.45) (-0.23) (-0.22) (0.51)
Change in Stand. 62.6520 81.8257
Property (0.59) (0.71)
-295.8590 -371.5125 -128.7577
CAR(-1,0) (-1.18) (-1.46) (-0.46)
-90.5134 -94.6046 -133.7757
CAR(LT) (-0.46) (-0.42) (-0.59)
R? 0.1384 0.1099 0.0982 0.0956 0.1165 0.0427
F-statistic 2.15° 1.64¢ 2.51° 1.63¢ 2.03° 1.18
N 144 143 144 164 164 164

This table presents OLS regressions of the determinants of the long-run operating performance of equity-like and debt-like convertible bonds. In
regressions 1-3 the dependent variable is the percentage change in operating performance three years after the offering from the year before the
offering. In regressions 4-6 the dependent variable is the percentage change in operating performance one year after the offering from the year
before the offering. Operating performance is defined as the operating income before depreciation and amortization divided by the book value of
total assets. Type is a dummy variable that takes the value of one for equity-like convertibles and zero for debt-like convertibles where equity-
like convertibles are issues with probability of conversion above sample median and debt-like convertibles are issues with this probability below
the sample median. Standardized Issue Size is the total proceeds divided by the book value of total assets at the end of the fiscal year before the
issue. Bond Rating is a dummy variable that takes the value of one for bonds rated investment grade and above by Standard and Poor’s and zero
otherwise. Market-to-Book Ratio is the price multiplied by the company's common shares outstanding, divided by common equity, measured at
the end of the fiscal year before the issue. Market Value of Equity is the natural logarithm of price multiplied by the number of common shares
outstanding, measured at the end of the fiscal year before the issue. Total Assets is the natural logarithm of the total book value of assets,
measured at the end of the fiscal year before the issue. Debt Ratio is the sum of long-term debt and debt in current liabilities, divided by the book
value of total assets, measured at the end of the fiscal year before the issue. Standardized Property is the amount of tangible fixed property
divided by the book value of total assets measured at the year of issue. Change in Standardized Property is the change in the standardized
property in the year of the issue from the year before. CAR is the cumulative abnormal returns of the issuing firms around the announcement
periods (-1, 0) and (-1,+1), where day 0 is the filing date. The numbers in parentheses are t-statistics. *, *, and ¢ denote significance at 1, 5 and 10
percent levels respectively.
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In Table 3 we study the determinants of the long-run operating performance of equity-like and debt-like
convertibles. In the regressions in Tale 3 we use the following model:
+ B9DR + Pi1g(t * DR) + P11 PI + B12AR

In these regressions, we test the impact of convertible bond design on the influence of firm- and issue-
related factors on operating performance by interacting a dummy variable (t) with the independent
variables. In the regressions we include the variables as well as their interactions with the dummy
variable that takes the value of one for equity-like convertibles and zero for debt-like convertibles. The
coefficient of the interactive term shows the incremental influence of the independent variable for the
equity-like convertibles compared to the debt-like convertibles while the coefficient of the independent
variable shows the influence of the variable for debt-like convertibles.

In the regressions in Table 3, the dependent variable OP is the operating performance and is measured
using two alternative methods. In the first three regressions, the dependent variable is the percentage
change in the operating performance of the issuer in year 3 relative to year -1 while in the last three
regressions dependent variable is the operating performance in year 1 relative to year -1. IS is the issue
size and is defined as the total proceeds from the bond sale adjusted by total assets of the firm. As in
Jewell and Livingston (1997) we measure the riskiness of the bonds with the bond rating (BR). Bond
rating is a dummy variable that takes the value of 1 for bonds rated investment grade (BBB or above) by
Standard and Poor’s and zero for bonds rated below investment grade or are unrated. We measure the
growth opportunities of the firm with the market-to-book ratio (MB). FS is firm size and measures the
information asymmetry between the company insiders and investors about the future prospects of the
firm. As in D’Mello et al. (2003) we use the size of the firm as our measure of the level of information
asymmetry because prior studies find that large firms have more information available to the public since
they are more likely to be followed by analysts and the popular press. Hence, in general, small firms have
more information asymmetry. We measure firm size using two alternative proxies; market value of
equity and the total assets of the firm.

In Table 3, PI is the level of property investment made by the firm. We use the change in the investments
of the firm in the year of the issue compared to the investments in the year prior to the issue as an
additional proxy. We measure leverage with the debt ratio (DR). As in Bae et al. (2002), we also test the
influence of the announcement returns on operating performance. We define announcement returns (4R)
as the cumulative abnormal returns accumulated over days (-1,0) and (-1,+1).

Table 3 shows that for debt-like convertible issues the issue size has a negative influence on the long-run
operating performance. This finding is consistent with Miller and Rock (1985)’s argument that issuers of
large offerings should have more negative performance. This finding is also consistent with Hansen and
Crutchley (1990) who show that the amount of capital raised is negatively related to long-term operating
performance. However, contrary to the arguments of Myers and Majluf (1984), for large offerings,
equity-like convertible issuers do not obtain lower long-run performance compared to debt-like
convertible bond issuers. We also find that the coefficient of the rating interactive variable is positive.
This finding is consistent with our hypothesis that the influence of bond rating should have a more
positive (less negative) influence on long-run performance of equity-like convertibles compared to debt-
like convertibles. The results show that debt-like convertibles with high growth opportunities obtain
lower long-run performance. The influence of growth opportunities is similar for equity-like and debt-
like convertibles. We find that the coefficient of the interaction of the asset size with the bond design
dummy is positive. This finding is consistent with the arguments of McLaughlin et al. (1998b).
However, this variable has an insignificant coefficient when we use the market value of equity as our
proxy for information asymmetry. Hence, we find only limited support for our hypothesis that the
influence of information asymmetry (small firms) is more negative for equity-like convertibles. We find
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that leverage has similar influences on operating performances of debt-like and equity-like convertible
issuers and the influences of property investment and announcement returns are insignificant.

CONCLUSIONS

In this paper, we study the impact of convertible bond design on the long-run operating performance of
these bonds and the determinants of this performance. We classify convertible bonds with probability of
conversion higher than the sample median as “equity-like” and bonds with probability of conversion
lower than the sample median as “debt-like”. Myers and Majluf (1984) suggest that equity-like
convertible issuers should have better operating performance than debt-like convertible issuers before the
offering. After the offering, the performance of the issuers of equity-like convertibles should deteriorate
and be worse than the performance of the issuers of debt-like convertibles. Alternatively, Hansen and
Crutchley (1990) and McLaughlin et al. (1998b) suggests that the performance of both equity-like and
debt-like convertibles should be negative and similar to each other. Prior studies also suggest that
convertible bond design affects the factors that determine the long-run operating performance of these
bonds. The factors that affect the performance of convertible bonds may be more or less influential for
equity-like and debt-like convertibles.

Our sample consists of 186 completed convertible bond issues offered by industrial firms in US markets
between 1992 and 2004. We find that equity-like convertibles have better operating performance than
debt-like convertibles in each of the three years before the offering. In the three years after the offering
equity-like convertible bond issuers continue to perform better. However, the change in operating
performance from the year before the issue is similar for equity-like and debt-like convertible issuers. We
also find that convertible bond design affects the influence of several factors on the long-run performance
of these bonds. For example, the riskiness of the bond has a more positive impact on the long-run
performance of equity-like convertible bond issuers compared to debt-like bond issuers while the
influence of information asymmetry has a more negative influence.

Our study points to the importance of controlling for security design in the analysis of the long-run
operating performance of convertible bonds. Future research should study the impact of security design
on other aspects of convertible bonds. Future research should also examine how the design of other
securities affects their performance.
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ANALYZING THE INFLUENCE OF BRAND
PERSONALITY OF INDIA’S MOST TRUSTED BRAND
(2009) TO PERCEIVED QUALITY

Sangeeta Trott, Institute for Technology and Management (ITM), India
ABSTRACT

1t was surprising to see that Nokia tops the list this year again among the India’s most trusted brands.
The purpose of this research is to analyze the influence of brand personality of NOKIA (India’s most
trusted brand , 2009) to perceived quality. 214 respondents approximately  from a well known
management institute (Mumbai, India) are selected for this purpose and respondents are asked to rate
the five dimensions of brand personality (sincerity, excitement, competence, sophistication ,ruggedness)
on a five point rating scale. Similarly, they are asked to rate the four dimensions of perceived quality
on a three point rating scale.The data is analyzed using Microsoft excel and SPSS Software. This paper
contributes to the field of research in Indian context. It will help marketers to frame proper marketing
strategies for the same.

KEYWORDS: trusted brands, perceived quality, dimensions, sophistication, ruggedness
INTRODUCTION

It is very surprising to see the results of the Brand equity survey (2009) as Nokia tops the list among the
trusted brands category leaving Colgate (most trusted brand of 2008) to the second number. The reasons
for its success are many. Newspaper reports reveal that the quotation “Handle with care” fits well for the
success of Nokia phones. The brand has been handled with lot of care and finally succeeded in
maintaining and winning the trust of the people. This paper seeks to analyze the influence of brand
personality to perceived quality. Before we deal with the paper in detail it is important for us to
understand meaning of brand personality and perceived quality.

Meaning of Brand Personality

Brand personality is defined as the articulation of brand personality traits as possessed by the brand
According to David Aaker, “Brand personality is a set of personal characters associated and related
with the brand.” Jennifer Aaker defined brand personality as “a series of human characters associated
with the brand”. Brand personality has become an important tool for positioning of brands in the market.
It also acts as an important tool for formulating policies for advertising and selling. There are various
methods for measurement of brand personality. One of the most popular methods is the brand personality
scale developed by Jennifer Aaker. The scale takes into consideration 42 traits which are later on divided
into five dimensions viz; Sincerity, excitement ,competence, sophistication and ruggedness.

Meaning of Perceived Quality

Perceived quality is defined as the opinion which the customer forms about the ability of the product or
brand to fulfill his or her expectations .Usually perceived quality is based on firms current public image,
customer experience with the product and influence of opinion leaders and others .1t is also defined as the
customer perception of the overall quality or superiority of a product or service with respect to intended
purpose, relative to alternatives.
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Dimensions of Perceived Quality-Product Concept

The dimensions of perceived quality in case of product include, reliability, durability, serviceability and
style and design. On the other hand, in case of services the various dimensions of service quality
includes tangibility, reliability, responsiveness, assurance and empathy.

LITERATURE REVIEW

Not much research appears to exist in relation to brand personality and perceived quality. However, few
pieces of research appear in different fields are as follows:

Ke Xue and Chunzhun liu ( 2007) conducted a research taking mobile phones into consideration and
concluded that competence personality of mobile phones had biggest influence to perceived quality
Another research by B. Ramaseshan and Hsui-Yuan Tsao (2007) investigated the moderating effect of the
brand concept on the relationship between brand personality and perceived quality. Results revealed that
excitement and sophistication dimensions are strongly related with brand personality.

A research by Seongdo Cho Seongmin Jeong, Kyungho Jung studies the effect of perceived quality and
brand extension evaluations. The study discovered that brand personality dimensions could be changed

by brand extensions in symbolic involvement products.

Another research by Gareth Smith, Loughborough University, Richard speed (2005) revealed that the
core brand personality was resilient to change irrespective on the extension type and perceived quality.

Research Gap and Objective of the Study

Even though some research appears to exist there seems to be lack of research in this field in terms of
Indian scenario. The study aims to fulfill the following objectives:
¢ To find out the effect of brand personality to perceived quality.
e To find out which dimension of brand personality has a tremendous impact on perceived quality.
e To study the demographic features of the respondents.

Hypothesis formulation

H1-Brand personality dimension affects perceived quality
DATA COLLECTION AND METHODOLOGY

For data collection 214 respondents from a well developed management institute are selected for the
purpose. All the respondents are aged between 21-25 years and are dependant on their parents for their
income .Students are given an overview of what the brand personality is and its various dimensions.
They are asked to rate the 42 traits of brand personality on a five point rating scale, viz, (1-strongly
disagree, 5-strongly agree). Later on these 42 traits are categorized into five dimensions i.e., sincerity,
excitement, competence, sophistication and ruggedness.

Similarly they are asked to rate the five dimensions of perceived quality on five point rating scale, these
include, reliability, durability, serviceability, style and design.

The data is collected analyzed with the help of SPSS software. Multiple regression analysis is used to
find the effect of brand personality dimension to perceived quality.
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RESULTS

With the help of descriptive statistics mean and standard deviations are calculated which is shown in the
table below.

Table 1 : Brand Personality Dimensions of Nokia

Brand Personality Dimensions Mean Standard Deviation
Sincerity 45.7536 2.90007
Excitement 44.0854 3.57426
Competence 33.5265 5.58436
Sophistication 18.5682 2.30014
Rugged 18.0009 2.62594
Perceived Quality 14.000 1.63120

This table shows the mean and standard deviation of the brand personality dimensions of Nokia .1t also shows the mean and standard
deviation of the perceived quality also. This helps us in making comparison between the various dimensions.

From the table it can be made clear that that it case of Nokia the mean of sincerity is (45.7356) and
excitement (44.0854).Therefore, sincerity and excitement have an important role to play in case of Nokia

.Whereas sophistication and ruggedness dimensions does not apply very strongly to Nokia.

Table 2: Correlation of Perceived Quality with Brand Personality Dimensions

Perceived Quality Sincerity Excitement Competence Sophistication Ruggedness
1.00 .076 .059 133 .098 -.041
The table shows the correlation between the various personality dimensions of  Nokia with perceived quality. It also helps in making
comparison and finding out which dimension has the highest correlation.

From the table it can be made clear that competence dimension bears the highest correlation with
perceived quality in relation to other dimensions. The ruggedness dimension has a negative correlation
with perceived quality. Therefore, we can say that in case of Nokia competence dimension affects the
perceived quality of the customers followed by sophistication and sincerity.

LIMITATION AND SCOPE FOR FUTURE RESEARCH

The sample chosen includes respondents from a particular age group only. The choice of brands is
limited and includes only Nokia from the trusted brands category.

More research can be conducted taking a more diverse sample and more brands from the mobile phones
category .Even cross country analysis can be also take up. Research of similar nature can also be taken up
taking the other brands in the trusted brands category.

CONCLUSION

Therefore, we can conclude that four dimensions of brand personality are positively related to perceived
quality in case of Nokia. Competence dimension of brand personality affects the perceived quality of
Nokia mobile users to the greatest degree followed by sophistication. Ruggedness, on the other hand, has
a negative correlation to perceived quality. This means that the manufacturer of Nokia has endowed the
brand Nokia with lot of competence, On the other hand it should try to improve upon the ruggedness
dimension.
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MBA SHARE IN THE U.S. GRADUATE MANAGEMENT
EDUCATION MARKET

Marina Murray, Graduate Management Admission Council (GMAC)
ABSTRACT

The MBA degree has captured public attention since the beginning of the 20th century when MBA
programs were first established in the United States. Since then, hardly any master’s-level degree created
as many media impressions as the MBA. Extensive research has been conducted about MBA students,
alumni, and employers, yet, several basic questions remain. How many MBA programs are offered? How
many students graduate from these programs? How do these numbers compare with those for other
programs in business fields? The U.S. Department of Education (DOE) tracks the number of graduate
degrees awarded in business; however, the agency does not delineate which ones are MBA degrees. This
paper aims to estimate the MBA share in the U.S. graduate management education market and looks at
degree-granting institutions that offer master’s-level programs. Based on a sampling from nearly 2,000
institutions, an estimate is provided for the number of organizations that offer an MBA degree in the
United States. An estimated number of MBA students in a given year and the number of those who
graduate with an MBA degree are calculated based on survey data from the Graduate Management
Admission Council (GMAC) and the Council of Graduate Schools (CGS) combined with DOE data.

INTRODUCTION

In 1881, Joseph Wharton, a prominent American industrialist who made his fortune in the mining and
metallurgical industries, came up with what many in the world of education perceived as a radical idea.
He founded the first collegiate business school at the University of Pennsylvania (“Hall of Fame,” 1998),
The Wharton School of Finance and Commerce, which many labeled as a “struggling provincial
experiment” (The Wharton School, 2009). At that time, some argued that business was not a university-
level discipline (Schlossman, S., Gleeson, R.E., Sedlak, M., & Grayson Allen, D., 1994). Thirty years
later, following the establishment of “the world’s first MBA program” (Harvard Business School, 2009)
by the Harvard Graduate School of Business Administration and the opening of schools of commerce at
other prominent U.S. universities, such as New York University, Dartmouth, University of Chicago, and
the State Universities of California, an animated public discussion continued about the value, principles,
and place of commercial education in the educational system (Johnson, 1910).

Yet, by the end of the 20th century, Joseph Wharton’s “radical idea” had sunk deep roots and spread
worldwide. We now have an estimated 300,000 plus students graduating annually from more than 1,000
graduate and undergraduate business programs around the world (The Wharton School, 2009), a vivid
testament to the tremendous interest in business credentials, including the MBA. News coverage related
to graduate management education has also increased exponentially. In addition to discussion of broad
higher education and economic topics connected to the MBA, school and program rankings, including the
popular BusinessWeek survey that was first released in 1988 and subsequent undertakings by the
Economist, Forbes, the Financial Times, Wall Street Journal, and U.S. News & World Report (Tyson,
2004), became a catalyst for increased public attention to the MBA.

Public and academic interest inspired numerous studies focusing on MBA curriculum, faculty, students,

alumni, and employers, among them studies conducted by the Association to Advance Collegiate Schools

of Business (AACSB), Association of MBAs (AMBA), and the Graduate Management Admission

Council (GMAC), for example. Yet, several basic questions appear to have been left behind, including—
e How many MBA programs are offered?
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e How many students graduate from these programs?
e How do these numbers compare with those for other programs in business fields?

While limiting the scope of study to U.S. primary providers of postsecondary education that offer degree-
granting programs at master level or above, this paper aims to provide an estimate for the—

(1) proportion of institutions that offer MBA degrees within 5% of the population percentage with a 95%
confidence interval,

(2) number of graduates that are awarded MBA degrees annually, and

(3) number of MBA students enrolled in a given year.

RESEARCH METHODOLOGY
Data Sources

This research is based on publicly available institution-level data from the National Center for Education
Statistics (NCES), the primary U.S. federal entity for collecting education-related data. The NCES 2007—
2008 Institutional Characteristics (IC) survey data used in the calculations are the core component of the
Integrated Postsecondary Education Data System (IPEDS) and are collected annually (NCES, 2009).
Completion of this survey is mandatory for open-to-public educational institutions that participate in
federal student financial aid programs, which comprised of 6,624 schools as of fall 2007. Of the 7,052
institutions that NCES surveys, 1,957 offer a graduate degree or certificate. Table 1 shows how the
sampling frame for this study was defined based on DOE/NCES IC survey data.

Table 1: Sampling Frame

Number of institutions Percentage of institutions
Total 7,052 100.0%
Participates in financial aid programs 6,624 93.9%
Degree-granting 4,605 65.3%
Offers graduate degree or certificate 2,005 28.4%

Minus administrative 48 —
units
Study population 1,957 27.8%

This table shows how the sampling frame or the study was defined.
Source: DOE/NCES 2007-2008 IC Survey data.

The second major data source used in this study is primary research data collected by the Graduate
Management Admission Council through its Application Trends Survey (ATS) conducted in 2008
(GMAC, 2008). The sample selection is drawn primarily from schools that use the GMAT exam for
admissions. These schools received 42% of GMAT score reports sent during testing year 2008 (which ran
from July 2007 to June 2008). For the purposes of this study, only data reported by institutions located in
the United States were analyzed.

The third data source is taken from Council of Graduate Schools (CGS) statistics from its annual series
titled Surveys of Graduate Enrollment and Degrees conducted from 2005 to 2008, which are based on
yearly responses from about 700 U.S. colleges and universities that offer graduate programs (Bell, 2009,
2008; Redd, 2007; Brown, 2006). Participating institutions enroll more than 70% of all graduate students
in the United States.

The population of schools was adjusted to exclude administrative units such as university system offices,

and a simple random sample (SRS) was drawn to identify the proportion of institutions that offer MBA
degrees within 5% of the population percentage with a 95% confidence interval.

GCBF ¢ Vol. 5 ¢« No.1e 2010e ISSN 1941-9589 ONLINE & ISSN 1931-0285 CD 18



Global Conference on Business and Finance Proceedings ¢ Volume 5 ¢ Number 1 2010

Estimation Procedures

The size of the population of institutions offering an MBA was determined by extrapolating from a
representative sample of all known institutions in the United States. The first task then was to determine
the needed sample size.

Given that the universe of graduate degree offering institutions is 1,957, the initial estimated sample size
needed to yield a margin of error of * 2.5%, i.e., the 95% confidence interval is:

P(1-P)
n'=1.96> ——~= (D)
.05
where n' is an initial estimate of the sample size and P is an estimated population proportion.

This equation is a direct algebraic manipulation of the equation for standard error (SE):

1.96 SE =5% and

o /P(l—'P)
n

This initial estimate was then refined by applying the correction for a finite population

_ N*n'
N+n'

n

2

where N is the population size.

Applying equations 1 and 2, the needed sample size was determined to be 310.
40*.60
n'=1.96*——— =369
.05

3)
*
_1957%369 4,0

nN=—m—m—mm =
1,957 +369

For calculating the sample size, the population proportion of institutions offering MBA degrees was
initially assumed to be .40 based on data from three small random samples (n=10) from the studied
population.

Accreditation rosters, websites, and the other data files were consulted to determine characteristics of the
sampled institutions and to derive estimates for various population parameters.

The MBA and other master-level business degree offerings (such as Master of Accounting, Finance,
Management, etc.) were determined in June 2009 based on information posted on institution websites
(98%) or by calling admissions offices (2%) if online information was unavailable or unclear.

Longitudinal statistics on master’s degrees conferred by degree-granting institutions from the DOE/NCES
Completions Survey were used to estimate the number of business degrees conferred in 2007-2008 by
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applying a three-year average percentage change to the actual number of degrees conferred in the
preceding period. Student attrition rates in MBA programs were assumed similar to those in other
master’s-level business programs.

Longitudinal statistics from CGS on the number of graduate students in business fields enrolled and the
number of graduate business degrees awarded were used to estimate the award-to-enrollments ratio for

graduate business programs. An average percentage based on the latest three-year period was used in
calculations.

RESULTS

Proportion of Institutions Offering MBA Degrees

The 310-institution sample was representative of the studied population in terms of size, regional location,
degree of area urbanization, and control of the institution—variables that may affect the number and type
of degree offerings (Table 2).

Table 2: Selected Characteristics of the Population and Sample

Population (n=1,957) Sample (n=310)

Institution Size Category

Under 1,000 31.4% 31.9%
students

1,000-4,999 38.4% 36.8%
students

5,000-9,999 13.0% 14.5%
students

10,000-19,999 9.6% 9.0%
students

20,000 and above  6.8% 7.4%

N/A 0.8% 0.3%

Total 100.0% 100.0%
Geographic Region

uU.s. Service  0.2% —
Schools

New England 7.7% 6.8%

Mid East 19.5% 21.0%

Great Lakes 15.9% 13.9%

Plains 9.4% 8.4%

Southeast 20.8% 21.9%

Southwest 8.2% 6.5%

Rocky Mountains ~ 3.1% 4.5%

Far West 13.3% 14.5%

Outlying areas 2.0% 2.6%

Total 100.0% 100.0%
Degree of Urbanization

City 54.9% 56.1%

Suburb 23.6% 22.3%

Town 13.4% 13.2%

Rural 8.0% 7.7%

N/A 0.1% 0.6%

Total 100.0% 100.0%
Control of Institution

Public 28.1% 27.1%

Private  not-for-  60.8% 62.3%
profit

Private for-profit 11.1% 10.6%

Total 100.0% 100.0%

This table compares the population and the sample based on four variables that may influence degree offerings.
Source: DOE/ NCES 2007-08 IC Survey data.
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Of 310 examined institutions, 180, or 58.1%, offered master’s-level degrees in business fields, including
an MBA; and 154, or 49.7%, offered an MBA degree. Notably, all institutions that offered an MBA
degree also offered at least one other graduate business degree; and 26 institutions offered only master’s-
level degrees in business other than MBA.

Number of Graduates Awarded MBA Degrees

Applying sample percentages to the population of 1,957 institutions, we estimate that 1,136 schools
(1,957*0.581) offer graduate degrees in business, including MBAs; 972 institutions (1,957*0.497) offer
an MBA degree; 164 (1,136 - 972) offer other master’s-level degrees in business, but not an MBA; and
821 (1,957 — 1,136) focus on disciplines other than business. Thus, in 2008, all graduate business degrees
in the United States were awarded by an estimated 1,136 schools.

As Table 3 shows, the number of business degrees conferred by degree-granting institutions in the United
States in 2007-08 was estimated at 160,529 by consecutively applying a three-year average percentage
change to the latest available 2005-06 DOE data.

Table 3: Master’s Degrees in Business Conferred by Degree-Granting Institutions, 2001-02—2007-08

0102 0203 0304 0405 0506 0607 (est) 0708 (est.)

Number 119,725 127,685 139,347 142,617 146,406 153,305 160,529
Annual % change 3.6% 6.6% 9.1% 2.3% 2.7% 4.7% (est.) 4.7% (est.)
3-year % change 3.7% 4.6% 6.4% 6.0% 4.7% — —

This table shows how the number of master’s degrees in business conferred in 2007-2008 was estimated.
Source: DOE/NCES 2007-08 Completions Survey, Fall 2000 through Fall 2006, Table 262.

According to the GMAC 2008 ATS data reported by 181 institutions in the United States that offered
graduate management programs, U.S. schools offered an average of 4.38 business degree programs per
school (Murray, 2008). Unlike the population of all U.S. schools that offered master’s-level degrees or
above, however, all 181 institutions that reported to the survey offered an MBA degree. Table 4 shows
that, with all program types (e.g., full-time, part-time) combined, an average 2007-08 MBA class
consisted of 104.8 students, and, with all majors combined, an average class of other master’s programs
specialized in business fields consisted of 50.8 students. Assuming that the student attrition rate is similar
at MBA and other master’s programs in business, we may expect that the MBA/master’s student ratio of
2.06:1 will translate into the same ratio among those who successfully graduated from the program.
Therefore, if an average institution that offers an MBA program, grants x master’s degrees in business
other than MBA, it would award 2.06 x MBA degrees. Consequently, an estimated 972 institutions
awarded a total of 972*(x+2.06x) or 2,974 x degrees to students from 1 MBA and 3.38 (4.38 - 1)
master’s programs at each institution, on average.

Table 4: Number of Graduate Business Degrees Offered and Average Class Size, by Institution Size

Institution Size Mean Number of Degrees Mean MBA Class Size Mean Master’s Class Size Ratio
Under 1,000 students 1.00 48.0 35.0 1.37
1,000-4,999 students 2.68 82.4 20.5 4.02
5,000-9,999 students 3.81 68.4 40.1 1.71
10,000-19,999 students ~ 4.42 128.4 333 3.85
20,000 and above 5.43 129.6 61.6 2.10
Total 438 104.8 50.8 2.06

This table shows that a strong correlation exists between the institution size and the number of degrees offered and provides the average absolute
and relative class size for an MBA program and a master’s program.
Source: GMAC 2008 ATS data.

As observed among schools that offered MBA degrees (Table 4), there is reason to believe that a strong
correlation also will exist between the size of the institution and the number of graduate business degrees
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offered among the estimated 164 institutions that only offered other graduate degrees in business fields.
Based on the characteristics of schools in the sample, the majority of those that offered only other
master’s degrees in business (61.6%) were at institutions with fewer than 5,000 students, as displayed in
Table 5. GMAC survey results highlighted in Table 4 showed that similar schools that offered MBA
degrees had an average of 1 to 2.68 degree programs, including the MBA. Thus, using a conservative
approach, we may assume that 164 institutions offered on average one master’s program in business.

Table 5: Selected Characteristics of Sampled Institutions and 2008 ATS Respondents

Sampled with MBA (n=154)  Sampled with Master’s (n=26) ATS Respondents (n=180)

Institution Size Category

Under 1,000 11.7% 23.1% 1.1%
students

1,000-4,999 40.3% 38.5% 15.5%
students

5,000-9,999 20.8% 23.1% 17.7%
students

10,000-19,999 13.6% 11.5% 26.0%
students

20,000 and above  13.6% 3.8% 39.2%

N/A — — 0.6%

Total 100.0% 100.0% 100.0%
Geographic Region

u.s. Service — — —
Schools

New England 6.5% 7.7% 11.0%

Mid East 17.5% 30.8% 15.5%

Great Lakes 10.4% 11.5% 16.0%

Plains 10.4% 3.8% 5.0%

Southeast 25.3% 26.9% 23.8%

Southwest 5.8% 3.8% 11.0%

Rocky Mountains ~ 5.2% 7.7% 3.9%

Far West 14.9% 3.8% 13.3%

Outlying areas 3.9% 3.8% 0.6%

Total 100.0% 100.0% 100.0%
Degree of Urbanization

City 54.5% 61.5% 64.1%

Suburb 24.7% 15.4% 24.3%

Town 13.0% 23.1% 8.3%

Rural 6.5% — 2.8%

N/A 1.3% — 0.6%

Total 100.0% 100.0% 100.0%
Control of Institution

Public 33.8% 38.5% 53.6%

Private not-for-  52.6% 53.8% 45.9%
profit

Private for-profit ~ 13.6% 7.7% 0.6%

Total 100.0% 100.0% 100.0%

This table compares characteristics of institutions in the 310-unit sample that offer MBA degrees or only other master’s degrees, and
characteristics of institutions that reported to the GMAC 2008 ATS based on four variables.
Source: DOE/ NCES 2007-2008 IC Survey data and GMAC 2008 ATS data.

If 3.38 degree programs per school (4.38 - 1) awarded x master’s degrees other than MBA, one program
would award x/3.38 degrees, on average, and 164 institutions would award 164*( x/3.38) or 48.52 x
degrees. Therefore, solving the following equation would provide an estimate of an average number of
MBA (2.06 x ) and other master’s degrees in business (x ) awarded per institution.

972 % (x + 2.06x) + 164 *
3.38

=160,529

x=53.11 3)
2.06x =109.41
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Multiplying the average number of MBA degrees offered by the number of institutions that grant these
degrees (109.41*972), we can estimate that of all graduate business degrees awarded in 2007-08
(160,529), 106,347 or 66% were MBA degrees.

As institutions that reported to the GMAC Application Trends Survey were significantly different from
the randomly selected schools offering MBA programs in terms of student body size with over-
representation of larger organizations (Table 5), we may need to adjust calculations using a separate ratio
of MBA to master’s programs within each size group (Table 4). To identify the size of each group in the
population, sample percentages of size distribution (Table 5) were applied to 972 schools that offered
MBA degree, as displayed in Table 6.

Table 6: Number of Institutions Offering MBA Degree and MBA/Master’s Ratio, by Size

Institution Size Institutions with MBA Ratio
Under 1,000 students 114 1.37
1,000—4,999 students 392 4.02
5,000-9,999 students 202 1.71
10,000-19,999 students 132 3.85
20,000 and above 132 2.10
Total 972 2.06

This table shows the number of institutions that offer an MBA degree by size category and provides MBA/master’s program class-size ratio also
found in Table 4.
Source: DOE/ NCES 2007-08 IC Survey data and GMAC 2008 ATS data.

Now, the first portion of our equation (3) will consist of five parts derived for each size subgroup starting
from the smallest institutions likely to offer only one MBA program (114*1.37 x ) to the largest (132*( x
+2.10x)). Solving this equation, the adjusted-for-size number of other master’s degrees in business
awarded per institution x=42.59, and the total estimated number of MBA degrees awarded in 2007-08
was 121,968 or 76% of all graduate business degrees conferred.

Based on different approaches to calculating the number of MBA degrees, the two estimates—66% and
76%—can be viewed as low and high alternatives that assume the range of outcomes where the actual
population percentage may be. As the 2:1 MBA/master’s ratio represents a conservative approach, it is
reasonable to conclude that at least 66% of graduate business degrees conferred in the United States in
2007-08 were MBA degrees.

Number of MBA Students Enrolled in a Given Year

The number of graduate students enrolled in business fields (which include Business Administration and
Management, Accounting, and Banking and Finance), as well as the number of graduate certificates and
degrees awarded reported annually to CGS by the same institutions may serve as a basis for deriving the
proportion of total enrolled students who also successfully received their diplomas. As shown in Table 7,
the number of MBA students enrolled in a given year, including first-time and continuing students, can be
estimated by applying the percentage of awards in enrollments to the estimated number of MBA degrees
conferred. We applied a 2006-2008 three-year average percentage (39.1%), derived from institutions
reporting to CGS for graduate business fields, to the conservative estimate of the number of MBA degrees
awarded in 2008 (106,347). From this calculation, we estimate that 272,219 students may be enrolled in
MBA programs annually.
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Table 7: Graduate Enrollment and Degrees Conferred, Business and All Fields Combined, in Thousands

04-05 05-06 0607 07-08
Business (Source: CGS)
Students enrolled 219.953 220.682 188.823 255.215
Degrees awarded 82.832 86.575 73.982 98.935
Percentage of enrolled 37.7% 39.2% 39.2% 38.8%
All fields combined (Source: DOE)
Students enrolled 2,186 2,231 2,294 2,339*
Degrees awarded 627.249 650.132 665.223 681.800*
Percentage of enrolled 28.7% 29.1% 29.0% 29.1%
This table shows the percentage of graduate degrees awarded based on the total number of graduate students enrolled overall and in business
fields each year.
* Projected.

Source: CGS 2006-2009, DOE/NCES (Hussar and Bailey, 2009).

Notably, a consistent 10 percentage-point difference exists between CGS statistics on business degree
awards as percentage of enrollments and similar DOE statistics that cover all graduate fields at all U.S.
degree-granting institutions (Table 7). It appears unlikely that in the population, business programs have
higher graduation rates than non-business programs, and the observed difference may be attributed to
specifics of the CGS sample, which primarily consists of CGS member schools. (CGS member schools
tend to be larger institutions with accredited programs in several distinct disciplines, which are likely to
graduate more students.) Thus, applying a three-year average percentage derived from all graduate
schools’ data (29.1%) to the conservative estimate of the number of MBA degrees awarded (106,347), we
calculate a high alternative of 365,502 students that may be enrolled in MBA programs. The range of
272,219 to 365,502 potential students enrolled also includes 312,205 enrollments that are calculated by
applying a percentage of business awards to enrollments (39.1%) to the high alternative estimate of MBA
degrees awarded (121,968). Accordingly, at least 272,219 first-time enrolled and continuing students
were in MBA programs in the United States in 2008.

RESEARCH LIMITATIONS

This study has several limitations, including use of assumptions based on logic or common sense rather
than existing research and use of survey data that are a subject to sampling error and non-response error.
In addition, this paper combined data for calculations from several different sources with timelines and
samples that may not coincide precisely. A simplified approach based on three-year averages instead of
comprehensive mathematical models was used to extrapolate trends from preceding periods to future
periods. Overcoming the study’s limitations may be a subject for future research.

CONCLUSION

The study results show that half of U.S. educational institutions that offered master’s-level degrees
(49.7%), or one-fifth of all 4,605 degree-granting institutions in the United States (21.1%), offered an
MBA degree. These schools enrolled more than quarter million students in MBA programs and awarded
more than 100,000 MBA degrees annually, which was at least 66% of all graduate business degrees
conferred in the U.S. in 2008 (Table 8).
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Table 8: Summary of Results

Number Percentage

Institutions

Offer Graduate Degrees 1,957 100.0%
Offer Graduate Degrees in Business 1,136 58.1%
Offer MBA Degrees 972 49.7%
Students

Master’s Degrees in Business Conferred 160,529 100.0%

MBA Degrees Conferred—Low Alternative 106,347 66.2%
MBA Degrees Conferred—High Alternative 121,968 76.0%
MBA Students Enrolled—Low Alternative 272,219 —
MBA Students Enrolled—High Alternative 365,502 —

This table summarizes results of the calculations presented in the paper.

This study may be helpful in defining sampling frames for MBA-related research and providing a broader
context for evaluating conclusions of existing research.
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ABSTRACT

Recently, not only academic researchers but also many practitioners have used the methodology so-called
“an asymptotic expansion method" in their proposed techniques for a variety of financial issues. e.g.
pricing or hedging complex derivatives under high-dimensional stochastic environments. This
methodology is mathematically justified by Watanabe theory (Watanabe [17], Yoshida [18], [19]) in
Malliavin calculus and essentially based on the framework initiated by Kunitomo and Takahashi [4],
Takahashi [8], [9] in a financial context. In practical applications, it is desirable to investigate the
accuracy and stability of the method especially with expansion up to high orders in situations where the
underlying processes are highly volatile as seen in recent financial markets. After [8], [9] and Takahashi
and Takehara [11] had provided explicit formulas for the expansion up to the third order, Takahashi,
Takehara and Toda[l14] develops general computation schemes and formulas for an arbitrary-order
expansion under general diffusion-type stochastic environments. In this paper, we describe them in a
simple setting to illustrate thier key idea, and to demonstrate their effectiveness apply them to pricing
long-term currency options under a cross-currency Libor market model and a general stochastic
volatility of a spot exchange rate with maturities up to twenty years.

Keywords: Asymptotic Expansion, Malliavin Calculus, Stochastic Volatility, Libor Market Model,
Currency Options

INTRODUCTION

This paper explains two alternative schemes for computation proposed by Takahashi, Takehara and Toda
[14] in the method so-called “an asymptotic expansion approach" based on Watanabe theory(Watanabe
[17]) in Malliavin calculus in a simple setting and apply them to pricing long-term currency options under
a cross-currency Libor market model and a general stochastic volatility of a spot exchange rate.

To our best knowledge, the asymptotic expansion is first applied to finance for evaluation of an average
option that is a popular derivative in commodity markets. [2] and [8] derive the approximation formulas
for an average option by an asymptotic method based on log-normal approximations of an average price
distribution when the underlying asset price follows a geometric Brownian motion. [19] applies a formula
derived by the asymptotic expansion of certain statistical estimators for small diffusion processes.
Thereafter, the asymptotic expansion have been applied to a broad class of problems in finance: See [9],
[10], Kunitomo and Takahashi [3], [4], Matsuoka, Takahshi and Uchida [5], Takahashi and Yoshida [15],
[16], Muroi [6], and Takahashi and Takehara [11], [12], [13].

Recently, not only academic researchers but also many practitioners have used the asymptotic expansion
method based on Watanabe theory in their proposed techniques for a variety of financial issues. e.g.
pricing or hedging complex derivatives under high-dimensional underlying stochastic environments.
These methods are fully or partially based on the framework developed by [2], [8], [9] in a financial
literature.
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In theory, this method provides us the expansion of underlying stochastic processes which has a proper
meaning in the limit of some ideal situations such as cases where they come deterministic ones (for
details see [17], [18] or [4]).

In practice, however, we are often interested in cases far from that situation, where the underlying
processes are highly volatile as seen in the recent financial markets especially after the crisis on 2008.
Then from the view point of the accuracy or stability of the techniques in practical uses, it is desirable to
investigate behaviors of its estimators in such situations especially with expansion up to high orders.

In application of the asymptotic expansion, the crucial step is computation of certain conditional
expectations appearing in the expansions, especially in the expansion up to high orders which is important
in the cases with long maturities or/and with highly volatile underlying variables. [14] developed two
alternative schemes for these computations in a general diffusion-type stochastic environment.

This paper describes the essence of their method in a much simpler setting and to demonstrate their
effectiveness, apply them to evaluation of long-term currency options with maturities up to twenty years
under a cross-currency Libor market model and a general stochastic volatility of a spot exchange rate,
which is very complex to obtain closed-form formulas.

Organization of this paper is as follows: After Section 2 will develop our methods in the simple setting,
Section 3 applies our algorithms described in the previous section to the concrete financial models, and
confirms the effectiveness of the higher order expansions by numerical examples in a cross-currency
Libor market model with a general stochastic volatility model of the spot foreign exchange rate. Detailed
proofs, formulas, or argument of the applied technique in a general setting including our complex
example are found in [14].

LITERATURE REVIEW

In this section, our essential idea is explained in a simple Black-Scholes-type economy. For discussions in
more general settings, refer to [14].

An Asymptotic Expansion Approach in a Black-Scholes Economy

Let (W,P) be a one-dimensional Wiener space. Hereafter P is considered as a risk-neutral equivalent
martingale measure and a risk-free interest rate is set to be zero for simplicity. Then, the underlying
economy is specified with a (R -valued)single risky asset S @ = {St(g) } satisfying

¢ =8, +¢, o(S,5)dW, (1)

where ¢ € (0,1] is a constant parameter; O : Ri > R satisfies some regularity conditions. We will

consider the following pricing problem;
V(0,T) =E[®(S;7)] 2

where @ is a payoff function written on S (for example, ®(x)=max(x—K,0) for call options or
®(x)=0_(x), a delta function with mass at x for the density function) and E[-] is an expectation

operator under the probability measure P . Rigorously speaking, they are a generalized function on the

Wiener functional S’ and a generalized expectation defined for generalized functions respectively,
whose mathematically proper definitions will be given in Section 2 of [14].
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(¢
Let 4, = 8HS,{ .- Here we represent 4,,, 4,, and A;, explicitly by

A, :IO o(S,s)dw.,,
4, =2[ 00 (S, 5)4,aW,,

4, =3[ (G°0(S”.5)(4,)* +00(S”.5)(4,))d ]

recursively and then S}‘E) has its asymptotic expansion

g’ gl
S =8, +ed, +— 5 Ay +— 3 Ay, +0().

Note that S(O) =lim St(g) =S, forall 7.

Next, normalize S{* with respect to & as G’ = '_ST for ¢ €(0,1]. Then,
2

GY =4 +2A +3 A, +o(e%)

2010

3)

(4)

)

(6)

(7

T
in L" for every p >1. Here the following assumption is made: ¥, = .[o o’ (8, t)dt > 0. Note that 4,

follows a normal distribution with mean 0 and variance X, , and hence this assumption means that the

distribution of 4, does not degenerate. It is clear that this assumption is satisfied when o (S'”,7) >0

for some £ >0.

Then, the expectation of ®(G'”) is expanded around &£=0 up to &’-order in the sense of
Watanabe([17], Yoshida[18]) as follows (hereafter the asymptotic expansion of E[®(G)] up to the

second order will be considered):

E[(D(G(S))] =E [CD(AIT)] +¢E [(D(l) (A7) A, }

2 1 1 2 2
E[CD( )(AIT)AH}"'EE[(D( )(AIT)(AZT) }

+o(g?)

=K [(D(Alr)] + 8E[(D(l) (A1T)E[A2T | Az H

B[00 (4,)E[ 4, | AITH+%E[®<2>(A1T)E[(A2T)Z |4y ||| +0(e”)

_ IR O(x)f, (x)dx+e jR OVNE[4,, | 4, =x]f, (x)dx

+& { [ @VOE[4, | 4, =x] £, (x)dx+ %jR O (E[(Ay) | 4y =], (x)dx} +o(s?)

= [ @) f,, dx+s @(x)(—l)a%{E [ Ao |4y =x] [, (x) jelx
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2| [ DDV E[ A, |4, =x] 1, (x)fdx
ox

= qu><x>(—1>2§{E[<Aﬂ>2IAIT =x]fA”<x>}dx]+o<eZ>. ®

where ®"(x) is m -th order derivative of ®(x) and f 4, (X) is a probability density function of 4,;

2

£ ) In particular, letting @ =¢_, we have the

following a normal distribution; f, (x):=—= exp(— e

272y

asymptotic expansion of the density function of G'*) as seen later.
Then, all we have to do to evaluate this expansion is a computation of these conditional expectations. In
Particular, we present two alternative approaches.

An Approach with an Expansion into Iterated 1t© Integrals

In this subsection we show an approach with a further expansion of 4,,, 4,, and (Azr)2 into iterated It

0 integrals to compute the conditional expectations in (8).
Recall that we have

E[0(G)]=[ ®(x)f, (x)dr+e] @(x)(—l)%{E [ A4y =x] £, () Jdx

+&’ ( IR cp(x)(—l)%{E[A" |4, =x]f, (x)}dx

' qu><x><—1>2§{E[<Aﬂ>2IAIT =x]fA”<x>}dx]+o<eZ). )

Next, it is shown that 4,,, 4,,, (4,,)° can be expressed as summations of iterated Ito integrals. First,

note that A4, is
A, =2 jOT jo 0a(S0,t)a (S, 1,)dW, dW, (10)

Next, by application of It o ’s formula to (5) we obtain

T oty pty
Ag =6[ ['["00(S",1)00 (S, t,)o(S\" 1, )dW, dW, dW,
+6[ [ [ o (5".)a (SO ,)a (S, 1,)dW, AW, d,
o Jo Jo 4 071 t, °°2  °°3 ty ty A

+3 IOT Iot ’a(S\”,4)a* (8" ,1,)dt,dW, . a

Similarly,
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T ot ¢t (4
() =1 f [ [ ], 00(5.%.1)00(S." 1) (S ) (St )dW, 4, AW, aW,
T ot (0l
[ [']. ] 00(S".0)a(S",)00(S" 1)a (S 1, )W, dW, dW, W,
T ot oty
48[ [ [ 00(S”.1)00 (5, 6,)0* (S, 1, )desdW, dW,
+SIOT Iot I; 95 (S.",1)00(S.",1,)a(S\",1,)a (S, t,)d , W,dt

T ey oty 2
8], [} [} (00(5,.0)) 052,10 (S, )W, W,

T s )
[ [ (00(50.1)) oS, 1,)drdr, .

Then, by Proposition 1 in [14], the conditional expectations in (9) can be computed as

H, (X
E[4,, | A, =x]=2F, [60(0)0(0),(0(0))”% =c'H,(x;2,) (13)
T
H.(x;Z
E[4,, |4, =x]= [61‘73 (60'(0)0'(0),80'(0)0'(0),(0'(0))2]+6F3 (620(0)0(0),(0'(0))2,(0(0))2 )J—3(23 )
T
+3F, (60'(0)0'(0),(0'(0))2]—111 (x2;) (14)
ZT
= ¢ H,(x;2,)+ ¢ H, (x:2,)
and
E[(AzT)2 | A1T =x]
=(1 F,05"0,00"5", ("), (") |+8F,(00"c", ("), 000", ()’ ]]%
T
H, (x;2
+[1 F3 (@0_(0)0_(0)’80_(0)0_(0)’(6(0))2j+8F3 ((ao.(o))z’(O.(o))z’(o.(o))zn%ﬂ
T
+4F,((00) (6) | H\(%:Z,) (15)

= H,(;Z,)+ 7 H, (6, 2,) + ey Hy (62,)

where H (x;X) is a n-th order Hermite polynomial defined by
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Hn (x’ 2) = (_Z)n exz/ZZ d_e—xz/22
dx

2

with notationsF, (f,,--, f.) := jOT jo jo @) . ()dt, --dt,n>1,

o =0(8",t) and 0'c'” =0'c(S'",1).
Substituting these into (9), we have the asymptotic expansion of E[@(G(g))] up to & -order. Further,

letting @ =5 _, we have the expansion of me , the density function of G':

Fyo =13, 0+ DS (B[ |4, =2] 7, (0
2 8 1 2 62 2 2
+e [(—1)§{E[A3T|AIT =x] £, (0} S (B[ ()[4 = x] £, (x)}}o(e )

—f () e(—l)%{cilflz () S, ()] (16)

+52((—1)§{Z Cf’lHi(X;ZT)fA]T(X)}+%(—1)2§7{ > Cf’zHi(X;ZT)fAW(X)}J+0(82)-

i=1,3 i=0,2,4

An Alternative Approach with a System of Ordinary Differential Equations

In this subsection, we present an alternative approachin which the conditional expectations are computed
through some system of ordinary differential equations.

Again the asymptotic expansion of E [@(G(‘g))] up to & -order is considered in this subsection.

Note that the expectations of A,,, A, and (A4,;)° conditional on 4, are expressed by linear

combinations of a finite number of Hermite polynomials as in (13), (14) and (15). Thus, by Lemma 4 in
[14], we have we have

2
E[4,; | 4 =‘x]=za2’1Hn(x;zT)9 (17)
n=0
3
B[4, |4, =x]=D a)'H,(x;2,), (18)
n=0
4
andE[(4,;)" | 4y = x]= Z a,’ H,(x:Z,), (19)
n=0

where the coefficients are given by

1 1 0o <> 1 1 0 <>
a =— N\ A £ {E[ZTé Azr]}aai’l N {E Zré A3T]}’
n! (iX)" 0& o n! (iX)" 0& oo
22 1 1 an <,§> 2 <§> . 52
Y= E[Z,> (4 ,andZ " =exp|id, +=Z,|.
n (i2) 0F" 5_0{ [Z,°(4,;) ]} p|id4 5
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<§>

Note that Z™~ is a martingale with Z;*” =1. Since these conditional expectations can be represented by

linear combinations of Hermite polynomials as seen in the previous subsection, the following should
hold, which can be confirmed easily with results of this subsection:

20 201, 21 21 _n. 31 31, 31 _ 31, 31 _ 21 _ n.
{az =cysa; =ay =0,a; =cy a7 =67 a, =ay =0;(20)

22 _ 22,22 22,622 22 .22 22
a;” =cyay” =0y a0 =cy a5 = a7 =0.

1)

Then, computation of these conditional expectations is equivalent to that of the unconditional
expectations E[Z;"4,,], E[Z;*" 4,,] and E[Z,*"(4,,)’].

First, applying It 0 ’s formula to [Z - §>A2 tj we have

E[Z¥4,|= E{ '[Ot Z°7dA, + jo’ A, dZ° +<A2,Z<5>>J

t

=2 &) jo’(aa(s;m,s)a(sg°>,s)E[z;f>A L 22)

1s

Then, applying It 0 s formula to [Z A4 :] again, we also have
<&> _ ! <g> t <g> <g>
E|Z, AM}_E“O 25 dd + [ 4,27+ (4,2 ”
— AV 52 (5O <100 — V[ 52(5©
=(i&)[ (ST E[ 2% ds = (i&)] o7 (S, 9)ds (23)

since E[foﬂ =1 forall 7.

Similarly, the followings are obtained;

E[Z74,]=35) ([, (5" 9)0(S" 9)E[ 27 (4,)'|d

+ jo 00 (S”,5)a(S",$)E| 2% 4, |d ) (24)
E[Z5 (4| =] 028", 5)ds +2 i&)[ @ (S, )E| 2 4, |ds (25)
E[Z7 (4,)*|=4] (00(S"". ) E[ 2 (4,)*|d

+4 i) 00(5". )0 (S E[Z7 4,4, |d (26)

E[Z ¥ 4,4,|= 2j0 05(5,5)0(S"” ,5)E[ 2 4, |d 7)

t

+GE)[ (@S, ) E[ 2 4, |d +2i)[ 0o (S, 5)0(S”, )| 27 (4,)']d .
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Then, E[Z;*"4,,], E[Z;*" A4,,] and E[Z,; (4,;)’] can be obtained as solutions of the system of

ordinary differential equations (22), (23), (24), (25), (26) and (27). In fact, since they have a grading
structure that the higher-order equations depend only on the lower ones, they can be easily solved with
substituting each solution into the next ordinary differential equation recursively. Moreover, since these
solutions are clearly the polynomial of (i), we can easily implement differentiations with respect to &
in, (18) and (19). It is obvious that the resulting coefficients given by these solutions are equivalent to the
results in the previous subsection.

Here, at the end of this section, we state a brief summary. In the Black-Scholes-type economy, we

consider the risky asset S’ and evaluate some quantities, expressed as an expectation of the function of
the terminal price, such as prices or risk sensitivities of the securities on this asset. First we expand them
around the limit to € =0 so that we obtain the expansion (8) which contains some conditional
expectations. Then, by approaches described in Section 2 or 3, we compute these conditional expectation.
Finally, substituting computation results into (8), we obtain the asymptotic expansion of those quantities.

NUMERICAL EXAMPLES: APPLICATION TO LONG-TERM CURRENCY OPTIONS

In this section we apply our methods to pricing options on currencies under Libor Market Models(LMMs)
of interest rates and a stochastic volatility of the spot foreign exchange rate(Forex), which is much more
complex then Black-Scholes-type case in the previous section. Due to limitation of space, only the
structure of the stochastic differential equations of our model is described here. For details of the
underlying model, see [11]. Detailed discussions in a general setting including following examples are
found in Section 3 and 4 of [14].

Cross-Currency Libor Market Models
Let (Q,F,P,(F,}

0<t<T" <o

) be a complete probability space with a filtration satisfying the usual

conditions. We consider the following pricing problem for the call option with maturity 7 € (0,7 ] and
strike rate K > 0;
VEO:;T,K) = P,(0.T)xE" [(S(T) - K)" | = P,(0.T)x E" | (F,(T) - K)'| (28)

where V(0;T,K) denotes the value of an European call option at time 0 with maturity 7 and strike
rate K, S(7) denotes the spot exchange rate at time >0 and F,(¢) denotes the time ¢ value of the

forex forward rate with maturity 7 . Similarly, for the put option we consider
VI(O0:;T,K) =P, (0.T)xE"[(K = S(T))" | = P,(0.T)xE" | (K = F,(T))" |. (29)

It is well known that the arbitrage-free relation between the forex spot rate and the forex forward rate are

given by F.(1)=S (l)% where F,(¢,7) and P,(#,7) denote the time ¢ values of domestic and

foreign zero coupon bonds with maturity 7 respectively. E”[] denotes an expectation operator under

EMM(Equivalent Martingale Measure) P whose associated numeraire is the domestic zero coupon bond
maturing at 7 .

For these pricing problems, a market model and a stochastic volatility model are applied to modeling
interest rates’ and the spot exchange rate’s dynamics respectively.

Fy(t.T5) - ? and

. . . P, (¢,T;
We first define domestic and foreign forward interest rates as fd].(t)z( a1 )1

Pr(1.T;)

SO = (P/(t,TM) — l)r'—/ respectively, where j=n(t),n(t)+1,---,N, 7,=T

j+l

-T.

J?

and P,(¢,7;) and
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P.(¢,T;) denote the prices of domestic/foreign zero coupon bonds with maturity 7, at time 7(<T)

respectively; n(t) =min{i:¢# <7, !. We also define spot interest rates to the nearest fixing date denoted

Y S @) and £ (0 as fy 0 ()= (Pd(tr ) l)m(}) and f . (1) = (P,(r /,m)_l)(n]) =k
Finally, we set 7' =T}, and will abbreviate F; (¢) to F),,(¢) in what follows.

Under the framework of the asymptotic expansion in the standard cross-currency libor market model, we
have to consider the following system of stochastic differential equations(henceforth called S.D.E.s)
under the domestic terminal measure P to price options. For detailed arguments on the framework of
these S.D.E.ssee [11].

As for the domestic and foreign interest rates we assume forward market models; for
j = n(l‘)—l,n(t),n(t)+1,-~-,N,

£PO=1,0 38 Y [ 28 1,0 /57 @d +al, £ @y,wd (30)

i=j+1

@)= 1,00 }522 [[gh 2wy, fPad +a Z [ 52w v, f wyd

t , ¢ t ¢ ’
& ], 0 we @) [ wdu+e[ [ @)y, @), 31)
where g, 09 (1) = — /;’Q;)((i)) 74 (D) gf(g)( )= 1+TT ff”m((tt)) 75 (®); x  denotes the transpose of x and W is a

r -dimensional standard Wiener process under the domestic terminal measure P; y,(s), y,(s) are r-
dimensional vector-valued functions of time-parameter s; & denotes a 7 -dimensional constant vector
satisfying || & ||=1 and &'”)(¢), the volatility of the spot exchange rate, is specified to follow a R, -

valued general time-inhomogeneous Markovian process as follows: (32)
where (s,x) and @(s,x) are functions of s and x.

()= (0 ¥ jo 2(u, 0 (1)) du + gzi jo 2% (u) o, 0 (u))du + & jo o (u, 0 (w))dW

Finally, we consider the process of the forex forward F),,(¢). Since Fy,,(¢) = F; (f) can be expressed

P, (1,1, . . .. . . .
as F, (1)=S)+ _ V”) , we easily notice that it is a martingale under the domestic terminal measure. In

P, 6.y
partlcular, it satisfies the following stochastic differential equation
FO 0 =Fy (0 Y[ o) Fad | (33)

where o ()= ). (€5 ()= g5 () + (1)

Numerical Examples

We here specify our model and parameters, and confirm the effectiveness of our method in this cross-
currency framework. First of all, the processes of domestic and foreign forward interest rates and of the
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volatility of the spot exchange rate are specified. We suppose » =4, that is the dimension of a Brownian
motion is set to be four; it represents the uncertainty of domestic and foreign interest rates, the spot
exchange rate, and its volatility. Note that in this framework correlations among all factors are allowed.
We also suppose S(0)=100.

Next, we specify a volatility process of the spot exchange rate in (32) with
{u(s, x) =K(0-x),(34)

35
(s, x) = C()\/;, 3

where 6 and x represent the level and speed of its mean-reversion respectively, and @ denotes a
volatility vector on the volatility. In this section the parameters are set as follows; £ =1, 0(0)=6=0.1,

and K =0.1; @=w’V where @ =0.3 and v denotes a four dimensional constant vector given below.
We further suppose that initial term structures of domestic and foreign forward interest rates are flat, and
their volatilities also have flat structures and are constant over time: that is, for all j, f,.(0)= f,,

O =1 vy =17 d1{¢<7,}(f) and y,(1) =7y, 77f1{t<7,}(t)~ Here, y, and y; are constant scalars,
and y, and y , denote four dimensional constant vectors. Moreover, given a correlation matrix C
among all four factors, the constant vectors y,, 7 ,, 0 and v can be determined to satisfy

174117 =GV =1 and V'V = C where V := (¥, 7 ,5,V).

In this subsection, we consider four different cases for f,, 7;, ff and 7; as in Table 1. For

correlations, the parameters are set as follows: the correlation between interest rates and the spot
exchange rate are allowed while there are no correlations among the others; the correlation between

domestic ones and the spot forex is 0.5( ;70;5 =0.5) and the correlation between foreign ones and the spot

forex is -0.5( 771,5 =—0.5): It is well known that (both of exact and approximate)evaluation of the long-

term options is a hard task in the case with such complex structures of correlations.

Table 1: Initial Domestic/Foreign Forward Interest Rates and Their Volatilities

Lo va Iy
case 0.05 0.12 0.05 0.12
Q)
case 0.02 0.3 0.05 0.12
(i1)
case 0.05 0.12 0.02 03
(iii)
case 0.02 03 0.02 03
(iv)

Lastly, we make an assumption that y,, ., ,(#) and y, ., (?), volatilities of the domestic and foreign
interest rates applied to the period from ¢ to the next fixing date 7, ,,, are equal to be zero for arbitrary

te [t,ﬂl(t)].

Ok
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In Figure 1, we compare our estimations of the values of call and put options whose maturities are from
ten to twenty years by an asymptotic expansion up to the fourth order to the benchmarks estimated by

10° trials of Monte Carlo simulation. The simulation we discretized the underlying processes by Euler-
Maruyama scheme with time step 0.05 and applied the Antithetic Variable Method. For the
moneynesses(defined by K/ F),,,(0)) less than one, the prices of put options are shown; otherwise, the

prices of call options are displayed. As seen in this figure, in general the estimators seems more accurate
as the order of the expansion increases. Especially, for the deep OTM-put options the fourth order
approximation performs much better and is stabler than the approximation with the lower order.

Figure 1: Values of Call and Put Options (Maturity 10 to 20 years)
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THE USE OF CASE STUDIES IN PREPARING
POSTGRADUATE DISSERTATIONS ON SMALL AND
MEDIUM SIZED FIRMS

Carlos Fong Reynoso, Universidad de Guadalajara, DER-CUCEA
ABSTRACT:

In recent years the methodology of case studies has been used much more than before in conducting
research on firms. This increase is due to the needs and requirements associated with approaching this
object of study, and to the perception that the results obtained by using such a methodology are of superior

quality.

The growing acceptance of case studies has been impelled by a wider knowledge and discussion of the
criteria for assessing quality that can be used in the evaluation of research following such a methodology,
and this has led to a better understanding of how the inclusion of case studies can be used to resolve certain
problems connected to the study of organizations, in particular small and medium sized businesses.

Hence the present work therefore proposes a design for conducting research that will be suitable for writing
a postgraduate dissertation on the subject of small and medium sized businesses, while at the same time
fulfilling the conditions of quality required in a project conducted through the use of case studies, and one
that it will be possible to complete within a limited period of time, thus improving the rate of students who
graduate after completing their studies.

JEL A23, B40 M00

KEYWORDS: Case study, SMEs. Dissertation
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EDUCATION AND GENDER EQUITY

Pavla Rehorova, Technical University of Liberec
ABSTRACT

The net of civic associations Social Watch created the alternative indicators for measurement of situation
development within equality of men and women (GEI — Gender Equity Index) and satisfying of basic
human needs (BCI — Basic Capability Index). This paper is devoted to gender inequity, i. e. education,
participation in the economy and empowerment. The primary attention is devoted to the education, let us
say tertiary education. The questions of tertiary education are solved not only from the global view, but
also from the national view, i. e. from the view of the Czech Republic. Our republic is in the front places
of the imaginary rank within this GEI dimension (education), within the remaining two dimensions
(participation in the economy, empowerment) the situation is not so positive and it is necessary to find
any solutions leading to the improvement of the current position.

INTRODUCTION

At the conferences of the United Nations Organization about Social development (Copenhagen, 1995)
and about Women (Peking, 1995) poverty removal and gender equality were for the first time defined — as
the collective global target, one of the main target next to the peace and human rights. The
interconnection of national and global level is playing very important role also by creation of various
indexes and statistical comparisons. They provide comparable international information and
macroperspective, and they also offer the data about the situation of individual countries. The net of civic
associations Social Watch found the alternative indicators for measurement of situation development
(setback or improvement) within equality of men and women (GEI — Gender Equity Index) and satisfying
of basic human needs (BCI — Basic Capability Index). (Ekumenicka akademie, 2008)

GENDER EQUITY

The Gender Equity Index is based on internationally available comparable data and it makes it possible to
position and classify countries according to a selection of indicators relevant to gender inequity in three
different dimensions: education, participation in the economy and empowerment (see Figure 1 and Table

1.

Figure 1: The Stairway to Gender Equity

n
10
. 1an
: Participation in the
Education Empowerment
Economy
GEI

Source: own elaboration of the data provided by (Bissio, 2008). Measure of inequality (the size of the gap) = index points needed to achieve
equity (100) globally in each dimension of the GEL
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In 2008, the GEI ranks the present situation of 157 countries, based on the most recent statistics available,
and is able to determine evolution trends in the near future. The index has a maximum possible value of
100, which would indicate no gender gap at all in each of the three watched dimensions. The GEI
measures the gap between women and men, not their welfare (i. e. the total level of education,
participation in the economy and empowerment).

Table 1: GEI Regional Average by Component

Dimension 1.Dimension 2.Dimension 3.Dimension
Education Economic Activity Empowerment
WORLDWIDE 90 59 35
Central Asia 92 65 30
East Asia 94 62 37
Europe 99 68 49
Latin America and Caribbean 99 57 45
Middle East and North Africa 90 35 19
North America 100 73 53
South Asia 80 47 20
Sub-Saharan Africa 73 61 24

Source: (Social Watch, 2008)

Education is the only component in the index where many countries have actually reached parity level
(indeed on terms when education is not available to great number of children and only the gender
disparity in access to education has decreased). When parity has been reached, obviously no further
progress is possible. But beyond the fact that many countries do not progress, the GEI education
component reveals that many of them are regressing. In the two other dimensions, related to women’s
integration into economic and political life, no country shows complete parity yet. The GEI evidences that
income differences between countries are no justification for gender-based inequities. Many poor
countries have achieved a high level of equity, which is a positive achievement, even when that means an
equitable distribution of poverty. In fact, the reverse is often true: many countries that have acceptable
average figures in social indicators frequently hide behind those averages enormous disparities between
men and women. The elimination of gender disparities can be achieved with active policies and does not
require that countries improve their income levels in order to succeed.

Sweden, Finland and Norway continue to have the highest rankings in the 2008 GEI (see Table 2).
Although the three countries do not lead in all the dimensions that make up the index (see gaps in
Education, Economic Activity and Empowerment) they have good performances in all of them. Germany
ranks fourth and Rwanda — one of the poorest countries in the world — takes the fifth place. In all these
cases, the gender gap has been reduced through active policies, including gender quotas for political
participation in elected bodies and pro-equity regulations in the labour market (on behalf of major equity).

Czech Republic is with GEI (year 2008) 69 on the 52™ position together with Cyprus, China, Honduras,
Peru and Brazil and simultaneously our republic belongs to countries with decreasing index value. It is
ranked among those countries where the inequalities and disproportions in general social status of men
and women are increasing. This result, though only in the context of international comparison, confirms
the regressive development within gender equity area. Nonprofit sector and also scientific community
have adverted methodically to this situation for a long time already. Non-surprisingly the Czech Republic
shows the worst result (43) in women’s empowerment (i. e. women'’s representation in political and other
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power management and technical positions). Nevertheless neither the women's participation in the Czech
economy does not afar reach the gender equity (64).

In education the Czech Republic reaches to the index value 97, so almost the equality of men’s and
women'’s education. The comparison of our republic with other countries is also quite interesting, because
these countries are stereotypically presented by Czech media as gender oppressed. For example the same
index value of China and better results of index values in countries like Russian Federation, Philippines,
Ukraine and Cuba. We may not generalize this comparison to the total social situation, nevertheless it
offers us any value of women’s and men’s position within the economy which shows the negative social
development in our country, including the level of (non)democratism of our social configuration, if it is
viewed also by gender perspective. (Uhde, 2009)

FIRST DIMENSION - INEQUALITY IN EDUCATION

Inequality in education is derived from the gender difference in the following indicators:
e level of literacy,
e participation in primary school,
e participation in secondary school,
e participation in tertiary education.

Education is the GEI dimension with the highest number of countries amounting to the satisfactory level
of equity. Nevertheless the situation is alarming and in 40 % of countries it is getting worst; badness
appears in many of these countries. According to the United Nations Population Fund (UNFPA), while
in 2000 31 % of women lacked school education, only 18 % of men were in the same situation. School
education, only 18 % of men were in the same situation. What is the total development in sphere of
education? The proportion of improving and worsening countries is disquieting. The cases of setback
overtop the cases of improvement more than twice!

Table 2: Gender versus Tertiary Education and Incomes (Selected Countries by GEI 100-75)

Countries GEI Ranking Gross Tertiary Enrolment Ratio Estimated Earned
(BCI value &, 0-100) Gap (women/men) Income Ratio
(women/men) &
Australia (99) 76 1,25 0,7
Barbados (99) 77 2,46 0,6
Denmark (98) 80 1,39 0,7
Philippines (77) 76 1,23 0,6
Finland (100) 85 1,21 0,7
Iceland (100) 78 1,91 0,7
Canada (99) 76 1,36 0,6
Kazakhstan (98) 75 1,43 0,6
Columbia (90) 75 1,09 0,6
Congo (79) 78 1,91 0,5
Lithuania (99) 77 1,56 0,7
Latvia (99) 76 1,79 0,7
Netherlands (100) 78 1,07 0,6
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Countries GEI Ranking Gross Tertiary Enrolment Ratio Estimated Earned
(BCI value &, 0-100) Gap (women/men) ® Income Ratio
(women/men) A
Norway (100) 84 1,53 0,8
New Zealand (98) 78 1,49 0,7
Russian Federation (98) 76 1,37 0,6
Rwanda (23) 80 0,62 0,7
United Kingdom (99) 75 1,39 0,7
United States (99) 75 1,41 0,6
Spain (99) 77 1,22 0,5
Sweden (100) 89 1,55 0,8
Uruguay (96) 75 2,02 0,6

Source: own elaboration of the data provided by (Social Watch, 2008)
Note:
& BCI = Basic Capabilities Index
e share of brutto percentage of women registered into the school offering the tertiary education, towards
brutto percentage of men registered into the school offering the tertiary education
A proportion of estimated women's incomes towards estimated men’s incomes, inasmuch as all the data
structured by gender are not available — the United Nations Development Program prejudged the incomes
of women and men on the basis of the following data: rate of nonfarm women'’s wages towards nonfarm
men’s wages, share of women and men in economically active population, total women and men
population, and GDP per capita (in purchasing power parity, in USD)

Education and Worldwide Regions

Inequity of access to education for reasons of gender is concentrated in few regions and therefore
becomes invisible or at least ‘opaque’ when analyzed jointly. At regional level, major differences are
found in North Africa and minor differences in South Asia, Latin America and Central Asia (see Figure
2). On the other hand, gender discrimination mechanisms in the area of education do not only refer to
access, but also operate within the system itself, making access to the education system an important
element but not the sole one. These mechanisms are very often reiterative and become more elusive. For
this reason, it is crucial to pay attention to the approaches to education and the running of educational
organizations. In many cases it is precisely the teaching materials that perpetuate models of behaviour that
reproduce negative gender stereotypes. (Rehotova, 2007)

When we measure the “Equity in education®, the gender gap varies in access to the different levels of
education. The indicator for the literacy gap shows categorical differences: in countries in the worse
situation there are two illiterate women for every man, while in those in the better situation the impact of
illiteracy by sex is more even, though still not entirely equitable. This is because in countries in the better
relative situation illiteracy is found in older generations, when the education system had not yet
implemented equal opportunities for men and women. This goes to show the inherent inertia that
distinguishes gender inequality, a fact that alerts us to the importance of starting equity actions early on
and in particular to keep them going over time. This conclusion is validated when we consider that the
enrolment gaps in primary, secondary and tertiary education not only do not harm women but also show
that they have higher enrolment figures than men. (Bissio, 2008) This tendency in countries in the better
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situation becomes particularly striking in fertiary level, where for every five people enrolled, three are
women and only two are men.

Figure 2: Current Regional Situation of Gender Inequalities in Education
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Source: (UNESCO Institute for Statistics, 2008)

Education in the Czech Republic

Czech Republic started to struggle for filling the targets of the European strategy within the area of
education and employment in the first half of nineties of the twentieth century. The Lisbon strategy
targets are included in all fundamental strategic documents and policies elaborated in the Czech Republic
still before the EU admission (e. g. National action plan of employment, National development program
of education in the Czech Republic, Development strategy of human resources for the Czech Republic,
Long-term plan of education and development, etc.).

As it was said in the second chapter — the Czech Republic within the first GEI dimension, i. e.
»Education, reached almost the gender equity (i. e. index value 97 — see Figure 3). But it does not mean
that there is nothing to improve, just vice versa: at the end of year 2008 the long discussed reform of
tertiary education has been started.

The reasons for mentioned reform were following (MSMT, 2008):

e the system of tertiary education was underfinanced (the sources for financing from public sources
are limited and private sources are minimal),

e the system was not so diversified (the expansion would be able to threaten the quality, it is
necessary to move ahead from quantity to quality),

e the system was managed by methods which do not correspond to the new role of tertiary
education in the society and in the economy (weak role of management in the institutions of
tertiary education),

e the system was not so efficient, i. e. its participants have the tendency to maximalize the inputs
without any responsibility for the outputs; the competition also lacks in the system.
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Figure 3: Gender Equity Index in the Czech Republic
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Source: (UNESCO Institute for Statistics, 2008)

The main characteristics of tertiary education reform are:

e autonomy recruital,

e recruital of executive council powers,

e establishment of Council for tertiary education,

o formation of typical research universities (faculties), i. e. centres of top research with the
emphasis on Ph.D. students education and training, basic and applied research, creation of the
innovative potential,

e cxistence of the segment providing the professionally oriented education (i. e. linking the labour
market, cooperation with the employers),

e monolithic system of accreditation for all institutions of tertiary education (i. e. academical and
also professional),

e cxistence of the internal system for valuation and quality management,
emphasis of ,,LLL — Life Long Learning*,

e individual national project — Operational Programme, Education for Competitiveness — Tertiary
education reform, etc.

Rate of Return to Czech Higher Education - Survey

There are differences between higher education systems in the world, let us say in Europe. In many
countries the government has been the major paymaster of higher education. In the Czech Republic there
is a free entry for students to public universities as well as a support of phenomenon of private
universities with fee payments in last couple of years. Why go people go to study on private schools when
they have to pay much more? On the base of human capital theory we can expect that these students also
await higher salary and other forms of profit from their education than those from public universities. Can
we confirm this hypothesis on the base of data we got from a questionnaire? (Urbanek, Marsikova, 2005)

During the academic years 2004/2005 — 2007/2008 (note.: within the research and development project
No. 402/09/1123 we continue also in the academic years 2008/2009 and 2009/2010) survey of earnings
expectations was undertaken of first year students at three Czech economics universities (Technical
University of Liberec, University of Economics Prague and University of Pardubice) and at the
University of Huddersfield Business School (UK). Students completed questionnaire in Czech (Prague,
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Liberec and Pardubice) or English (Huddersfield) and altogether there were 2,609 respondents. First year
students were surveyed, during their first term, because their decision to enter higher education had been a
recent one. The questionnaire began with general questions relating to gender and age in an attempt to
diversify the data. In the second part the students were asked about their expectations of income
immediately after graduation in their first job and then after ten years of work experience, at a minimum,
average and maximum level. They were also asked about the level of earnings they would expect if they
had only secondary-level education. They should also estimate the income of their possible acquaintances
— graduates without and with working experience. Last several questions concerned their family
background, education and income of their parents.

Table 3: Rates of Return (in %) According to Gender

Academic year Huddersfield (UK) Czech Republic

Graduates 10 Years Experience Graduates 10 Years Experience

Men Women Men Women Men Women Men Women
2004/2005 14.64 19.38 22.53 29.20 11.72 11.39 15.12 13.85
2005/2006 12.66 15.38 17.76 18.02 13.45 11.86 22.30 7.19
2006/2007 9.95 15.18 18.50 14.77 12.26 11.65 23.65 17.62
2007/2008 13.48 13.00 18.12 29.67 12.72 10.59 22.69 18.10
Total Average 12.68 15.74 19.23 22.92 12.54 11.37 20.94 14.19

Source: (Urbdnek, Marsikova, Rehorovd, 2008)

Table 3 presents a gender break-down of rates of return from the Czech Republic and Huddersfield. For
Huddersfield the results reflex the result of other studies focused on actual returns i. e. women expect a
higher rate of return to higher education than men. On the other hand, the data from Czech universities
provide different results. Male respondents expect higher rate of return than females. It is also interesting
to see that female students in Huddersfield expect higher rates of return than those from the Czech
Republic whereas male students from Huddersfield expect lower returns than thein Czech peers.

The result of the surveys of Czech and British students show that students are very well aware of their
possible (expected) earnings. There are some differences among men and women expectations, especially
in relation to expected returns immediately after graduation. (see more in [12] [13] [14]) It is intended
to replicate the results of this research by obtaining further samples in England. It would be especially
useful to include at least two more Business Schools to provide direct comparability with the Czech data.
It may also be beneficial to extend the geographical scope of this study of student perceptions of the
financial returns to higher education. Although the results of this study show a striking similarity between
student perceptions in the Czech Republic (GEI 69) and United Kingdom (GEI 75), this does not
automatically mean that the same will be true in other countries.

CONCLUSION

The attention from national levels to multinational level is being started to move within the various
studies with the progressing globalization. Tariq Banuri recommends to perceive the whole world as an
»Earthland“. On the global level we will find today more inequalities than within every country of the
world. Therefore it is possible to consider the world just as only one, wrong managed developing country
(Banuri, 2008). ,,North* and ,,South* are being drawn apart always faster: in developing countries we may
find the islands of extreme wealth and in developed countries there are wide islands of poverty.
Undoubtedly just the poverty is the most important way of men and women disadvantage, therefore it is
necessary to file it close into the gender, sort, ethnicity, etc. People fighting against global poorness and
do not taking into account the inequalities among men and women; and people fighting for women’s
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rights without any interest in poorness (above all poorness of ,,South®) are not in their research solid.
They would not study all poor humans and all women, but they would conduct their research only within
the framework of narrow interest groups, i. e. rich women of ,,North* or poor men of ,,South*.

As it was mentioned in the introduction, it is possible to see the gender inequity within three different
dimensions: education, participation in the economy and empowerment. According to GEI index (year
2008) many countries have actually reached parity level (i. e. gender equality) within the component of
education (100). In the two other components, related to women’s integration into economic and political
life, there is the situation much more serious and in most of the countries the components” index values
move only at the level or even under the level of the medial value (50). Currently I am not able to
determine the time period necessary for reaching parity level also within the second and third GEI
dimension, i. e. within economic activity and empowerment. Realized research at our university (see
Chapter 3.3) devoted to the rate of return to higher education does not also give us any closer answer so
far.
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GLOBAL FINANCIAL CRISIS AND THE
PERFORMANCE OF COUNTRY INDEX FUNDS IN THE
OCTOBER 9, 2007-MARCH 9, 2009 BEAR MARKET

IThan Meric, Rider University
Christine Lentz, Rider University
Wayne Smeltz, Rider University
Gulser Meric, Rowan University

ABSTRACT

Exchange-traded country index funds make it easy for investors to achieve global diversification. In a
recent article, Meric et al. (2008) study the risks and returns of 21 Ishares country index funds during the
July 2003-June 2007 bull market and they conclude that investing in country index funds can provide
high returns and significant portfolio diversification benefits to U.S. investors in bull markets.

During the October 9, 2007-March 9, 2009 period, the U.S. stock market experienced the worst bear
market in its history since the Great Depression. In this paper, we study the performance of 23 exchange-
traded Ishares country index funds during this period. In a previous study, Meric et al. (2002) find that
correlation between national stock markets increases and global investments do not provide significant
return and portfolio diversification benefits to investors in bear markets. In this paper, we provide
additional empirical support for the Meric et al. (2002) finding by demonstrating that investing in country
index funds did not provide significant return and diversification benefits to U.S. investors in the October
9, 2007-March 9, 2009 bear market.

JEL: G11; G15; G21; G28

KEYWORDS: Financial crisis, bear market, country index funds, Sharpe and Treynor portfolio
performance measures, principal components analysis, portfolio diversification
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A NEW HEDGE FUND REPLICATION METHOD WITH
THE DYNAMIC OPTIMAL PORTFOLIO

Akihiko Takahashi, The University of Tokyo
Kyo Yamamoto, The University of Tokyo

ABSTRACT

This paper provides a new hedge fund replication method, which extends Kat and Palaro (2005) and
Papageorgiou, Remillard and Hocquard (2008) to multiple trading assets with both long and short
positions. The method generates a target payoff distribution by the cheapest dynamic portfolio. It is
regarded as an extension of Dybvig (1988) to continuous-time framework and dynamic portfolio
optimization where the dynamic trading strategy is derived analytically by applying Malliavin calculus. It
is shown that the cost minimization is equivalent to maximization of a certain class of von Neumann-
Morgenstern utility functions.

INTRODUCTION

Hedge fund replication products appeared in the financial markets recently. Large investment banks and
asset management companies launched the products one after another at that time. Some of these
institutions developed replication techniques collaborating with the pioneers in hedge fund research.
Therefore, these products have gained increased attention.

In the period of the subprime and Lehman shocks, most hedge fund strategies recorded large losses. The
slump in this period kept investors away from hedge funds, and therefore maybe from hedge fund
replication products. However, hedge fund replication overcomes the following difficulties in hedge fund
investing: high cost, low transparency, and low liquidity. The importance of transparency and liquidity
was recognized because of these market crises. Therefore, hedge fund replication products are attractive
investment vehicles as long as the performance of the replication target is worth investing.

The methodologies can be categorized in the following three approaches. The first is a rule-based
approach that mimics trading strategies that the target hedge fund employs. This is the most primitive
way. The second approach is a factor-based clone that tries to replicate risk exposures of the target fund.
If this method succeeds, then the return of the replica tracks that of the target fund on a month-to-month
basis. This is the ideal replication, but this method requires finding tradable market factors that drive the
return of the target hedge fund. The third approach is distribution replication that gives up month-to-
month return replication, and aims to replicate the distribution of hedge fund returns. Amin and Kat
(2003) first tried the replication. However, an attractive character of the hedge fund returns is the low
dependence with returns of traditional asset classes. Further, Kat and Palaro (2005) presented a modified
method to replicate the dependence structure with the investor’s existing portfolio, too. Papageorgiou et
al. (2008) proposed an alternative way to perform Kat-Palaro’s replication methodology by utilizing a
hedging scheme of options in an incomplete market. See Takahashi and Yamamoto (2009a) for the
analysis of these methodologies.

This article extends the works of Kat and Palaro (2005) and Papageorgiou et al. (2008). Since the
methods developed by the two research papers use one reserve asset with long positions only, the choice
of the asset is crucial, and the user of the methods should pay much attention to the choice of the reserve
asset. On the other hand, our new method allows multiple reserve assets with both long and short
positions for creating a replicating portfolio.
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When the investment universe is extended to multiple reserve assets, a criterion that chooses a payoff
should be introduced because there are infinitely many payoffs that have the same statistical properties as
the target hedge fund. This paper proposes to choose the cheapest one. By extending the work of Dybvig
(1988) to continuous-time framework, the cheapest payoff is obtained. Then, the dynamic trading strategy
is derived analytically by applying Malliavin calculus. For the case of replicating the marginal
distribution of the target hedge fund return, it is shown that the cost minimization is equivalent to
maximization of a certain class of von Neumann-Morgenstern utility functions.

In the subprime and Lehman shocks, CTA/Managed Futures funds enjoyed high returns. (See figure 1.)
Therefore, this paper replicates CTA/Managed Futures Index. The distribution replicating approach is a
powerful method for the strategy, because it is difficult to find factors that drive the return of CTAs or
managed futures funds (See, for example, Hakamada et al. (2007).). Therefore, factor-based replications
for the funds are impossible or very tough.

Many CTAs or managed futures funds are seeking for attractive investment opportunities in financial
markets around the world. They employ dynamic trading strategies including leverage and short sales to
exploit them. Our methodology is also able to reflect their investment behaviors while the existing
methods are not. A historical out-of-sample simulation shows that our scheme provides a much better
performance than the replication by one reserve asset with only long position.

Figure 1: Performance of Eurekahedge Hedge Fund indices by investment strategy (Jan 2007-Dec 2008)
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REVIEW OF KAT-PALARO’S METHOD: LONG ONLY ONE RESERVE ASSET CASE

Let us review the method of distribution replication of hedge fund returns proposed by Kat and Palaro
(2005). Consider an investor who has been investing in traditional assets such as stocks and bonds, and
plans to invest in a hedge fund. It is assumed that he is attracted to the hedge fund because of the
distribution of the return and the dependence structure with his portfolio. Suppose that S° is a risk-free
asset, S' is an investor’s existing portfolio, and S> is a risky reserve asset. Assume that S' is also
tradable. (It is proxied by a portfolio of stock index and bond futures.) Let O and 7T be the start and
terminal dates of the investment, respectively. Kat-Palaro’s approach tries to the return distribution of the
hedge fund and dependence structure with the investor’s existing portfolio by the dynamic trading
strategy of the investor’s portfolio and a reserve asset.
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To implement the replicating strategy, we need to proceed with the following steps. First, the stochastic

T
=0

Following that, the joint distribution of R} =logS; and R; =logsS; is also obtained. Let R, be the

random variable that represents the log return of the target hedge fund. Second, the joint distribution of

the investor’s portfolio and hedge fund returns (RIT, R,) is estimated. This is the target joint distribution

T
processes {S; }t—O and {Sf } are inferred. The initial asset values are normalized so that S} =S, =1.

to replicate. Third, the payoff function, which transforms the joint distribution of (RIT, Ri) to that of
(R'T, R,), is determined. Finally, the payoff is priced and replicated through the dynamic trading of s
and S°.

In the first step (inference of {S!}” , and {S’}" ), Kat and Palaro (2005) and Papageorgiou et al.
(2008) modeled them by Gaussian and non-Gaussian distributions, and selected the best-fitted one.

As hedge funds exhibit skewness and fat-tails, and are non-linearly related to traditional asset classes, in
the second step (estimation of (R, R)), Kat and Palaro (2005) proposed to model R} and R,
separately, and then connect them by a copula. For hedge fund returns, it is desirable to use the
distribution class that can capture its skewness and fat-tails. For example, Kat and Palaro (2005) and
Papageorgiou et al. (2008) used Gaussian, Student-t, Gaussian mixture and Johnson distributions. Some
copulas can capture the asymmetric dependence structure flexibly.

After estimating the parameters and selecting models of the asset returns and price processes, a payoff
function is determined. To obtain the joint distribution of the investor’s portfolio and hedge fund returns
through the dynamic trading of the investor’s portfolio and a reserve asset, a function g that satisfies the

following equation is required.

P(R, <a,g(R;,R})<b)=P(R, <a,R, <b) foranya,b, (1)
or equivalently,

P(g(R,,R})sb|R, =a)=P(R, sb|R, =a) foranya,b. (2
Then, g is given by

&(a,b)=Fy ,(F. (b)), G)

where F’

®,1a @nd FRz\a are the conditional distribution functions of R, and R; under R, =a. In terms
T

of the asset prices, the payoff function is represented as
&(S;, 87) =exp{z(log s}, log 7). )

If one obtained the payoff function, the replicating strategy encounters the same problem with pricing and
hedging of derivatives. The dynamic replicating strategy is given by the delta-hedging strategy of the
payoff Q(SIT, S;) If the initial cost for the trading strategy is less (more) than 1, then the target payoff
can be realized by a lower (higher) cost. The remaining (shortage of) money is invested (funded) in the
risk-free asset. The shape of the probability density can be replicated, but the mean return is higher
(lower) than the target fund by the difference of the initial cost. In this case, the reserve asset does (does
not) include greater investment opportunity than the target hedge fund. Note that the payoff function
g(-, +) is an increasing function with respect to the second argument. Then, the delta-hedging strategy
never takes a short position for S*. In page 17-18 of Kat and Palaro (2005), the authors claim that users of
this method should choose the reserve asset S” that has the positive expected return factor uncorrelated
to the return of the investor’s portfolio. Then, the long position for S is justified. In this case, the choice
of a reserve asset is crucial.
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As described here, this methodology can replicate the shape of the probability density, but cannot fit the
mean. If you found a greater investment opportunity than the target fund, the mean return would be
superior and vice versa. Therefore, the usage of only one reserve asset is restrictive. Papageorgiou et al.
(2008) synthesized multiple assets to create one reserve asset by equal-weighing, but there would be
inefficiencies in the ad hoc fixed weighted portfolio. The extension of the investment universe would
bring in higher mean returns.

EXTENTION TO MULTIPLE RESERVE ASSETS

Let us extend the replication method to multiple reserve assets. See Takahashi and Yamamoto (2009b) for

n

a rigorous argument. Suppose that S°,--- S" are risky reserve assets. Suppose that the price processes of
the financial assets {S;},lo (i=0,---,n) follow stochastic differential equations (SDEs)

ds) =rS)dt, (5)
ds; = yiSidt+ Y c'Sidw; (i=1L n), (6)
MM J=1

where W, = (W,-- W) is n-dimensional standard Brownian motion. 7, 2, and ¢’ satisfy appropriate
measurability and integrability conditions. All of the initial asset values are normalized, so that
Fﬁ_l: L =S, =1. The following notations by n-dimensional vectors and a 7 X n matrix are introduced:
1 n 1 n b

F‘F—tﬂ: (Sﬂ' : .’St )la H, = (:uta' ey 22 )la 1= (13 : 'al)’ > and

11
o, 0
g =| : . . N

nl nn

(o)

t t

Suppose that o, is invertible almost surely. Then, there exists the unique market price of risk

2l O't_l( M, —r.1). In other words, the financial market is complete. The financial market is denoted by
M= (r, u, 0).

In complete market M, the unique state price density process is given by
! 1 p 2 [

H, = exp{— JFudu— Ef“| 0| du- fOE)H dW”}. (8)

The no-arbitrage price of any measurable payoff X at T'is given by x = E[HX]. By the standard

argument of martingale method, X can be replicated by a dynamic trading of the financial assets with
initial cost x.

For convenience, the minus logarithm state price density process L, is introduced:
L,=—logH, = ['rdu+ > ['|ofdu+ ['oa
= —logH, = Oru l/l+5 0” u” u+ 0 u Wu' (9)

Let & be a positive payoff at time 7. Denote the conditional distribution functions of & and L, under
condition S =5 F, zsand Fp | orespectively. Assume that £ and F} | are continuous and strictly

increasing for any s > 0. If X is defined as follows, ( S}, X) has the same joint distribution with (S;, &):
X =g(Sp. L), (10)
where

8(s,0) = Fo(F, (D). (11)

rls
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The next theorem asserts that X is the unique cheapest payoff among the random variables whose joint
distributions with S are same with that of (S}, £).

Theorem 1 Assume ¢ is a positive payoff at time T, and Fp and F;

increasing for any s > 0. In a complete market M, the unique cheapest payoff X among the random
variables whose joint distributions with S, are same with that of (S}, &) by equation (10).

are continuous and strictly

See Takahashi and Yamamoto (2009b) for the proof. If condition SIT = s is not considered, the following
claim can be proven. Let F. and F, L be the distribution functions of & and L, respectively. Assume

that F, and £} are continuous and strictly increasing. If X is defined by X = F;(F L (L)), Xis the

unique cheapest payoff among the random variables that has the same distribution with £ The next
theorem asserts that the cost minimization is equivalent to an expected utility maximization. Theorem 2 in
Dybvig (1988) is the equally probable finite state setting version of the theorem. To state the theorem in
continuous-time framework, two additional conditions are required for the utility function.

Theorem 2 Assume ¢ is a positive payoff at time T, and F, and F, are continuous and strictly
increasing. If X is the cheapest payoff that has the same distribution with £, then, in a complete market M,

there exists a strictly increasing and strictly concave von Neumann-Morgenstern utility function u(-)
such that (a) lim u'(z) =+, (b) lim u'(z) =0, and the dynamic trading strategy that attains payoff X is
z—>+0 Z—+0

the optimal investment strategy for u(-). Conversely, if a dynamic trading strategy maximizes a strictly
increasing and strictly concave von Neumann-Morgenstern utility function u(-) that satisfies conditions
(a) and (b), it attains the cheapest payoff for some distribution.

See Takahashi and Yamamoto (2009b) for the proof. This theorem supports our method theoretically.
Moreover, it ensures that our method is applicable to not only hedge fund replication but also dynamic
portfolio optimization in investment management.

Let us see the dynamic portfolio that replicates the cheapest payoff. Let ﬂ'; (i=0,..., n) represent the

money amount invested in asset i at time ¢. n-dimensional vector 7, is defined by = (7L , 7}),
which denotes the portfolio of risky assets. Let x be the initial cost required to realize the cheapest payoff
X, for some payoff distribution. The initial cost x is invested in the financial assets by a dynamic self-
financing trading strategy to generate payoff X,. In other words, the portfolio value at time ¢, X,
satisfies .

A= 7, + 7)1 (12)

for any ¢. In a differential form this is,

X, =X dt + m,(u, —r,1)dt + 'oc,dW,. (13)

The dynamic portfolio can be obtained for the case of Markovian coefficients. (See Takahashi and
Yamamoto (2009b).) This paper assumes that 7,/ o are deterministic functions of ¢. By applying
Malliavin calculus, the dynamic portfolio generating the cheapest payoff is obtained.

Proposition 1 Assume that v, u and o are deterministic functions of t. Then, in a complete market M, The
dynamic portfolio generating payoff’ g(Sy, L) is given by

m=a' )" ¢, (14)
where= (g,,L , @) is given by
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g = %E,[HT&(S;,LT)H oD p (H,g(S LS. (15)
6 =2 g 1 gL fori=2L n. (16)
mn

1
The interpretations for the optimal portfolio constituent factors are as follows. FE [H,g,(S;,L,)] is
t
the present value of the sensitivity of the terminal payoff to the change of L, . This quantity corresponds
to delta in the option theory. The volume of the risky asset portfolio increases in this quantity. This factor
contributes to generating the target distribution. In addition, the replicating strategy allocates the wealth to

tradable assets according to the market price of risk @' (¢). Through this operation, the cheapest strategy
is realized. The second term of ¢i is the present value of the sensitivity of the terminal payoff to the

change of WTI. This term contributes to the generation of the dependence structure on the investor’s
existing portfolio.

REPLICATION OF CTA/MANAGED FUTURES INDEX

Let us replicate Eurekahedge CTA/Managed Futures Index. This paper uses the following investor’s

existing portfolio and reserve assets. Assume that the investor’s portfolio S' is composed of 50%
Japanese stocks and 50% Japanese government bonds (JGB). Since these assets are traded dynamically,
TOPIX futures and long-term JGB futures were used as the proxies. Both of these securities are listed on
the Tokyo Stock Exchange. The S&P 500 futures, NYMEX WTI crude oil futures, COMEX gold futures,
and JPY against USD spot currency are used as the reserve assets. It is considered that CTAs and
managed futures funds invest in these assets. All the data are obtained from Bloomberg. The log returns
on futures are calculated by rolling the front contract. The front contract is rolled on the last trading day of
the maturity month. Our base currency is USD. Since TOPIX and JGB futures are denominated in JPY, a
currency hedge is applied. Accordingly, the log returns of these assets are adjusted by the difference
between the interest rates of USD and JPY. Libor rates are used for the interest rates.

Using past data, the following procedures were performed on a monthly basis to estimate and select the
best-fitted model of the target return distribution and its dependence structure on the investor’s portfolio.
First, the parameter estimation and model selection for the marginal distribution of monthly log returns of
the CTA/Managed Futures Index are performed using the same method as with Papageorgiou et al.
(2008). The best-fitted model is chosen from a Gaussian mixture with m regimes (m = 1, 2, 3, 4, 5) and
Johnson unbounded distribution. Next, the copula model between the monthly log returns of the
replication target and the investor’s portfolio is estimated and selected in the same manner as that in
Papageorgiou et al. (2008), which is based on the ranking of the time-series data. The copula is selected
from the Gaussian, Student, Clayton, Frank and Gumbel.

In this example, it is assumed that the coefficients of the investor’s portfolio and the reserve asset
processes are constant during a month. The parameters for the investor’s portfolio and the reserve assets
are estimated by maximum likelihood. The daily data in the previous month are used for the estimation in
order to reflect the trend-following investment strategy. Finally, payoff function (10) is replicated by
dynamic replicating portfolio (14). The portfolio is rebalanced on a daily basis. The conditional
expectations in equations (15) and (16) can be numerically calculated by Monte Carlo simulations with
two-dimensional Gaussian distributions. Therefore, the computational burden to obtain the dynamic
replicating strategy is not different from that of the one reserve asset case. For the purpose of comparison,
the replication result of one reserve asset with long positions only (Kat-Palaro’s method) is also shown.
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Here, the reserve asset is the equally weighted portfolio of the four assets used by our method. The
transaction costs are assumed to be 1 basis point for the sale and purchase of all assets.

The inception month of Eurekahedge CTA/Managed Futures Index is January 2000. The data from the
first two years since inception are used to estimate the return distributions while the monthly log returns
from January 2002 to October 2009 were replicated by multi-reserve assets (our method) and uni-reserve

asset (Kat and Palaro’s method), which is composed by the equal-weighted portfolio of the four reserve
assets.

Figure 2 shows the growth of the net asset values. It can be seen that the replication by multiple reserve
assets performed better than the target. However, note that the performance of the replication target is
after deduction of management and performance fees, while those of replications are not. Although uni-
reserve asset performed well before July 2007, it incurred a large drawdown after this period. This is
because the reserve asset substantially declined but the method could not take the short position for the
reserve asset. CTAs or managed futures funds attract investors because they enjoy high returns during the
financial market crises. However, the replication by one reserve asset with long positions only failed to
reproduce the character. On the other hand, the replication by multi-reserve assets attained near the return
level to the target even under the subprime and Lehman shocks.

Figure 2: Growth of the net asset values of the target (Eurekahedge CTA/Managed Futures Index) and the
replicated portfolios (Jan 2002-Oct 2009)
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Table 1 shows the summary statistics of the target and replicated returns. As seen in figure 13, the
replication by multiple reserve assets resulted in higher mean return than the target, while that by single
reserve asset did not. Moreover, extension to the multiple reserve assets succeeded in replicating the
positive skew and negative excess kurtosis, while one reserve asset did not. It also made the correlation
with the investor’s existing portfolio closer to the target. This confirms that the extension of Kat and
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Palaro (2005) and Papageorgiou et al. (2008) to multiple trading assets with both long and short positions
improves the performance of the replication.

Table 1: Statistics of the target and replicated log returns (Jan2002-Oct 2009)

Target Multi-reserve Assets Uni-reserve Asset
Mean 0.95% 1.18% 0.65%
Std. Dev. 2.23% 2.64% 2.41%
Mean/Std. Dev. 0.43 0.45 0.27
Skew 0.34 0.16 -0.14
Excess Kurtosis -0.06 -0.17 0.26
Correlation with 0.01 0.17 0.38

investor's portfolio

CONCLUSION

This article presented a new hedge fund replication method with the dynamic optimal portfolio by
extending Kat and Palaro (2005) and Papageorgiou, Remillard and Hocquard (2008) to multiple trading
assets with both long and short positions. It generates a target payoff distribution by the cheapest dynamic
portfolio. It was shown that the cost minimization is equivalent to maximization of a certain class of von
Neumann-Morgenstern utility functions. The dynamic trading strategy was derived analytically by
applying Malliavin calculus. The method was applied to the replication of CTA/Managed Futures Index.
The result showed that the performance of the replication was improved substantially compared to the one
reserve asset with only long position case. Our replication method was able to obtain high returns after the
subprime and Lehman shocks as the replication target while the replication based on the one reserve asset
with only long position incurred a large loss during this period.
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TAX EVASION AS A CRIME: A SURVEY OF
PERCEPTION IN YEMEN

Khaled Slamen Yaslam Aljaaidi , Universiti Utara Malaysia
ABSTRACT

This paper measures the perception of Yemeni citizens of the severity of tax evasion relative to other
crimes and violations. Perception of tax evasion may somewhat explain the degree of non-compliance
with the tax laws. Using data from a self- administered survey and a personnel structured interview, the
results of mean and comparative analysis show that tax evasion items were ranked as the three least
crimes of 30 listed crimes. Further, Tax evasion is categorized the least serious category out of six
categories. The results of this study should be useful to policy makers in Yemen and elsewhere, as it was
found that there is an alarming signal that tax evasion is relatively ranked as the least serious offence,
which could lead to an environment where taxpayers may not be afraid of cheating on their tax returns.

KEYWORDS: Tax Evasion as a Crime, Other Offences, Yemen
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THE ETHICS OF TAX EVASION:A SURVEY OF
BACHELOR ACCOUNTING STUDNETS AT
HADHRAMOUT UNIVERSITY OF SCIENCE AND
TECHNOLOGY (HUST) IN YEMEN

Khaled Slamen Yaslam Aljaaidi , Universiti Utara Malaysia
ABSTRACT

In the tax evasion issue, most of the studies conducted focused on the economic and public finance
perspectives rather than they did it from the philosophical and theoretical perspectives (McGee, 2005).
The current study is conducted to survey 86 accounting students enrolled for the academic year
2008/2009 in College of Business at HUST in an effort to examine their perceptions as to the agreement
of the ethics of tax evasion. In a like manner, 86 usable surveys are received. The results of the study
show that tax evasion is ethical under some circumstances. The majority of the respondents were
opposed to the view that tax evasion is always or almost always ethical. But when it comes to the
religious perspective, respondents indicated the point of view that, as Muslims, there is Zakat System, the
Islamic system, which differs from the existing tax systems, western systems.

KEYWORDS: Ethics of Tax Evasion, Accounting Students, Yemen.
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MOVING ON, LETTING GO: AN ANALYSIS OF UK
FAMILY BUSINESSES

Lucinda K. Dargavel, Cardiff University
ABSTRACT

In business succession planning the success of the change over depends greatly on the availability of
competent successors. Globally, a lack of effective succession planning is considered to be a growing
problem for owner-managed businesses, largely caused by an ageing population. In the UK in particular,
the number of family business closures is also increasing due to transfer failures often caused by
emotional ties and a lack of forward planning. This paper focuses on identifying such detrimental effects,
which afflict small family firms and are particularly noticeable during these economic times. Drawing on
research completed from June-August of 2009 these detrimental effects will be highlighted through the
analysis of both case studies from financial firms in the UK as well as narrative interviews with family
business owners in the UK. Some initial questionnaire findings will also be provided. In addition, the
findings from the research conducted will be contrasted to existing contemporary theories on family
business succession. Furthermore, a map will be used to illustrate the regional perspective of the
locations of the family businesses considered in this research.

INTRODUCTION

"Succession planning is all about taking the helm and setting the course for your eventual exit from the
business... Failure to plan, communicate, and manage succession is the greatest threat to the survival of a
business" (Weigl, 2006). Business succession planning involves planning and preparing for the smooth
continuation and success of a business where the success of the change over depends greatly on the
availability of competent people. The lack of effective succession planning is the biggest growth barrier
faced by many firms, especially those which are owner-managed businesses hence business succession is
becoming an increasingly important business development issue (Barry, 2007). This is due in part to an
ageing population, with rising numbers of both SME owners due for retirement and the numbers of
business closures due to an unsuccessful transfer of ownership (ONS, 2009). This suggests that many
business owners leave succession planning to chance. Yet, within family businesses succession planning
is deemed to be of considerate importance due to the very nature of the relationship and emotional issues
involved.

This research has been carried out in Wales as Wales is a country which is often overlooked within the
United Kingdom- where the focus often has a tendency to lean towards England- and given the
University’s position within its capital of Cardiff it seemed an obvious starting point for this study.
According to DTI data there are over 675,000 small-medium enterprises (SMEs) in London alone (DTI,
2006). Latest figures show that within Wales there are 188,900 employing 581,300 people and generating
some £36.5bn in turnover (Hamilton, 2009). Unsurprisingly, Cardiff has the highest number of SMEs
within Wales and around 75% of Wales’ businesses are run by members of the same family (Size
Analysis of Welsh Business 2006), (Miloudi, 2009).

Family businesses are considered by many to be “at the cutting edge of corporate performance, job
creation, wealth creation, return-on-investment, quality of product and service, flexibility, customisation
capacity and speed to market” (DIFC, 2008, p3). However, they are equally well known for their
vulnerability to decline and death beyond the founding entrepreneurial generation, and in my interviews I
have noted the use of the popular phrase “shirt sleeves to shirt sleeves in three generations” (Bennett,
Interview, 09/2009). The underlying circumstances contributing to their continued survival, health and
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growth potential, or to their decline and demise, have, consequently been subjects of increasing concern
and research efforts.

This paper will proceed by discussing literature which both defines succession planning and the
challenges which are posed by it as well as looking at why family firms fail and thus how the problems
associated with succession planning can be addressed. This will be followed by a discussion of the
methodology applied to this study and after this analysis will be made of both the interviews carried out
and some early questionnaire data. Subsequent to this data analysis will be the findings and finally,
succeeding this, the paper will end with the conclusions of this research study to date.

LITERATURE REVIEW

Succession planning can be described as a process through which firms plan for their future transfer of
ownership. This occurs when the owner of a company wishes to leave the firm, usually to retire, but
wants the business to continue. As stated by Rothwell, succession planning can be classed as any effort
which is designed to ensure the continued and effective performance of an organisation, division,
department or work group by making provision over time for the development, replacement and strategic
application of people in key positions (Rothwell, 2005). This exit can be achieved by transferring
ownership to members of the owner’s family, to employees of the company or to external buyers.
Succession planning is generally considered to be a unique, case-by-case process, where a one-size fits-all
mentality is simply not appropriate (Sambrook, 2005). A properly planned and executed succession plan
can deliver significant benefits for the owners of a business in terms of maximisation of shareholder value
through effective tax planning and a smoother transition of ownership which minimises disruption to the
business.

Gallo (2000) considers business culture an important element of the family enterprise. From his
perspective, a firm can be considered a family business when both the family and the business share their
assumptions and values. It is reasonable to assume that owners or managers who regard their enterprise as
a family business are highly likely to be attentive to issues and opinions of family members, as well as
meeting the needs of those family members (Aronoff & Ward, 1995). Inherently, the intersection of
ownership, management and family found in family businesses creates challenges for succession, for
example, the state of trust and harmony within the family at the time of succession may complicate the
transition process (Handler, 1992). In addition, business factors such as previous experience with the
handling of succession and the influence of a board of directors have often been highlighted as elements
which will affect family business succession. The family business can often be conceptualised by using
three interlocking circles as a representation of family, business and individual. Due to the fact that these
circles often have different primary orientations, the challenges facing a family firm often derive from the
challenge of managing the overlap of these circles (Bork, 1993).

In the context of family businesses succession planning is considered to be very important as the survival
rate of family firms is very low compared to that of non-family firms (Ibrahim et al., 2003). Incumbent
leaders of family businesses can exert a great deal of control over the process of succession within the
company but there is often an unwillingness to cede this control. It is suggested that this can be due to a
psychological loss, which those in positions of work leadership often experience when they reach
retirement, in the sense that their work role has afforded them a level of admiration and respect that they
may well not then be able to recover elsewhere. In family businesses, the emotional burden of choosing a
successor from their own offspring can also play a part in the delay of planning for business succession
(Sten, 2004). As is the case with many family businesses, the incumbents will rely heavily on income
from the business to fund their own retirement and therefore they may choose not to progress with
succession if they are of the opinion that the business cannot function without their presence. In most
businesses, successors gain control and authority through experience and their demonstrated competence
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however, in family run businesses it is more a case of taking into account the extent to which the
successor is prepared to take over. Effective successors have a more positive attitude about the business
than non-effective ones (Goldberg, 1996). A typical family business scenario is often shown as the
following: The family patriarch founded the business, the second generation then grew the company, and
the third generation lacked the initiative as the tough part had already been done. This third generation
almost has a ‘silver spoon’ problem where passion, energy, drive and perhaps even interest in the business
are lacking by this time. Sten found that while most founders of family businesses still wish to transfer
ownership to the next generation, the descendants increasingly wish to sell the business to a non-family
member to relieve the pressure on them (Sten, 2004).

That said emotional ownership is the critical pathway between the next generation and the family
business. People feel it but it is both hard to measure and to define; a starting point is human psychology
for the 19th century psychologist William James discussed the instinct of ownership is fundamental in
man’s nature and that in a healthy growing family it is normal for the children to have a sense of ‘owning’
their family and that which it possesses (James, 1890). This is recognised as the default condition but the
question posed here is does this extend to owning a family business? The instinct of ownership is easily
disturbed and this is considered to be especially true when that ownership relates to a business; Emotional
ownership towards a business has to be built in the first place and hence families have to take the right
measures to create and sustain this emotional ownership, or they have to foster the conditions under
which it will grow naturally (Northup, 2004). It is defined as a sense of closeness and belonging to the
family business — what psychologists call ‘attachment’ and it penetrates below the surface of the mind
into the identity of the person who experiences the emotional ownership (Nicholson, N. & Bjornberg, A.,
2008). Hence, it is something to do with the subject (the next generation family member) as well as the
object (the business). It captures the idea that the business is, in some sense, part of who you are as a
person- this is what psychologists refer to as ‘identification” (Nicholson, N. & Bjornberg, A., 2008).

In brief, the main questions for a succession plan are: who will lead the company? Who will buy out the
retired or deceased partner? In the case of a family business there is also a decision to be made as to
whether the successor will come from within the company or from within the family? On the one hand
capable ‘insiders’ hold the advantage of knowing the capabilities, weaknesses, and culture of their
company; They understand how things are carried out and who can complete the task at hand effectively.
If they are plausible candidates for the position of CEO, then there will be a large cohort of other
executives who will support them and help them to succeed. However, the downside is that as ‘insiders’
they are rarely able to see how much change will be needed to gain advantage in the future. Where
internal succession occurs, family members usually have a similar lifeworld, worldliness or set of
experiences; which is often seen to simplify the communication processes and enhance trust building
(Orgplus, 2008). However when dealing with the succession issues within any family business, it is useful
to remember the phrase ‘acorns seldom flourish in the shade of great oaks’ (Karlsson et al 2008) as the
founders of the business can often be found guilty of overshadowing any new management. It therefore
seems reasonable to argue that family members or internal family successors have advantages compared
to outsider successors with regard to knowledge elements and transfer costs but a potential problem is that
an inside-family successor may not possess the capabilities, competencies, and talent to manage the firm
adequately (Rawls, 2007).

Often the relevance of the experiential knowledge is so central that such firms die when no offspring is
ready to take over (Stavrou, 1999). It may also be difficult to take an ‘outsider’ as an employed successor
if this ‘outsider’ has not already worked in the firm and thereby achieved the status of a quasi-family
member (Tian, 2007). One other common reason given for turning to an outsider is that a company has
grown beyond the scope of its top executives’ leadership experience. Another side to the argument is that
these so-called ‘outsiders’ have the beneficial advantage of a clean slate. That is to say, they are not
invested in any of the arrangements that they will inherit. They recognise that change is needed because
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that is almost always the mandate that they receive from the Board that hired them (Bower, 2007). The
unfortunate fact is that some ‘outsiders’ are not familiar with the company’s industries, its competitors, or
its key technologies. It is often the case that they do not understand the people of the organisation well
enough to calibrate what they have to say and it may take years for them to gain that valuable knowledge.

More than 20 percent of all CEOs are brought in from outside the company, despite the fact that in North
America and Europe, outsiders, on average, underperform insiders. (Karlsson et al 2008). For the ten
years studied, companies in Europe headed by outsider CEOs underperformed regional market returns by,
on average, 2.2% (Karlsson et al 2008). Europe also led the world in CEO turnover in 2007 with an
overall rate of 17.6 % compared with 9.1% for the rest of the world (Karlsson et al 2008). Of the 17.6%,
5.8% were classed as forced successions in Europe which means that 37% of all European successions
were forced (Karlsson et al 2008). The most promising potential CEOs are those who can combine the
‘insider’s’ deep knowledge of how the company works with an ‘outsider’s’ ability to sense external
change and understand the problems the company faces and the consequences of ignoring them. Bower
uses the term ‘inside-outsider’ to describe someone who has grown up in the organisation but has retained
their objectivity and developed the strategic perspective necessary to drive the change (Bower, 2007)
.This means that they are able to see the magnitude of change needed, and because they are in a sense
‘insiders’ to the business that they have a real chance of success as they already know the people,
systems, culture and assets of the company.

The oldest family business in the world is Houshi Onsen, a hotel and spa business based in Japan which
was founded in 718 and is currently in its 46th generation of management (Offner, 2009). That said,
Japan’s family businesses in general have a longer life span than those in many other countries; as many
as 100,000 Japanese businesses are more than 100 years old, and nearly 100 are more than 600 years old,
according to some estimates (Kristie, 2008). One reason for this may not only be the long-term orientation
of these businesses but also the clear preference for internal successors or at least quasi-family members,
such as sons-in-law who are transformed into family insiders. Expanding on Bower’s theory,
quintessentially the transformation of an outsider into an insider substitute would require an
understanding of all stakeholder relationships and internal firm processes. To acquire this idiosyncratic
knowledge, the external successor needs time, but work and industry-specific experience could accelerate
this process hence, unsurprisingly it is family firms which seem to be especially profitable in sectors such
as construction or different kinds of craft (Colli, 2003). This agrees with the idea that succession in the
family firm may be considered a form of knowledge transfer (Cabrera-Sua’rez et al, 2001).

A question often asked is why do so many family firms fail? Its answer may lie in the correct
identification and utilisation of their tacit experiential knowledge. Conceivably in some cases an
individual is selected who has the correct knowledge but is relatively unaware of the reasons for her or his
succession or perhaps is unaware of how to utilise this knowledge to full effect for the benefit of the
business. This ongoing lack of awareness is then further compounded in subsequent successions. An early
level of exposure to the business is needed in order to allow the potential successor to establish
relationships with key suppliers, customers and lenders; to build credibility within the company; and to
understand the culture and intricacies of the firm (Lansberg & Astrachan, 1994). If the potential successor
is exposed to the business too late, then these aspects may be lacking thus preventing a successful
succession from taking place. According to CEO Succession 2007 — the Performance Paradox, insiders
perform better than outsiders, for total shareholder returns for insiders were 3 percent above the regionally
adjusted market returns per year during their tenure, whereas outsiders’ adjusted returns were 1.4% lower
(Karlsson et al 2008).

A recent analysis shows that one quarter of family firms surveyed globally (PricewaterhouseCoopers)
expect to change hands within the next five years and, of these, more than half expect to remain in family

hands. Of the 55% of companies with a succession plan, some of the most important details had not been
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worked out (PricewaterhouseCoopers, 2008). For example, 48% of companies with a succession plan are
yet to choose a successor. The global picture is similar to that of the UK with 28% of companies expected
to change hands in the next five years, of which 44% are expected to stay in the family
(PricewaterhouseCoopers, 2008). In the UK, 47% had a succession plan in place, but of those, only 30%
had chosen a successor (PricewaterhouseCoopers, 2008), and in a separate survey by Bibby Financial
Services, over 38% of SME owners in the UK admit that the likelihood is that when they finish their
business will close down (Auxesia, 2007). Fascinatingly, the survey from PricewaterhouseCoopers also
shows that UK companies are somewhat more open than their international peers with regard to bringing
in senior management from outside; and a third of those with succession plans expect key senior roles to
be appointed from outside the family, as opposed to 17% globally (PricewaterhouseCoopers, 2008).
Globally, figures estimate that over 50% of people are employed in family businesses with one in four
family businesses, in both the private and public sectors, expecting to change ownership in the next 4
years and 44% of those that are expecting to change ownership in the next five years also have the
intention of passing their business on to the next generation in the family (PricewaterhouseCoopers,
2008). Recent DTI figures show that only around a third of family firms are passed onto the second
generation and just a tenth actually reach the third (KPMG, 2009). There is a long history of great family
businesses which have failed as a result of sleepwalking into succession. There is a paradox here for the
mere fact that a business is family controlled can be both its primary strength and its principal weakness
or put differently, a family business has its own unique strengths and needs (Drucker & Landman, 1990).

By comparison, in the United States almost 60% of all majority sharecholders in family businesses are
aged 55 or older (30% are 65 years old or older) yet less than 30% of these have succession plans and less
than 40% have a successor in mind (O’Brien, 2007). Some 25% are of the opinion that the next
generation is not competent enough to take the reins. Family-owned businesses, both publicly and
privately held, account for about 85% of all US businesses and generate approximately 64% of America’s
gross domestic product (O’Brien, 2007). Most of these family businesses fail to address succession until
they are forced to when, for example, an owner falls sick or they receive a third-party buyout offer and
even though numerous models exist to help guide families through the succession process there appears to
be little consensus on a universal approach to the situation. The U.S Trust, Bank of America Private
Wealth Management sponsored a survey called “Protecting the Family Fortune” which examined the
wealth planning strategies and practices of extremely affluent global family business owners which found
that while three-quarters of family businesses valued at $300 million or more had succession plans, only
38% had actually implemented them (Prince & Associates/Campden Research, 2008).

As the global workforce ages and the skills gap increases, increasing attention needs to be paid to
establishing and maintaining effective succession planning programmes within family enterprises. If
organisations are to establish and sustain systematic efforts a practical approach is required to ensure that
the right people are in the right place at the right time, doing the right things to achieve the right result;
people need to see that succession planning is a part of life. Plant the seeds of new hires, but reap the
knowledge and experience of experienced workers (Fenner 2008).

METHODOLOGY

There are 4.3 million SMEs in the UK with 3.8 million of them located in England (DTI, 2006). Almost a
third of these, 32%, are situated in London and the South-East- with each of these areas housing over
675,000 businesses (DTI, 2006). In comparison, there are 188,900 SMEs within Wales; employing
581,300 people and generating £35.8bn in turnover (Hamilton, 2009). Cardiff has the highest number of
SMEs within Wales, with 19,700 SME:s in total (Size Analysis of Welsh Business, 2006). This can be
broken down into 18,300 micro enterprises, 900 small enterprises and 500 medium enterprises, all of
which are the highest in Wales for each category (Size Analysis of Welsh Business, 2006). In order to put
this into context, the next highest number of SMEs by region within Wales is in Powys, which has a total
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of 15,600 enterprises (Size Analysis of Welsh Business, 2006). Broken down into the subsequent
categories, Powys has the second highest number of micro enterprises with 15,100, while Flintshire has
500 small enterprises and Flintshire, Swansea and Rhondda Cynon Taf have 200 medium enterprises each
(Size Analysis of Welsh Business, 2006). Around 75% of Wales’ businesses are run by members of the
same family (Carter, 2009).

The decision to carry out this study stemmed from previous research which stated that while family
succession is often the owner's ideal, the reality is that many end up as transfer failures hence it is
becoming increasingly rare for these businesses to be passed on to the next generation; approximately
only 24% survive through to the second generation and only 14% make it beyond the third (Leach &
Bogod, 1999).

In order to effectively carry out this study I took a sample of 430 family firms and proceeded to carry out
both semi-structured and narrative interviews to allow me to find out more about the businesses and how
they are run and especially in the case of the latter technique to encourage the narrator to tell their story —
from how they came to be a part of the business to where they see themselves in the future and perhaps
even how they envisage the final chapter and the role that they will have to play. To start this process, |
used the Corpfin database which is available to me and which I can readily access over the internet to find
my initial companies by carrying out a basic search which allowed me to set the location and age of
director. I chose to use this over other options available to me as I find it more efficient and user friendly
than other providers of Companies House data such as FAME. I then started out with some semi-
structured interviews with companies that I was already familiar with in order to find out the methods
which best suited my research. Although these worked initially they became more of a marker for a later
stage as they allowed me to discover that given the notion of emotional ownership as discussed in my
literature review, a narrative interview technique would work more effectively when 1 wanted the
interviewee to open up about their business and tell me their own individual story.

These narrative interviews followed on from a postal questionnaire which I also carried out as part of this
study using the 430 companies found through Corpfin and from those surveys (130 thus far) which were
completed and returned to me I was then able to make further contact with the firms which were happy to
participate in my narrative interviews as they had left me their contact details for this purpose. Primarily,
with this type of interview, the researcher needs to familiarise him or herself with the field and in my case
the secondary research completed with regard to my literature review and the primary research already
carried out- that is to say the responses gained through my questionnaires- as well as the individuals’ own
initial responses to the questionnaire- have already allowed me significant insight into the situation at
hand. When using this technique, it is important to always remember that it is the respondent who
controls the structure, length and content for they are the ones painting their own picture.

ANALYSIS

For the analysis of my data, I transcribed the 15 interviews and I have used NVIVO 8§ software in order to
derive concrete conclusions from my study by using the methods of grounded theory. The phrase
"grounded theory" refers to theory that is developed inductively from a corpus of data. This means that
when completed the resulting theory should fit at least one dataset perfectly. This contrasts with theory
derived deductively from grand theory, without the help of data, and which could therefore turn out to fit
no data at all. This form of theory takes a case rather than variable perspective which in part means that
the researcher takes different cases to be wholes, in which the variables interact as a unit to produce
certain outcomes. A case-oriented perspective tends to assume that variables interact in complex ways
and part and parcel of the case-orientation is therefore a comparative orientation. Cases similar on many
variables but with different outcomes are compared to see where the key causal differences may lie.
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Grounded theory was appropriate for my analysis as given the nature of the discussion it was feasible that
a clear structure would appear with issues such as “insider”, “outsider”, “passing on the mantle” and
“shirtsleeves to shirtsleeves™), being considered on several occasions (Richardson, 2009), (Bennett,
2009), (Cunningham, 2009). Open coding is the part of the analysis concerned with identifying, naming,
categorizing and describing phenomena found in the text. Essentially, each line, sentence, paragraph etc.
is read in search of the answer to the repeated question "what is this about? What is being referenced
here?" I found it important to have fairly abstract categories in addition to very concrete ones, as it is the
abstract ones help to generate general theory. Axial coding is the process of then relating these initial
codes (categories and their properties) to each other, via a combination of both inductive and deductive
thinking. To simplify this process, rather than look for any and all kind of relations, grounded theorists
emphasise causal relationships, and fit things into a basic frame of generic relationships. I have done this
and as | have worked through the interviews the relationships have made themselves clear. Selective
coding is then the process of choosing one category to be the core category, and henceforth relating all
other categories to that category. The essential idea is to develop a single storyline around which
everything else is draped; there is a belief that such a core concept always exists (Strauss and Corbin,
1990). In addition to this, the succession planning questionnaire was analysed using SPSS 16.0.

FINDINGS

In my analysis of these interviews, I have been able to deduce from my findings that there are similar
themes that run as constant threads throughout. Given the current economic situation it is not surprising
that the current recession plays a part in much of the analysis alongside the perhaps less obvious problem
of companies growing too large to remain wholly within family hands and so needing an outsider’s
interception. As expected, some of the issues with succession seem to stem from a lack of
communication between both the family members and the next generation and an outcome of this is that it
can become a source of conflict with regard to ownership issues moving forward. On the other hand,
there are instances where the next generation has clearly communicated that they do not wish to continue
within the family business and that their interests lie elsewhere. The case studies have illustrated that
issues of emotional ownership and owners not wanting to let go or to cede control of their business are
prevalent and they tie in to the beliefs and trends shown in family business literature which I have
researched. Previously, it has been shown that globally 44% of the family businesses expecting to change
ownership in the next five years also intend to pass their business on to the next generation in their family
(PricewaterhouseCoopers, 2008). However, interestingly, from my research it seems that more and more
family businesses are realising that the next generation do not necessarily wish to take on the mantle of
running the business.

“I have a lazy lazy son who is not going to do anything with the business side of the business he has never
shown any interest in it” (Bennett, 2009)

Instead, they are looking outside of the business or in some cases grooming non-family members in the
route to succession for the benefit of the continued success of the enterprise; which links to Goldberg’s
views on effective successors (Goldberg, 1996). External factors are seen to play a part here for given the
economic situation many feel that their businesses can no longer be seen as safe and so they need
someone who is competent enough to carry the business through the current challenging conditions.

“..until I joined the business there was, as with many family businesses, a ‘we cannot do it because we are
too scared to do it’ attitude, so I think I have dragged them through this and shown them that if we do this,
and they do trust me then we will see the benefits, so I think there is a mutual trust both ways between the
family and the outsider, which is me, and they have stuck with it even when they have not liked it, but
dragging and screaming, they have got there and they are getting the benefits of it. (Richardson, 2009)
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Initial findings from my questionnaire data have shown me that 57% of the companies surveyed are less
than 25 years old with a mere 8% being more than 100 years old. From the point of view of business
succession, of the 10% in the 26-50 year old bracket, only 40% have planned to transfer the business with
the number increasing to 50% for those in the 51-100 year old category.

Figure 1: Relationship between the length of family ownership and transfer plans
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Figure 1 shows the relationship between the length of time a business has been owned by the family and whether or not the family have planned
for the transfer of their business. These results have come from my postal questionnaire data

In reality, many of the companies who say that they have already planned for succession have only done
so by means of hypothetical discussion, 50% with 44% having a formal plan that is to be actioned in the
future and 6% only even considering this form of planning in response to a recent offer for their business.
The likelihood of these businesses transferring in the foreseeable future is outlined in Figure 2 below,
with many saying that they will only pass on the business outside of the family if there are no family
members willing to take over. It should be noted that the economic downturn has had its part to play with
34% of those surveyed saying that it has decreased the possibility of them transferring the business.

Figure 2: The likelihood of shareholders transferring the business in the next 2-5 years
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Figure 2 shows the likelihood of shareholders transferring the business within the next 2-5 years regardless of whether they have actually
planned for the change or not. These results have been drawn from the data in my postal questionnaire.

CONCLUSION

Patterns have emerged from these analyses which show that clear comparisons can be drawn between my
literature and primary research as regards passing a business on to the next generation. Whereas in the
past, businesses have been handed on with little regard for the successors true wishes — the idea that the
family business was a legacy which had to be preserved — family firms, in Wales at least, seem to be more
inclined to look at the right option for their business even if this means bringing in outsiders. In some
instances this could be shown to be as a result of emotional ownership with the ‘father’ of the business
wanting to ensure that the business remains ‘healthy’ in the years with the realisation that for the firm to
follow the family line is not always the best solution (Bennett, 2009).
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It would be interesting to see the results of a similar study pertaining to other countries of the UK in order
to establish which of the issues highlighted in my literature review are most prevalent and whether it
varies by region.
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TACKLING THE CHALLENGE OF INTERMEDIATE
SKILLS SHORTAGE THROUGH OCCUPATIONAL
LEARNING: LESSONS AND EXPERIENCE FROM A
DEVELOPING ECONOMY

Macelekanyo Christopher Tshilongamulenzhe, University of South Africa
ABSTRACT

South Africa was besieged by an apartheid regime, separating communities across racial and ethnic
lines. This system of governance caused incalculable damage to the general education and training
systems. The colour bar perpetuated during this period meant that there was no point in training
Africans as artisans or professionals and it was statutorily illegal to award apprenticeship to Africans.
The education system was fragmented, the training system was decentralized and un-integrated. This
paper outlines and presents the newly introduced Occupational Learning System (OLS) in South Africa.
This system is aimed to integrate education and workplace training. It is important to note that an
education and training system that does not serve the needs of the business world is irrelevant, no matter
how much else it can do. This is not because the interests of business are paramount, but because
unemployment and poverty can only be solved by better employment prospects. The paper describes the
components of the OLS and how this system can address intermediate skills problems in South Africa.
Furthermore, the paper dissects the quality assurance (QA) regime and recommends suggestions for the
successful implementation of OLS in South Africa.

KEYWORDS: Occupational learning system, skills development, quality assurance, education, training
INTRODUCTION

The year 1994 marked a watershed and complete revolution to the marginalised and discriminated
communities in South Africa. Subsequent to this revolution, the country still faces deeply rooted social
and economic problems; it has to reduce the levels of poverty and unemployment; it has to restructure the
education and training systems and; it has to achieve employment equity and black economic
empowerment targets at a rate which is faster than the slow and informal pace at which experience is
normally accumulated for progression at work. In order to effectively deal with these problems, the
country cannot wait for new generation of learners to progress at a measured pace through formal
education and training (Vorwerk, 2005: 2). Innovation is required to tackle these problems. South Africa
has introduced a new system of skills development called occupational learning.

The Occupational Learning System (OLS) was brought about by the latest edition of reforms in skills
development policy, an ongoing project in the post-democratic South Africa. This new approach is aimed
to integrate South Africans who have been disadvantaged by politics, financial constraints or social
pressure into a learning system that accelerates the redress of past unfair discrimination in education,
training and employment opportunities; and thereby contribute to the full personal development of each
learner and the social and economic development of the nation at large (RSA, 1995:1).

The recently enacted Skills Development Amendment Act (RSA, 2008a) ushered this new system of
occupational learning in South Africa. This innovative way of learning was triggered by increasing
pressure to integrate education and workplace training, something that proved difficult to achieve during
the first two phases of the National Skills Development Strategy (NSDS). According to Bird and
Heitmann (2009: 6), the NSDS was a closed system, whose implementation reach was circumscribed by
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the scale of levy funds collected and the inability of these funds to reach those public providers
principally responsible for training in many of the critically scarce skill areas, such as engineers. On the
reverse side, public provision was still predominantly supply-led, without nuanced leavers to respond to
demand. The disarticulation between the two had also hampered the delivery of apprenticeships resulting
in a critical shortage of craft skills. The result was that key skill needs, including those for social
development (such as civil engineers for local government) were being critically ‘under-supplied’.

Furthermore, there is clear evidence of a systemic disconnect between education institutions and training
programmes on the one hand, and employer expectations or labour market needs on the other (Vorwerk,
2005:9). This disconnect requires that systemic linkages be developed between the labour market and
further and higher education in order to address the issue of scarce skills and unemployment successfully.
The linkages would enable the learning system to collect and provide information on skills needs, on
changes in occupational profiles, and on the requirements for new occupations. If the information on the
changing needs of the labour market is provided to education and training institutions, they would be in a
better position to align their programmes with labour market needs, and the education and training
provision then become more responsive and relevant to the labour market. It is mainly for this reason that
the OLS was conceptualised.

The OLS is a new approach to skills development focusing on job-related qualifications. However, in the
post-democratic South Africa, the first major attempt to redesign learning to make it more relevant to the
needs of workers and employers was legislated in 1995 with the repealed South African Qualifications
Authority Act. This ushered the National Qualifications Framework (NQF), and was followed later by a
set of skills development systems and structures broadly guided by the NSDS. Despite the NQF, the
NSDS, large budgets and the hard work of many people, South Africa still finds itself unsuccessful in
meeting its need for skilled workforce, its need to transform that workforce, and the need to provide basic
services to its people (NSDH, 2009: 221). The next section outlines the components of the OLS.

COMPONENTS OF THE OLS
The OLS in South Africa consists of several elements, namely:

A) The Labor Market: South Africa's labour market has undergone a transformation since 1994, with an
emphasis being placed on strategies that eliminate the labour inequalities of the past and improve general
working conditions for all South Africans. This labour market is characterised by an oversupply of
unskilled workers and a shortage of skilled ones. It is where the demand for skills comes from, and it is
an end point for occupational graduates. It is a valuable source of information that provides insight to
role-players regarding the decline of certain occupations and changing skills needs within occupations.
All this information provides important signals that role-players must take into cognizance if they are to
invest in relevant learning opportunities.

B) Reporting system and framework: These systems and frameworks are essential to capture accurate,
real-time data from the labour market and report on it in a language and format that facilitates the design
and improvement of appropriate learning solutions (NSDH, 2009: 228). The following are the system
and framework for labour market data management.

1-Employment services for South Africa (ESSA): Employment Services South Africa (ESSA) is an
application deployed by the Department of Labour that aims to facilitate employment. All employers and
private employment agencies are required daily to register job vacancies with ESSA as and when they
arise. Potential employees can register and search for job opportunities. Placement of individuals is also
managed through the application. As part of its mandate, ESSA also has the responsibility to consolidate
sector based information coming from Sector Education and Training Authorities (SETAs) which is itself

GCBF ¢ Vol. 5 ¢« No.1e 2010e ISSN 1941-9589 ONLINE & ISSN 1931-0285 CD 73



Global Conference on Business and Finance Proceedings ¢ Volume 5 ¢ Number 1 2010

consolidated from individual workplace skills plans of organisations belonging to each sector. For
example, in the banking sector, each bank will provide skills development information on its workplace
skills plan that is submitted to BankSETA and thereafter, BankSETA consolidates the information for
further referral to ESSA.

2- Organising Framework for Occupations (OFO): The OFO is a skill-based coded classification system,
which encompasses all occupations in the South African context. It is built on similar principles to those
of the South African Standards Classification of Occupations (SASCO), familiar to all players through its
use by Statistics South Africa (Stats-SA) in October Household and Labour Force Surveys. It is a
framework for categorising all occupations and groups of occupations from entry level to advanced levels
of competence and its purpose is to enable labour market dialogue through the establishment of a
common language for talking about skills demand and supply. This framework is cross-sectional so that
snapshots of occupational supply and demand can be analysed at a national level. It clusters
specialisations within an occupation, which allows broad occupational problems and solutions to be more
casily identified and understood. The classification of occupations is based on a combination of skill
level and skill specialisation, which makes it easy to locate a specific occupation within the framework.
Skill is used in the context of competency rather than a description of tasks or functions. The skill level
of an occupation is related to competent performance of tasks associated with an occupation. Comparison
therefore can be made between the skill level of an occupation and the general education level associated
with that occupation on the NQF as well as with the entry, intermediate and advanced levels referred to in
the NSDS, as illustrated in Figure 1 below.

Figure 1: How the NQF links to the NSDS and OFO

NSDS NQF OFO OFO Major Groupings

omnz»<0»
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MEDIATE

The skill level of an occupation is a function of the field of knowledge required, tools and equipment
used, materials worked on, and goods or services provided in relation to the tasks performed. Based on
skill level and skill specialisation, occupations are divided into Major (one digit), Sub-Major (two digits),
Minor (three digits), and Unit (four digits) groupings. Occupations (six digits) are subdivisions of the
unit groups and are further detailed through specialisation and alternative occupational titles. The OFO
indicates that detailed level of specialisation by the use of the singular form at the occupation level
whereas all other groupings (Major or Units) are expressed in the plural.
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C) Planning and management systems These systems are used to interpret the information gathered
and structured by the reporting system and frameworks so that matching learning intervention
can be designed (NSDH, 2009: 228).

1. National Occupational Pathways Framework (NOPF): The NOPF is used to take the analysis provided
by the OFO data and translate it into appropriate skills development strategies and interventions. While
the OFO interfaces with the labor market and helps to provide an understanding of occupational changes
in the labor market, the NOPF interfaces with the NQF and seeks to respond to the patterns and trends
with matching skills interventions. The NOPF is a mapping of the OFO data onto NQF levels, and the
clustering of skills related occupations, so that vertical progression (within occupations) and horizontal
progression (across occupations) can be achieved easily. It allows for the simple translation of the data
from the ESSA into appropriate skills development strategies and interventions.

2. Occupational Qualifications Framework (OQF): This is a new sub-framework within the NQF that
provides a structure for designing, delivering and assessing learning that is highly responsive to the needs
of workplaces and the social development sector in contrast to the other two qualification frameworks,
which are focused on learning for foundational knowledge and skills, and academic or discipline based
knowledge and research. The OQF covers all NQF levels with regard to all occupational qualifications
and related skills sets. Refer to Figure 2 below.

Figure 2: How the NQF links with the OQF
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3. Sector Skills Plans (SSPs): All SETAs are by law required to develop sector skill plans (SSPs)
outlining their skills priorities and possible interventions to achieve these skills. SSPs combine the skills
plans and training reports of individual member organisations within their sectors, consolidate them into a
sectoral snapshot and add research to arrive at a strategic skills development plan for the various SETAs.
This includes an analysis on skills supply, skills demand, critical and scarce skills, and challenges and
opportunities that lie ahead.
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D) Learning systems: These are used to take the data on skills needs and develop appropriate learning
solutions to match them and they include the following:

1-Quality Council for Trades and Occupations (QCTO): This is a quality assurance and standards setting
body responsible for occupational qualifications. It assumes overall responsibility for the quality
assurance functions that were previously given to SETA Education and Training Quality Assurance
(ETQAs) bodies and professional bodies ETQAs, and may delegate some of these functions back to
SETA quality assurance divisions. This body must collaborate with the other two quality councils so that
learners can move across the three sub-frameworks of the NQF. The primary function of the QCTO is to
establish and manage its sub-framework (the OQF) to ensure quality in the design, and development of
occupational qualifications, and the delivery, assessment and certification processes required to develop
occupational competence. Both functions must be met in support of labour market skills needs. The
other two quality councils are Umalusi (for General and Further Education and Training) and Council for
Higher Education (CHE) as indicated in Figure 2 above.

2-Communities of Expert Practice (CEP): These are groups of expert practitioners who are currently
practicing in occupations and who will be convened to contribute to the development and quality
assurance of occupational qualifications. Practitioners are involved in the quality assurance and
standards setting responsibilities of the QCTO in order to ensure that occupational qualifications remain
relevant and responsive to the labour market skills needs. Working jointly with skills development
providers and facilitators, they design and develop occupational qualifications, curricula and qualification
assessment specifications. They replace the Standards Generating Bodies that were central during the
first NQF. Practitioners participating in these processes must be knowledgeable about the current practice
of their occupation.

3-Occupational Qualification: An occupational qualification is a work relevant qualification, which
encapsulates the response of the OLS to the labour market needs. It represents the achievement of a
planned combination of learning outcomes, which is intended to provide qualifying learners with the
applied competence to practice an occupation and to provide a basis for further learning. This
qualification is designed by expert practitioners currently practicing the occupation and is registered with
the NQF. It combines knowledge, practical skills and work experience skills into a meaningful,
integrated description of what it means to be competent in an occupation. It contains more detailed
information relating to curriculum, delivery and assessment than previous kinds of NQF qualifications
and therefore promotes a more consistent and credible kind of qualification.

There are two types of occupational qualifications issued in the OQF, namely, National Occupational
Awards and National Skills Certificates as provided in Figure 2 above. The National Occupational
Awards certify achievements in terms of competence related to a specific occupation, for example, Ships
Master — specialisation “Harbour Pilot.” People with a National Occupational Award must have
experience working in the occupation and proven competent in its workplace experience component, as
well as its theory and practical components, in order to get the qualification. The National Skills
Certificates certify a distinct occupationally related set of skills, for example, National skills certificate -
Manage Loan Portfolios level 4.

Each of these qualifications must reflect three modes or forms of learning:
- the acquisition of general knowledge and theory (plus specialised and contextual theory and
knowledge)

- the acquisition of general and occupationally relevant practical skills, and
- the requisite work experience in an occupationally relevant context.
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THE NEED FOR AN OLS IN SOUTH AFRICA

The OLS is an important vehicle to tackle the chronic skills shortage besieging the South African
economy. Attempts were made to address the skills problem since the dawn of democracy in 1994,
Various interventions in the form of policy fundamentals were formulated and implemented, with some
limited success recorded. There had been widespread challenges that were encountered in the quest to
enhance skills development in South Africa.

For example, under the previous NQF dispensation, most employers felt that they were just being saddled
with additional bureaucracy and red tape requirements. SETA administration was reportedly slow and
complex, resulting in most employers being discouraged from participating in learnerships because of the
slow rate of certification and grant payment processes. For those employers who did participate, there
was often a frustration of graduates not possessing the competence needed in the workplace yet having
their expectations raised about promotion opportunities and increased wages (NSDH, 2009: 229).

Kraak (2008: 11-16) also identified some of the problems that constrained the implementation of the new
Skills Development framework and integration of education and training during the previous NQF
dispensation as follows:

e Since the key element of the new education policy discourse was the idea of a single, unified and
integrated regulatory system of education and training, the reality is that the integration of
education and training has never really occurred. There must be one integrated framework for
academic, vocational and occupational learning. This framework is necessary to bridge the
traditional divides between education and business, between academics and trainers, between
theorists and pragmatists, and between discipline-based learning and skills development.

e Sector agreements between SETAs, FET colleges, higher education institutions and employers
were seen as crucial mechanisms for implementing the NSDS. Poor progress in this area has
been recorded. This poor record is indicative most strongly of the failures of a truly integrated
commitment to education and training in South Africa.

e Capacity problems stumbled the new skills development regime from effectively managing and
steering a large new institutional assemblage comprising SETAs, National Standard Bodies
(NSBs), Standard Generating Bodies (SGBs), and Education and Training Quality Assurance
Bodies (ETQAs). Evidence also emerged in some sectors of an undue involvement of SETA
boards in the day-to-day management of SETA work (Grawitzky, 2007: 28). In some cases,
SETA ETQAs and SGBs ran into problems with the Council for Higher Education (CHE) when
trying to design and accredit learning programmes above NQF level 4, with the CHE not
recognising them. This created a glass ceiling for workers who found that they could not easily
progress beyond the FET sector.

e A myriad of operational problems have also bedevilled the SETA structure. For example, many
SETAs have suffered from very high staff turnover, especially at senior levels, and this has
affected morale and institutional capacity. Some SETAs have had three to four Chief Executive
Officers (CEOs) in the first five years of their existence (Grawitzky, 2007: 31).

All these challenges have inevitably informed the conceptualisation of the new OLS. The OLS approach
to learning targets work relevant learning that is simple, flexible and of high quality. It puts the labour
market at its centre, and places a high priority on reducing unemployment and poverty by equipping
people with economically valuable skills. The OLS brings