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ABSTRACT

This study investigates the effects that governance mechanisms have on the quality of external audit on a sample of
97 Belgian listed companies during over the period 2003-2007. More specifically, governance mechanisms are
described by the board of directors (composition, independence, duality and frequency of meetings). The results
suggest that the size and the independence of directors’ board are the most important factors to understand the
choice of the external audit.

Keywords: governance, audit fees, Big four, board of directors.

I. INTRODUCTION

Governance mechanisms permit us to limit the discretion of managers and enhance business efficiency. However,
recent financial scandals and accounting changes all around the world (Enron and WorldCom in the United States,
Parmalat in Italy, Lernout & Hauspie in Belgium, etc.) and the irregular financial statements of certain listed
companies are evidence of a certain relaxation of the managers in professional ethics and calls into question the
effectiveness of governance mechanisms. This sparked a confidence crisis calling for the introduction of enhanced
surveillance systems to ensure the credibility of financial statements.

Charreaux (1997) defines governance as “the set of mechanisms that effectively circumscribe the powers of
influence and leadership decisions which otherwise control their own behavior and define their discretionary
space”.

Thus, the concept of corporate governance, based on willingness for transparency, first allows better management
and then reconciliation of possibly divergent interests within the firm. Therefore it is essential, after the recent
world economy being recently turmoil, to restore confidence to the different stakeholders.

Fama and Jensen (1983) identified two important functions that are assigned to the board of directors: the
evaluation of decisions and supervision of officers.
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These objects could be achieved by the presence of independent directors, separation of the functions of CEO and
chairman of the board, the function of the board in terms of meetings conducted, Moreover, the structure of
corporate governance would provide insurance to stakeholders that the CEO is well supervised and should act in
their interest. Several authors have studied the structure of board of directors including in their research the
structure of audit committees (Smith 2006). In addition, Abbott et al. (2003) and Carcello et al. (2002) showed that
firms with good internal governance structures require a high audit quality and thus they pay higher fees. De
Angelo (1981b) defines audit quality as the probability that an auditor discover a violation in the financial
statements of the company, and reveals it publicly.

The issue of audit quality is at the heart of the theory of the agency and governance and has been widely discussed
in both Anglo-Saxon and European environments. Recent studies (Boo and Sharma 2008; Hay et al. 2008; Piot
2005; Krishnan and Visvanathan 2009; Knechel and Willekens 2006; Salleh et al. 2006) investigate the impact of
some factors of governance on the external audit quality. In fact, the agency theory explains the use of an external
audit of quality as a mechanism to reduce managerial opportunism and limit conflicts of agency between the
different actors of the firm.

In this connection, the agency theory focuses on a firm where the separation between ownership and control is
important. This is the case of the Belgium context. In such a situation, the opportunistic behavior of managers
becomes clear and conflicts of agency occur. In this context, the quality of the external audit plays a major role in
reducing conflicts and in protecting shareholders’ interests (Jensen and Meckling 1976).

Through our literature review, we found that external audit is an important mean of solving agency problems
between the partners of the firm by producing more credible financial statements. In addition, an external audit
quality is likely to increase users’ confidence in financial and accounting reporting.

However, and because of the complexity of the audit process, the majority of studies were based on indicators or
substitutes for measuring the external audit quality by using an indirect approach for assessment (DeAngelo 1981,
DeFond 1992; Piot 2005). The most commonly used criterion to attain this quality was the reputation of the audit
firm meaning its affiliation to one of the "Big four” ("Big eight" in 1980). Previous research has shown that large
audit firms have both human and physical resources that allow them to guarantee the quality of financial and
accounting reporting. Therefore, companies that have agency problems and important agency costs are more likely
to engage reputable audit firms (Firth and Smith 1992). Moreover, the financial market has more confidence in
companies that employ a Big4 audit type because such auditors guarantee credible financial statements and allow
business partners to take right decisions.

Other studies have used alternative attributes of the external audit quality, such as the auditor industry
specialization (Beasley and Petroni 2001), the amount of fees paid (O'Sullivan 2000), the size of the audit firm
measured by the number of customers (Al-Ajmi 2008). Carcello et al. (2002) reported that the audit fees reflect the
costs associated with effective auditors. These costs also vary depending on the size of the audit firm and its
complexity (Simunic 1980).

In addition, other researchers have used the fees as a measure of audit quality (Bariotta 2000; O'Sullivan 2000;
Carcello et al. 2002; Abbott et al. 2003 ; Salleh et al. 2006; Yatim et al. 2006; Hay et al. 2008): firm reputation and
audit fees are signals of audit quality.

Regarding the relationship between these two concepts, Hay et al. (2008) examined the existence of
“complementarities” or “substitutability” between corporate governance and external audit. Their objective was to
study the relationship between corporate governance and audit fees.

In general, the literature shows that the relationship between external audit and corporate governance mechanisms
(outside directors and audit committee) is complementary. The independent administrators ask for more audit and
better governance mechanisms to produce high quality financial statements.
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This study contributes to line stream of research on the impact of corporate governance on the external audit
quality of the Belgian listed companies. More precisely, the main objective is to understand the influence of the
board of directors on the external audit quality (complementarities or substitutability). In addition, we will
highlight the importance of the relationship between the board and audit quality measured by fees paid to auditors
and by their affiliation to one of the «Big four».

We organize our article as follows. First, we present the state of the art and the theoretical framework related to the
board of directors characteristics and the choice of auditor. Then we formulate our hypotheses, while identifying
variables and proxy for audit quality. In the third section, we discuss methodological aspects (sample presentation
and research methodology). In section VI, empirical results are presented and discussed. The last section
summarizes the study and provides concluding comments and implications.

1. BOARD OF DIRECTORS CHARACTERISTICS AND AUDITOR CHOICE

Throughout our study, we identified four essential characteristics of the board of directors: independence, the dual
structure of the management board, size and diligence.

The board of directors’ independence

The inside directors are hierarchically dependent on the managers. However, according to the Vienot Il report, an
independent outside director is one who has no relationship with the company or its affiliates that could
compromise the exercise of his freedom of judgment. In other words, this director doesn’t have any role in the firm
except being an administrator, controlling the management and protecting the shareholders’ interests. The practices
of good governance- especially those cited in the Lippens code (2005) in Belgium- require the existence of a
significant number of independent directors on the board of directors. In Belgium, under the Code of Corporate
Governance (2009), we assume that at least half of the board should consist of non-executive directors (a non-
executive director is one who does not have executive responsibilities in the company) and at least three of them
should be independent (free from any relationship work related, or any other with the company.

Thus, it becomes relevant to know if the independence of the board constitutes a complementary or substitutable
control mechanism for external audit quality.

Independence is assessed by the percentage of independent members of the board. Several papers have focused on
the study of the presence of external members influence on the board of directors to appoint better auditors.
Contrary to the substitution argument, the literature generally supports the idea that the relationship between
external audit and corporate governance mechanisms, such as the independence of the board of directors and the
audit committee, is complementary.

According to Hay et al. (2008), a company, whose stakeholders want to improve their control and governance, may
begin with the appointment of competent independent directors. These tend to ensure the interests of other
stakeholders and have to protect their own reputation and therefore they tend to choose an external audit quality.
Based on the theory of complementarities, Beasley and Petroni (2001) examined the relationship between external
members of the board and the choice of external auditor. They noted that the independent external members of the
board, which have greater surveillance of management, influence the board to choose a better quality of auditors.
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In addition, Carcello et al. (2002) pointed out that independent boards of directors tend to choose an external audit
which offers a good quality of control, or a «Big four» audit firm because administrators seek to protect their
capital, avoiding any situation affecting their legal liability and protect the interests of shareholders.

In New Zealand, Hay et al. (2008) showed that the measures of internal control and corporate governance are
positively related to audit fees. This is consistent with the theory of complementary control measures. In the United
Kingdom, O'Sullivan (2000) found that the independence of the directors has a positive impact on external audit
quality measured by audit fees. In the American context, Abbott et al. (2001) and Carcello et al. (2002) supported
the fact that the independence of the board of directors has a positive impact on audit quality measured by the
remuneration of the auditors. Moreover, they showed that a more independent board of directors tends to protect its
reputation and to protect the interests of shareholders by requiring a higher audit quality and paying higher fees.
The successive works of Lennox (2005) and Goodwin-Stewart and Kent (2006) confirmed the positive relationship
between board independence and audit quality, respectively approximated by the membership of international «Big
four» auditors and audit fees. They showed that the independent members contribute to the effectiveness of the
control process and influence decisions regarding the choice of the external auditor.

These empirical results confirm the hypothesis of complementarities between independence of the directors and
external audit quality with a positive relationship between governance mechanisms and external audit quality.
Researchers supporting the substitutability hypothesis which establish a negative relationship between internal
audit or corporate governance and external audit are few. This brings us to our first hypothesis:

H;: There is a positive relationship between independent directors of the board and external audit quality.

Duality of directors’ board

In addition to the independence of the directors’ board, its structure is also one of the aspects that characterize
corporate governance. Two forms of board structure deserve attention: the duality and separation of the functions
of chairman and chief executive officer (CEQO) of the firm. In fact, the duality of the board implies that the same
person holds both the chairman function and CEO function. However, dissociation implies the existence of two
individuals each occupying one position.

In the literature, these two aspects appear to be controversial because some authors opt for this separation of
functions while others recommend a combination of these two roles by the same person.

In Belgium, the Lippens Code (2005) followed by the Belgian Code of Corporate Governance (2009) argue that a
clear separation of responsibilities at the head of the firm is drawn between the conduct of the board and the
conduct of firms activities. Thus, the chairman of the board and CEO functions cannot be occupied by the same
person. In this context we appreciate the duality of the board by a dummy variable that equals 1 if the same person
holds both functions of CEO and chairman.

Moreover, an examination of board duality claims that this duality may have a significant effect on the demand for
audit quality. It is necessary to note that the board has the responsibility to engage external auditors in the case of a
dual structure of the board (Ashbaugh and Warfield 2003). In fact, according to the agency theory, several authors
like Abdullah (2004) and Peel and Clatworthy (2001) indicated that company’s shareholders tend to choose a
higher quality of audit when companies are managed by a person who is also the president of the board of
directors. Thus, the existence of the duality of boards is considered as a sacrifice of shareholder interests in favor of
company managers, which will lead to agency conflicts. These agency problems encourage owners to review the
management of the company, to deepen the external control mechanisms and so to recruit highly skilled auditors.
Furthermore, Dechow et al. (1996) and Fama and Jensen (1983a, 1983b) considered that when a board of directors
is chaired by the CEO, the auditor needs to make more efforts and subsequently apply high fees. Specifically,
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Dechow et al. (1996) showed that firms identified as manipulators of their results usually have a dual structure of
their board. This suggests that the combination of these functions is likely to compromise the effectiveness of the
board in their tasks of control (management, accounting). Therefore, the auditor spends more time and more
control effort and so, requires higher fees.

Other researchers have suggested that companies, experiencing a duality structure, pay low fees for audit and
subsequently, don’t look for high reputation audit firms (Yatim et al. 2006).

The study of Tsui et al. (2001) examined the relationship between the duality of the board and audit fees in Hong
Kong. The results supported the hypothesis that firms with a separation of the functions of CEO and chairman are
associated with significantly lower audit fees.

However, in the American context, Krishnan and Visvanathan (2009) used in their study the variable "non duality"
to indicate the separation between the positions of chairman of the board and CEO, and showed that this variable is
significant and positive: the separation between these two functions reduces the risk of failure of corporate
governance, and so reduces the auditor's fees. Nevertheless, in the United Kingdom, O'Sullivan (2000) didn’t find
any result that supports that the duality of the board of directors has a significant impact on audit fees. Similarly, in
a subsequent study and in the same context, O'Sullivan and Diacon (2002) didn’t find any significant relation
between the duality of the board and the audit fees for insurance firms. Salleh et al. (2006) provided the same
evidence in the Malaysian context. Our second hypothesis is expressed as follow:

H,: There exists a positive relationship between duality structure of the board of directors and external audit
quality.

Size of the board of directors

The size of the board refers to the number of inside and outside directors. The agency theory advocates that the
smaller the board, the better it is, meaning that which is composed of only a few administrators. Jensen (1993)
argued that the effectiveness of the board requires in particular the choice of its appropriate size. He revealed that
large boards composed of a large number of administrators result in the domination of managers and create
conflicts. Moreover, it will be difficult to find a consensus in decision making between managers causing
difficulties in protecting shareholders’ interests.

Empirical studies of the relationship between size of the board of directors and audit quality, gave controversial
results. Indeed, size of the board could affect the process of financial reporting and auditing process. Generally,
large boards have less effective controllers. As a consequence, external auditors spend more time doing their job,
and high fees are charged (Beasley 1996). This author found that the size of the board significantly affects the risk
of fraud in financial statements. So, the auditor devotes more time to his control mission, which leads to higher
audit fees.

Klumpies and Gul (1999) stated that large size of the board of directors is associated with a low audit quality
measured by the low fees paid to auditors. Consequently, the chances of employing reputable auditors are reduced.
Krishnan and Visvanathan (2009) found that board size and its independence are two insignificant variables on the
audit quality measured by audit fees. Similarly, Yatim et al. (2006) found non-significant results regarding the
relationship between the size of the board and audit fees. Hence, our third hypothesis is:

Ha: There exists a positive relationship between size of the board of directors and external audit quality.
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Diligence of the board of directors

The literature on governance has focused on board independence and size as attributes that are valuable to the
board of directors. Our study adds to this line of research the number of meetings conducted annually by the board
as an attribute of his diligence. Thus, the diligence of the board of directors is approximated by the number of
meetings conducted annually.

The intensity of activities of the board of directors may contribute to the effectiveness of its supervisory functions
in particular concerning the financial reporting process. Some researchers have argued that boards that meet
frequently are more often likely to perform their duties diligently and are beneficial to shareholders (Lipton and
Lorsch 1992; Byrne 1996). Therefore, the board of directors that is more diligent in exercising its supervisory
duties should normally improve the monitoring of the financial reporting process. It would then be expected that
boards that meet frequently are negatively associated with external audit fees (Yatim et al. 2006).

In the American context, Carcello et al. (2002) found that board diligence is associated with higher fees. In the
same context, Krishnan and Visvanathan (2009) showed that the two variables measuring the activity of the board
of directors and audit committee (number of meetings conducted annually by the board and the audit committee)
are significant and associated positively with audit fees.

However, in the Malaysian context, the result of Yatim et al. (2006) indicates that diligence of the board measured
by the number of meetings conducted per year is not significantly associated with audit fees. Consequently, we
present our last hypothesis:

H,: There exists a negative relationship between diligence of the board of directors and external audit quality.

I1l. RESEARCH METHODOLOGY

Having developed the conceptual framework and presented our hypothesis, we present in the following section
methodological aspects of our study. We successively describe our sample and dependent and independent
variables.

Sample and study period

The sample of our study includes ninety-seven (97) Belgian companies listed on the Euronext Brussels Stock
Exchange over the period 2003'-2007. These are companies for which we were easy to access information. Data
were collected manually from annual reports available on the companies’ website. Contrary to other studies, we do
not exclude any sector.

Definition and measures of variables

Dependent variables: reputation of the auditor and audit fees

Given the difficulties of observing the audit quality, some researches have used the firm's reputation, that is to say
whether it belongs to "BigN” (DeFond 1992; Craswell et al. 1995; Beasley and Petroni 2001; Piot 2005) or its size,
while others use the fees as a measure of audit quality (Bariotta 2000; O'Sullivan 2000; Carcello et al. 2002;

! We chose to start our analysis in 2003 because of the financial scandals like the one which affected the Belgian company Lernout & Hauspie. Besides, the legislative
reforms in Belgium concerning governance was introduced in 2002 and continued thereafter with the royal decrees of April 4, 2003 to arrive at the Lippens Code 2005 and
Code of Good Governance in 2009.
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Abbott et al. 2003; Salleh et al. 2006; Yatim et al. 2006; Hay et al. 2008): firm size and audit fees become signals
of quality.

-Audit fees (FAUD): is a metric variable approximated by the natural logarithm of audit fees (Carcello 2002;
Craswell et al. 1995; Simunic 1980). Palmrose (1986) showed a significant positive relationship between audit fees
and audit company size.

-Reputation of the auditor (RAUD): is a binary variable equal to 1 if audit firm belongs to the "Big four" and equal
to O otherwise. Like previous research (Francis and Wilson 1988; DeFond 1992), we hypothesize that large audit
firms, who belong to the "Big Four" provide services of better quality because the "Big Four" are required to
maintain their reputation by being independent and providing a good control of quality (Watts and Zimmerman
1983).

Independent variables

They are relative to the board of directors described as follow:

-Independence of the board of directors (INDE): this is the proportion of non-executive members on the board
(Beasley and Petroni 2001; Carcello et al. 2002). In this context, some authors such as Abbott and Parker (2000),
Beasley and Petroni (2001), Ireland and Lennox (2002) and Lennox (2005) argued that audit quality measured by
the type of audit firm or its reputation, increases with the percentage of outside directors.

-Duality of the board (DUAL): is the accumulation of the functions of CEO and Chairman of the board. The
duality of the board is a dummy variable that takes the value of 1 if the same person holds both positions, and 0, if
not (Baliga et al. 1996; Daily and Dalton 1994).

-Size of the board of directors (SIZE): following Yermack (1996), this variable is measured by the total number of
directors on the board. Jensen (1993) found that a large board causes difficulty in reaching a consensus on
important decisions. Therefore, protection of interests of shareholders would be reduced. Yatim et al. (2006) and
Krishnan and Visvanathan (2009) found no significant results concerning the relationship between the board size
and audit quality. A board consisting of a large number of directors makes the process of sharing information and
decision-making more difficult. In this context, a large board affects its decision to choose a better quality of
external audit.

-Diligence of the board (DILI): This is the number of meetings conducted annually by the board of directors.
Vafeas (1999) showed that a large number of meetings contributes to the effectiveness of the board. According to
Carcello et al. (2002), a more diligent board is positively associated with audit quality measured by audit fees.
Yatim et al. (2006) established that the relationship between the diligence of the board and audit fees is negative.

It seems appropriate to add other explanatory variables describing the financial director (age and time of
occurrence) that may just affect the quality of external audit. These variables are successively:

-AGE and TPRE: They are supposed to represent the possible entrenchment of CFO. The attention to the CFO
reflects the important role given to him in the firm (Zorn, 2003).

Two theoretical frameworks prevail: on one side, the time spent and / or aging may promote negative entrenchment
of CFO as he will perhaps reduce the procedures highlighting his incompetence (Shleifer and Vishny 1989;
Paquerot 1996; Pigé 1998). On the other hand and referring to the positive entrenchment perspective, the time
spent and / or aging of the CFO may have enabled him to consolidate its network of knowledge (Maati 1999). For
our part, we suppose the existence of a positive relationship between aging of the CFO and his time of presence
and audit quality.

To enhance the explanatory power of our model, we consider the following control variables:

- Leverage of audited company (LTDTA) is the debt ratio that is measured by the long term debt to total assets
ratio. Leverage is generally used to proxy for the agency costs of financial debt. Seen from the perspective of
agency theory, debt can be considered as a solution to the conflict management -shareholders (Jensen and
Meckling 1976), and this by its contractual obligation. The auditor comes precisely to assert respect with the terms
of the contract. Therefore, the role of the auditor increases more and more when the debt increases. Its is the same
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when conflicts between shareholders and debtholders. In this sense, Piot (2003, 2005) and Velury and al. (2003)
argue that it is useful to use a better audit quality ensuring the credibility of financial statements and the respect
with contract terms. The relationship between leverage and audit quality would be positive.

- Profitability of audited company (PROF): it is the companies' ability to generate returns from its assets. It is a
proxy for firm performance that it is defined by the profit before tax and interest earned on total assets. To measure
this variable, we are inspired by studies of Joshi and Al-Bastaki (2000), Goodwin-Stewart and Kent (2006) and
Skinner and Srinivasan (2010). According to these authors, there is a significant and positive relationship between
profitability and audit fees. The managers of the most profitable companies are therefore encouraged to report the
quality of accounting information through a quality of audit.

IV. DESCRIPTIVE STATISTICS

Table 1 presents descriptive statistics for variables used above. The Panel A of this table presents the continuous
variables, while Panel B is for dummies.

According to the Panel A of table 1, the audit quality measured by audit fees is highly volatile. To estimate the
regression’s models, the natural logarithm of this variable is used to reduce its scatter. Regarding our second
attribute of the quality of external audit presented in Panel B, we note that the majority of Belgian listed companies
(78.52%) are audited by firms with a high reputation. This clearly shows that there is a high degree of
concentration of the audit market in Belgium. The «Big 4» firms are auditing approximately 78.52% of the sample
of Belgian listed companies during the period 2003-2007.

Table 1: Descriptive statistics of variables of the board of directors (2003-2007)
The descriptive statistics of our sample composed of 97 listed Belgian
companies are presented in Table 1.

Panel A-Continuous variables: descriptive statistics for continuous variables
(Number of observations, mean, standard deviation, minimum and maximum)
are presented in Panel A.

Variables | Mean | Standard deviation | Minimum | Maximum
FAUD 12.385 2.218 6.697 19.489
INDE 0.427 0.173 0 0.929
SIZE 10.233 4.353 4 28
DILI 7.788 4.150 1 35
AGE 45.590 7.518 30 65
TPRE 3.601 0.982 0 5.529

DLTTA | 0.177 0.153 0 0.705
PROF 0.053 0.126 -0.629 0.904

Panel B - Dichotomous variables: descriptive statistics of binary
variables (frequency and percentage) are presented in Panel B.

Variables | Modality | Frequency | Percentage
RAUD 1 329 78.52%
0 90 21.48%
Total 419 100%
DUAL 1 102 24.46%
0 315 75.54%
Total 417 100%
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In addition, we find that, on average, boards of companies in our sample consist of 10 members, 42.7% of them are
independent non-executive directors with a minimum of 0% and a maximum of 92.9%. This result suggests that,
overall; the boards of directors of Belgian listed companies comply with best practices recommended by the
Belgian Code of Corporate Governance (2009). Concerning diligence, the boards meet on average eight times per
year. Furthermore, the age of the CFO is between 30 and 65 years and has been present in the company for an
average of 3 years.

In addition, the weight of debt is relatively low on our entire working sample with a debt which represents an
average of about 20% of total assets. As for profitability, it appears week and show an average of 5.3%.

In Panel B of table 1, the statistics show the frequencies and percentages of dichotomous variables. We find that
24.46% of the firms merge the functions of CEO and chairman, so the separation of the functions of CEO and
chairman is observed in approximately 75.54% of Belgian listed firms. This conclusion is consistent with the
Belgian Code of Corporate Governance (2009). In general, boards of Belgian companies do not seem to be
dominated by a single person.

V. RESEARCH MODELS AND RESULTS OF REGRESSIONS

Research Models

To document the relationship between the board characteristics and external audit quality approached successively
by the fees paid by the firm and by the auditor’s reputation, two regression models are suggested. The first one is a
linear regression model whose dependent variable is metric. The second model is a logistic regression model where
the dependent variable is binary. These models are inspired from Simunic (1980) tested in the U.S. market which
was subsequently modified by Salleh et al. (2006) in the Malaysian market.

Model 1:
FAUD;: = o+ 1 INDE;; + B2 DUAL;: + B3 SIZE;: + B4 DILI; + Bs AGE;: +B6
TPRE;: + B7 DLTTA + BgPROF;; + &t

Modeéle 2 :
RAUD;: = Bo + B1 INDE;; + B2 DUAL; + B3 SIZEj: + B4 DILI;: + Bs AGEj: +P6
TPRE;: + 7 DLTTA + BgPROF;; + &t

Where:

FAUD: audit fees is an attribute of external audit quality which is equal to the natural logarithm of fees paid to
auditors.

RAUD: auditor reputation represents the second measure of external audit quality which is coded 1 if the firm
belongs to one of the Big 4, coded 0, otherwise.

INDE: represents the independence of the board of directors and is measured by the proportion of non-executive
outsider directors relative to the total number of directors;

SIZE: the size of the board of directors measured by the total number of directors;

DILI: the diligence of the board that is defined by the number of meetings conducted annually by the board;

AGE: age of the CFO;

TPRE: the tenure of CFO is measured by the natural logarithm of the time (months) taken by the financial director
to take his position in the company;

LTDTA: the debt ratio that is measured by the long term debt to total assets ratio;
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PROF: the profit before tax and interest earned on total assets.

€ is the term of error;

The f are the coefficients to estimate;

The index i corresponds to the selected companies in our sample and the index t for the period of the study.

Results

The table 2 below shows the results of our multiple regressions to determine the effect of board characteristics on
the quality of external audit in the context of Belgian listed companies.

The results displayed in this table demonstrate a significant (at a 1% level) positive association between
independence of the board and external audit quality confirming our first hypothesis and suggesting a
complementary association between the proportion of independent directors on the board and external audit quality
(fees paid and reputation of the firm).

Table 2: Effect of characteristics of the board of directors on external audit quality
HAUD is the measure of the external audit quality. RAUD: auditor reputation represents the second measure of external audit quality. INDE is the independence of the
board of directors. SIZE is the size of the board of directors. DILI represents the diligence of the board. AGE is the age of the CFO. TPRE is the tenure of CFO. LTDTA
represents the debt ratio that is measured by the long term debt to total assets ratio. PROF the profit before tax and interest earned on total assets. + Denotes a positive
relationship, - means a negative relationship, 0 indicates a non-significant relationship.*** Significant at 1%, ** significant at 5%, * significant at 10%.

Variables expected Model(FAUD) Model2 (RAUD)

sign Coef. P>|z| Sig. obtained Coef. p>|z| Sig. obtained
INDE (+) 3.061  0.000*** - 16.199  0.004*** +)
DUAL +) 0.475  0.049** - 26551  0.999 0
SIZE +) 0.282  0.000*** ) 0717 0007 ®
DILI ) -0.000 0964 0 0.146  0.285 0
AGE (+) 0.028  0.025 G -0.026  0.607 0
TPRE (+) -0.001 0978 0 0.828  0.028** ®
ENDE (+) 0209  0.697 0 2088 0494 0
PROF ) 0629 0115 0 1604  0.405 0
Bo 7.688  0.000 13384  0.007
Significance 0.000 0.000

Our results confirm those previously cited by Abbott and Parker (2000), Lennox (2005) (approaching the quality of
the audit by the reputation / size of the firm) and also by Knechel and Willekens (2006) (measuring the quality by
audit fees paid) in the Belgian context and are also consistent with those of O'Sullivan (2000) and Salleh et al.
(2006) in Malaysia.

It can be thus established that the independent members of the board of directors look for a high quality of audit
services to better protect their reputation and to protect the shareholders’ interests. Higher audit fees are justified by
the long time they spend conducting supervisory duties of high quality. The large presence of executive directors is
an important attribute of audit quality that appear to affect it negatively: the executives may have high confidence
in the internal control system imposed by laws and do not perceive the necessity to apply some external procedures
of audit
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We conclude that the independence of the board of directors has an impact on the external audit quality by
influencing the choice of an auditor of great reputation "Big four" and paying higher fees for a better control. The
independent directors of boards of Belgian firms want to strengthen supervision to produce better financial
statements in order to preserve their reputation. Board independence and external audit are, in addition, two
complementary control mechanisms. This thesis of complementarities is supported by Carcello et al. (2000) in the
United States and by Hay et al. (2008) in New Zealand. Our result is also consistent with the results of Piot (2005)
for a sample of Canadian firms over the period 1998-1999, and with those obtained by Adjaoud et al. (2008) in the
same context over the period 2002-2004.

Concerning the CEO/Chairman functions accumulation, the results reveal that the coefficient of DUAL variable is
significant and positive with audit fees but not significant reputation of auditor which invalidates our second
hypothesis concerning the positive relation between the duality of the board and audit fees. This result corroborates
those of Carcello et al. (2000) in the American context, O'Sullivan (2000) in the British context, Salleh et al. (2006)
in the Malaysian context and Adjaoud et al. (2008) in the Canadian one. This can be explained by the fact that,
according to the descriptive statistics, only 24.46% of Belgian firms combine the functions of chairman and CEO.

A positive and statistically significant impact of the size of the board of directors on audit quality (approached by
audit fees and auditor reputation) is found to confirm our third hypothesis. Our finding confirms the predictions of
the agency theory which suggests that a small board of directors leads to more efficiency and so more coordination
and better communication between members of the board. A less demand for an external audit is therefore
established (Fama and Jensen 1983).

A large board of directors corresponds to a larger company (these two variables were found to be correlated?) and
therefore, the economic and financial issues are more important than in a smaller company. Thus, the Belgian
directors on a large board influence the quality of external audit by choosing a "Big four" firm and paying higher
fees. Our results also confirm the complementarities thesis of both mechanisms.

Concerning diligence of board of directors (measured by the number of meetings), we find no statistically
significant effect on audit quality leading to the rejection of the fourth hypothesis. This result contradicts that found
by Carcello et al. (2002) in an American context. These authors argued that a more diligent board of directors in
carrying out its responsibilities requires a heightened level of monitoring process, financial information and
therefore requires a high level of external audit quality. However, our result is consistent with those obtained by
Yatim et al. (2006). They showed that the diligence of the board is not significantly associated with audit fees. This
suggests that the choice of the audit process results from the daily management of the company and therefore does
not require an increase in the number of meetings of the board.

Concerning the variables describing the financial officer — the person supposed to manage, or at least guide the
auditing of the company - we observe no statistically significant result for the time spent in the company for the
first model. This variable was introduced to characterize the possible entrenchment in his negative or positive
vision. Several interpretations of this result can be given: either the theory of the entrenchment is not an
appropriate theoretical framework for analyzing the process of making decision of the CFO or the CFO is not the
person for whom the possible entrenchment should be examined concerning the audit policy of the company.

Nevertheless, regarding the variable AGE, and referring to the first model whose dependent variable is the amount
of audit fees, age advancement may promote positive entrenchment of the CFO. This could increase his control
procedures to show his willingness to properly manage the company in the interest of the shareholders. In other

2 Accourding to the test of Variation Inflation Factor (VIF), we found that these variables are correlated because their values are >
3(Stowoly and Ding 2003). Then we had to remove the variable «size» to get a better estimate of our model.
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words, this result could indicate that confidence of the CFO in external procedures is an increasing function of age.
However, this result is not conclusive because of the lack of homogeneity of the effect of this variable in our
various regressions. Otherwise, we do not validate our assumption.

Finally, control variables have an insignificant effect on the external audit quality. For profitability, this result does
not corroborate the findings of several studies (Abbott and Parker 2000; Piot 2001; Lennox 2005). Thus, the
profitability of a company, whether good or bad, does not influence the choice of the audit quality.

We also point out the overall significance of both regression models since the Chi2 test is significant at 1% level.

VI. SUMMARY, IMPLICATIONS AND LIMITATIONS

In this study, the relationship between the characteristics of the board of directors (independence, duality, size and
diligence) and audit quality in Belgium (as measured by the audit fees and reputation of the firm Big/NBig) was
examined.

Using a multiple regression model and a logistic regression model to analyze the various relationships, we found
that the independence of the board is a significant indicator of audit fees and auditor reputation. As expected, a
higher proportion of independent directors on boards is associated with higher audit fees paid by Belgian
companies and with the membership of audit firms to one of the «Big four».

This is consistent with the fact that higher audit fees better reflect audit quality because auditors spend more time
in their control mission to produce a detailed audit report. Moreover, the choice of the auditor depends positively
on the degree of board independence: The independence of the board can thus protect the shareholders’ interests
and control the behavior of management by using a higher audit quality (Jensen and Meckling 1976).

The results suggested also a positive relationship between the size of the board of directors and audit quality. To
this end, the directors want to strengthen controls in the firm using a better external audit quality. The non
separation of functions of CEO and chairman is not significantly related to auditor reputation. The same result was
highlighted in the relation between meeting frequency and audit quality.

The contribution of this research adds to our current understanding of the impact of some characteristics of the
board of directors on the audit quality in the Belgian context. While audit fees have been already the subject of
several studies, to our knowledge, in Belgium, there is no study using governance mechanisms and firm size as
explanatory variables of external audit quality. In addition, in this study, we expend previous researches that have
mainly focused on the composition of the board of directors, including variables concerning its diligence and size.

However, this study has limitations. Our work considered two measures of audit quality. This research could be
improved by providing a global index of external audit quality. In addition, other variables could be introduced,
particularly those concerning firm activity sectors and their risk level.

Finally, our study uses a quantitative approach without taking into account more qualitative factors, especially the
level of real power of relations in the directors’ board.
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Changes in Auditor Going Concern Modification Resolution

Abstract: This study considers the resolution of auditor going concern
modifications in the period 1997 to 2010. Hypothesis presented posit that in the period
after the passage of the Private Securities Litigation Reform Act (PSLRA) of 1995,
auditors provided going concern modifications only in the presence of severe financial
distress. In such cases, more going concern opinion modifications would be resolved
by bankruptcy than successful resolutions than in the base period observed by Nogler
(1995). An additional hypothesis posits that after the events surrounding the bankruptcy
of Enron and the demise of Arthur Andersen, auditors became significantly more
cautious and provided going concern opinion modifications in the presence of less
severe financial distress. This would be expected to be evidenced by a greater
percentage of successful resolutions rather than bankruptcies than in either the base
period or the PSLRA period.

Results show that, while statistically the first hypothesis cannot be accepted, the
direction of the change in percentages in this period is as proposed. The second
hypothesis is accepted, indicating that many more firms successfully resolve their going
concern modifications than in the base period or the period after the PSLRA. This
indicates that auditor decision functions viewed the relative cost of a type 2 error (no
going concern modification, firm files bankruptcy) versus a type 1 error (going concern
modification, file does not file bankruptcy) increased in the post Enron period.

Logistical models are presented that support the changing decision models for
going concern modification resolution.
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Changes in Auditor Going Concern Modification Resolution

The auditing standard governing auditor responsibility in the circumstance of
client going concern issues has not changed since the issuance of Statement on
Auditing Standards No. 59 (AICPA 1988) in 1988. However, substantial changes have
occurred in the environment in which auditors make this judgment. In 1995, the Private
Securities Litigation Reform Act provided for proportionate liability in damage awards
resulting in the expectation that auditors would no longer be viewed as a “deep pockets”
in cases of corporate failure (Geiger & Raghunandan 2001). In 2001-2, the failure of
Enron and subsequent dissolution of its auditor, Arthur Andersen caused the auditing
profession to become more conservative, that is, more likely to issue a going concern

modification (Geiger et al, 2005, Nogler 2006).

The objective of this study is to test whether these changes in the environment in
which auditors make going concern judgments also affected how these going concern
modifications were resolved. A previous study (Nogler 1995) provides a baseline for
these measurements. That study found that, of firms resolving their going concern
opinions, approximately one-third subsequently received an unqualified opinion. Of the
remaining two-thirds, approximately equal numbers either filed bankruptcy or terminated
operations or ceased being publicly traded in some other manner (e.g., going private,

voluntary liquidation, merger or acquisition).
LITERATURE REVIEW

Resolution of Going Concern Opinions: While there is substantial research

on the determinants of auditor going concern opinions and auditor behavior in this area,
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there is a limited literature on the resolution of such going concern modifications.
Nogler (1995) indicates that nearly equally numbers of firms receiving going concern
opinions in the period 1983 to 1990 resolved their going concern opinions either by
successfully receiving an unqualified opinion from their auditor (35.0%), entering
bankruptcy proceedings (33.1%), or other means - merged, taken private, voluntarily
liquidated, or no longer required to file with SEC - (31.9%). This study also found that
most firms which resolved their going concern opinions successfully did so by

restructuring their debt or issuing stock. The study used logistical regression.

Louwers et al (1999) modeled going concern survival using discrete time survival
analysis. DTSA allows the model to retain continuing firms which were not included in

Nogler’s study.

Zhau (1999) retests the Nogler model, as well as other models tested in Nogler
(1995) in both the post Enron and Australian settings and proposes adding new

variables to increase the explanatory power in the more recent environment.

Effect of Private Securities Litigation Reform Act Of 1995: The Private
Securities Litigation Reform Act of 1995 (PSLRA) has been the subject of a number of

research studies.

The SEC, in a 2000 report, asserted that changes in the legal incentives of
auditors could influence auditor going concern modification issuance behavior.
Specifically, they maintained that auditor protections from civil liability were causing
auditors to issue going concern modifications at a slower pace. Such a conclusion is

consistent with Kida (1980) who identified both risk of losing the client and risk of lawsuit
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as factors auditors considered in isssuing going concern opinions to financially

distressed firms under SAS 39.

Geiger & Raghunandan (2001) find that auditors were less likely to issue a going
concern modification after the implementation of the PSLRA. The study considered 365
firms which filed bankruptcy. Of these firms, 246 observations were from the pre-
PSLRA period and 119 in the post PSLRA period. Observation indicated that (59%)
received a going concern opinion in the pre-PSLRA period, while only 45% received a

going concern modification in the post PSLRA period.

Francis & Krishnan (2002) reach a similar conclusion. They provide a method to
spearate auditor going concern decision behavior into two factors — changes in client
characteristics and changes in auditor opinion strategy. They find that the primary
determinant of granting significantly more going concern opinions is due to auditor

factors rather than client characteristics.

Geiger and Raghunandan (2002) subsequently argue that the time period of
PSLRA can be viewed in the broader context of certain legal decisions and act
spanning the period from 1994 through 1998. They conclude that there is evidence that
changes in the litigation environment of public accounting. Their conclusions indicate
that auditors were more likely to issue going concern modifications in a baseline period
of 1992-1993, prior to both the Central Bank of Denver case (which eliminated private
litigation against auditors for abetting securities fraud), and the passage of the PSLRA,
than in the period subsequent, 1996-1997. Further, they found even less likelihood of

auditor going concern modifications in the period 1999-2000, after passage of the
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Securities Litigation Uniform Standards Act of 1998 which eliminated certain state and

common law actions against auditors.

Effect of Enron: The bankruptcy of Enron and the subsequent demise of Arthur
Andersen reversed the trend in declining auditor going concern modifications. Geiger
et al (2005), in a sample of 226 firms, found that in the period 2000-2001 (Pre-Enron),
only 40% of firms filing bankruptcy had received a going concern opinion in the year
prior to filing. By contrast, in the period 2002-2003, 70% of the firms filing bankruptcy

received prior going concern opinions.

Nogler (2006) in a descriptive study involving 1,237 firms filing bankruptcy in the
period November 1994 to June 2005 found evidence for both the increased likelihood
that a financially distressed firm would not receive a going concern opinion after the
passage of the PSLRA and that the likelihood increased significantly in the post-Enron
period. Specifically, he finds that in the pre-PSLRA period the rate of going concern
opinions preceding bankruptcy was 50.8%. After PSLRA, this rate drops to 44.3%. In
the post-Enron period, the rate rises to 62.9%. These results, while not as dramatic, are

consistent with Geiger et al (2005).

HYPOTHESES

Under the PSLRA of 1995, researchers found that auditors were less likely to
issue going concern modifications (Geiger & Raghunandan 2001 Francis & Krishnan
2002). This study therefore posits that auditors were issuing going concern
modifications only in the presence of more severe client financial distress, i.e. a greater

likelihood of impending bankruptcy. In that circumstance, the incidence of bankruptcy
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among firms receiving a going concern modification in this period would be significantly
greater than in the period reported by the baseline study (Nogler 1995) and also in the

period after Enron.

Hi  Among firms resolving their going concern modifications, the rate of bankruptcy in
the sample of opinions resolved during the period after the passage of the PSLRA and
prior to the Enron effect will be significantly greater, and consequently the rate of
successful resolution will be less, than either the baseline period or the post-Enron
period. This would suggest that auditors viewed the relative cost a Type 1 (going
concern modification, firm does not fail) versus Type 2 error (no going concern
modification, firm files bankruptcy) differently after the passage of the PSLRA, placing
relatively less weight on type 2 errors in their decision process.

In the period after Enron, researchers have found substantial support for the
concept that auditors became substantially more conservative (Geiger et al 2002,
Nogler 2006, 2008). This study therefore posits that auditors were issuing going
concern modifications in the presence of less severe client financial distress. In that
circumstance, the incidence of bankruptcy among firms receiving a going concern
modification in this period would be significantly less than in the period reported by the

baseline study (Nogler 1995) and also in the period after Enron.

H,  Among firms resolving their going concern modifications, the rate of bankruptcy in
the sample of opinions resolved after Enron will be significantly less, and the rate of
successful resolution consequently greater, than either the baseline period or the
PSLRA period prior to Enron. This result would suggest that auditors placed
significantly more weight on type 2 errors after the failure of Enron and the demise of
Arthur Andersen.

DATA AND VARIABLE SELECTION:

Data Selection: Firms receiving going concern opinions in the period 1997 to

2009 were identified through MergentOnline using the search terms “substantial doubt”
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and “going concern.” The sample was limited to Standard Industrial Classification
Codes 2000-3999 (manufacturing) and 5000-5999 (wholesale/retail). The decision to
limit the sample to these firms was based on the fact that the environment of other firms
is intrinsically different. Nogler (2008) shows that the largest 18 bankruptcies in the
period 1997-2005, which amounted to nearly 50% of the total assets entering
bankruptcy, were outliers in terms of size. He argues these specific cases should be
treated separately, perhaps as case studies. Of these 18 firms, occurred primarily in
other sectors; 5 in telecommunications (SIC 4), 3 were airlines (SIC 4), 4 were energy
companies (SIC 1), and 3 were in financial services. This resulted in identifying 2,672
firms receiving going concern opinions in this period. Consistent with Nogler (1995) we
did not include development stage companies in our sample. Nearly 1,000 firms were
excluded because they were development stage firms. The Securities and Exchange

Commission defines a development stage firm as (Regulation SX-Rule 1-02):

“A company shall be considered to be in the development stage if it is
devoting substantially all of its efforts to establishing a new business and
either of the following conditions exists: (1) Planned principal operations
have not commenced. (2) Planned principal operations have commenced,
but there has been no significant revenue therefrom.”

The percentage of firms excluded for this reason is considerably greater than Nogler
(1995). That study relied upon the NAARS database which excludes many firms at this
stage. Additionally, nearly 600 firms were excluded as they either received an initial
going concern opinion outside the period of this study or they received a going concern

opinion on their initial public filing.

After exclusions, a total of 483 firms which had resolved their going concern

opinions were analyzed. Table 1 describes the derivation of this sample in detail.
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[Insert Table 1 about here.]

Variable Selection: Generally, variables selected were based on the model

presented in Nogler (1995). Variables retained from that model included:

Change in Total Liabilities/ Total Assets (CHSTLTA) — intended to measure
solvency. The expected sign of this variable is negative as a relative increase in liability

position would signal a weakening of the firms financial position.

Default (DEFAULT) — a dichotomous variable coded 1 if the firm had experienced an
event of default, whether or not waived (consistent with Chen & Church 1992), and
coded as 0 otherwise. The expected sign of this variable is negative as firms in default

are unlikely to have their going concern opinions removed by the auditor.

Restructure (RESTRUCTURE) — a dichomotous variable coded as 1 for firms which
restructured their debt, obtained new credit facilities, or issued stock, coded as O
otherwise. The expected sign of this variable is positive as any of these changes

represent a perception that the firm is a viable entity.

Prior Going Concern Opinions (PRIORGC) — Prior research has indicated that the
number of consecutive prior going concern opinions a firm has received may be a
significant factor in the auditor’s opinion decision. The sign of this variable is
problematic. Mutchler (1984) suggest the sign should be negative as auditors may find
it easier to repeat a going concern modification rather than initiate that modification. In
a successful going concern resolution model, Nogler (1995) finds this variable to be
positive and not significant. This result may be due to the lack of a size variable in

Nogler’'s model.
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One variable was changed from the Nogler model and four variables were added, as

follows:

Change in Operating Cash Flow (CHSOPCF): The Nogler study (1995) included a
variable change in operating income before depreciation to total assets. The period of
this study (1986-1990) predated FASB #95 — Statement of Cash Flows which became
effective for fiscal years ending after July 15, 1988. Since the cash flow statement
provides a measure of non-cash income from operations (Cash from operations), this
study uses the change in that number to total assets instead of the change in operating

income before depreciation to total assets used in the prior study.

Risky (RISKY): This is a dichotomous variable coded 1 for industries in SIC codes
2833-2836 (medical compounds), 3570-3577 (high tech equipment manufacturing), and
3600-3674 (electrical and telecommunications manufacturing) which are identified in
Krasznik and Lev (1995) as high risk industries, coded 0 otherwise. The expected sign

of this variable is negative.

Log of Total Assets (LOGTA): Size maybe a significant factor in a firm'’s ability to
convince the auditor that is a viable enterprise. It may also be easier for larger firms to
restructure debt or issue stock to resolve a going concern modification. The expected

sign of this variable is positive.

Net Income to Total Assets (NITA): This variable has intuitive appeal as it would be
expected that firms resolving their going concern status might be expected to have

turned profitable. Also, this variable was found significant in Nogler’s use of the White
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(1984) and Casey et al (1986) models which related to bankruptcy resolution. The

expected sign would be positive.

Operating Cash Flow to Net Sales: This variable similarly has an intuitive appeal in
that positive cash flow would be expected to be associated with improvement in

operations. The expected sign of this variable is positive.

MODEL SPECIFICATION

This study will first consider whether the relative proportions of firms resolving
their going concern modifications whether through receiving an unmodified opinion,
filing bankruptcy, or other (voluntary liquidation, merger, going private, or no longer filing
with the SEC under rule 12(g) changed from the Nogler baseline data (1986-1990), the
post PSLRA/pre-Enron period (1997-2001), and the post Enron period. This will be
done using a test of proportions as follows for each period compared to all each other

period. This will utilize a Fisher’s exact test to obtain z values as follows:

Where —

This method will be used to test the hypotheses presented earlier in this study.

The study will then model the process of successful resolution (i.e. subsequent
unmodified opinion) utilizing the variables cited above for the three periods described in

the preceding paragraph. Comparison of the models will indicate if the variables or the
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weights assigned the variables changed across the period under study which ranges

from 1997 to 2009. The format of the proposed logistical models is:

The models will be viewed over the three periods to see if there are discernible patterns

in the significance and weight of the independent variables.

RESULTS

The breakdown of the 483 firms in this study by resolution and time period is
presented in Table 2. The results of the Nogler (1995) study are presented as a
baseline for the period preceding the PSLRA. The PSLRA period of observations
extends from January 1997 to October 31, 2001. The post-Enron period is dated,
consistent with Geiger et al (2005) uses October 16, 2001 (the date Enron
acknowledged accounting errors) as the beginning of the post-Enron period, and Nogler
(2008) who cites December 31, 2001 as the beginning of the post Enron period. The

post-Enron period continues to the end of the observation period December 31, 2009.

[Insert Table 2 here.]

Of specific interest, based on the hypotheses presented earlier, is the relative
proportion of bankruptcies to successful resolutions in each time frame. In the baseline
period, these are nearly equal with 33.12% bankruptcies and 35.03% successful

resolutions. In the period after PSLRA, bankruptcies represent an increased portion of
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resolution at 39.41%, while successful resolutions drop to 29.41%. The direction here is
consistent with the hypothesis that firms receiving a going concern modification after the
PSLRA were more financially distressed than previously. The Fisher's Exact Test,
however, is unable to reject the hypothesis that these observations were drawn from

different populations.

Bankruptcies in the post-Enron period dropped to 20.52% while successful
resolutions rose to 44.54% of all resolutions. This is consistent with the second
hypothesis which suggests that auditors became much more cautious in the post-Enron
period. Comparing the base period to the post-Enron period, the Fisher Exact Test
rejects the hypothesis that these observations were drawn from the same population.
Comparing the PSLRA period to the post-Enron period, the Fisher Exact Test also
rejects the hypothesis that these observations were drawn from the same population.
This finding provides evidence that auditor behavior regarding the issuance of going
concern modifications changed significantly in the post-Enron period, with the cost of a
type 2 error (no going concern modification, firm files bankruptcy) having greater weight

than in the previous environment.

Crossover firms are firms which received an initial going concern modification in
the PSLRA period but resolved it in the post-Enron period. Interestingly, the proportion

of resolutions in this group most closely resembles the post-Enron period.

While the hypotheses presented earlier dealt with the relative proportions of
bankruptcies versus successful resolutions in the respective time periods, Table 2A

presents descriptive details of the other resolutions (non-bankruptcy liquidation, firms no
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longer filing with the SEC under Rule 12(g), merged or acquired firms, and firms taken

private).

Using the year of the initial going concern opinion as the first observation and the
year preceding bankruptcy or cessation of filing as the last observation (for firms which
are categorized as bankrupt or other) and the year of resolution for resolving firms,

produces a total of 1,067 observations.

Logistical models were created for the three periods, utilizing the variables
described above, on these observations to describe the characteristics of the successful
resolution process in each period. The results of these models are presented in Table

3.

[Insert Table 3 about here.]

In the period following the passage of the PSLRA, only four variables are
significant at the 5% level in the model: Default, Restructure, the number of Prior Going
Concerns Received, and Net Income to Total Assets. The model itself is significant at
the 1% level and overall classification accuracy is 92.86% based on 280 observations.

The model correctly classifies 82.2% of the 50 successful resolutions in this period.

In the post-Enron period, all of the variables with the exception of Risky and Net
Income to Total Assets are significant. It is interesting to note that the variable Net
Income to Total Assets was significant in the period preceding. The model itself is
significant at the 1% level and classification accuracy is 91.62% based on 501
observations. The model correctly classifies 82.6% of the 102 successful resolutions in

this period.
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In the post-Enron period, all of the variables with the exception of Risky and
Cash Flow from Operations to Net Assets are significant. It is interesting to note that
the variable Net Income to Total Assets is once again significant in this period. The
model itself is significant at the 1% level and classification accuracy is 91.96% based on
286 observations. The model correctly classifies 76.7% of the 40 successful resolutions

in this period.

CONCLUSIONS

The two hypotheses presented earlier have somewhat mixed results. The first
hypothesis posited that in the period when the Private Securities Litigation Reform Act
was in force, and preceding the events surrounding the bankruptcy of Enron, that
auditors would only issue a going concern modification in the presence of severe
financial distress. This could be observed by a greater percentage of resolutions by
bankruptcy than by receiving a subsequent un-modified opinion. The statistical results
of this hypothesis lead to the rejection of the hypothesis at the 5% significance level.
However, while the relationship is not statistically strong, the direction of observed is
consistent with the hypothesis. In the base period, the rate was 33.12% bankruptcies
and 35.03% successful resolutions, in the period after PSLRA, bankruptcies represent
an increased portion of resolution at 39.41%, while successful resolutions drop to

29.41%.

The results of the second hypothesis are more definitive. That hypothesis
posited that after Enron auditors would issue going concern modifications in the

presence of less severe financial distress. This could be observed by a greater
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percentage of successful resolutions compared to resolutions by bankruptcy. Statistical

tests support the acceptance of this hypothesis.

Logistical Models for the three periods 1997-2001 (PSLRA before Enron), 2002-
2010 (post Enron), and for observations in the period overlapping this period (received
initial going concern opinion under PSLRA but resolved post Enron) suggest that the
auditor decision models changed over this time period. Three variables, Default,
Restructure, and Prior Going Concerns are significant across the three time periods. In
the PSLRA before Enron period, Net Income to Total Assets is also significant and
positive, suggesting that a turnaround in the profitability of the client is a significant

factor.

In the post Enron period, in addition to the three consistent variables, the Change
in Total Liabilities to Total Assets, Change in Operating Cash Flow, Size (Log of Total
Assets), and Cash Flow to Net Sales become significant. This suggests auditors
considered a more complex set of financial dimensions of the client in deciding to
remove the going concern modification. The fact that Net Income to Total Assets is not
significant in this model, but Cash Flow to Net Sales becomes significant may suggest
that auditors were more interested in operating cash flow as a measure than net income

in this period.

The model for the crossover period more closely resembles the post-Enron
model, which is not surprising. Interestingly, for these firms, the variable Net Income to
Total Assets once again is significant while the measure of operating Cash Flow to Net

Sales is not significant in this model.
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TABLE 1 Sample Selection Data

Firms initially Identified as Going Concern Opinions
Going concern did not refer to this company
Development stage firms

Initial Going Concern opinion prior to 1996

Going Concern Opinion on initial public filing

Firm already bankrupt

Continuing - still receiving Going Concern opinion
Firm Changed Fiscal Year end

Incomplete data, unaudited, etc.

Not on Compustat
Final Sample

2,672 100.00%
129 4.83%
989 37.01%
210 7.86%
388 14.52%

20 3.37%
145 5.43%
48 1.80%
56 2.10%
617 23.09%
134 5.01%
483 18.08%
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TABLE 2

Resolutions by Time period

Baseline
Nogler Total
1995 Pre-Enron Post-Enron Crossover
Resolved 55 50 102 40 192
Bankrupt 52 67 47 22 136
Other 50 53 80 22 155
157 170 229 84 483
Resolved 35.03% 29.41% 44.54% 47.62%  39.75%
Bankrupt 33.12% 39.41% 20.52% 26.19%  28.16%
Other 31.85% 31.18% 34.93% 26.19% 32.09%
100.00% 100.00% 100.00%  100.00% 100.00%
TABLE 2 A
Breakdown of Other Resolutions by period
Pre- Post- Total
Periods Enron Enron Crossover
Non-bankruptcy Liquidation 9 9 2 20
No Longer Files with SEC 19 37 12 68
Merged or Acquired 19 22 5 46
Taken Private 6 12 3 21
53 80 22 155
Non-bankruptcy Liquidation 5.81% 5.81% 1.29% 12.90%
No Longer Files with SEC 12.26% 23.87% 7.74% 43.87%
Merged or Acquired 12.26% 14.19% 3.23% 29.68%
Taken Private 3.87% 7.74% 1.94% 13.55%
34.19% 51.61% 14.19% 100.00%
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TABLE 3

Coefficients, Chi Squares, and Probabilities

PSLRA Period(January1997 to October 31, 2001

Intercept/
Variables Coefficient Chi-Square Beta Probability
Intercept -2.602 8.26 .004*
-0.005 0.01 914
0.499 0.46 .500
1.200 4.10 .043*
3.447 31.79 .000*
916 2.46 117
1.524 15.84 .000*
-.004 0.07 .790
1.719 8.60 .003*
0.0002 0.09 770
Pseudo R2 .364
Model Chi-Square 154.620
Probability .000*
Classification
Accuracy 92.86%
Post-Enron Period (November 1, 2001 to 2010)
Intercept/
Variables Coefficient Chi-Square Beta Probability
Intercept -3.836 53.34 .000*
0.193 14.34 .000*
1.380 14.49 .000*
-3.236 15.76 .000*
3.513 88.28 .000*
-0.667 3.20 .074
0.510 14.42 .000*
0.454 14.06 .000*
-0.0007 0.05 .830
-002 5.47 .019*
Pseudo R2 .355
Model Chi-Square 270.81
Probability .000*
Classification
Accuracy 91.62%
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Crossover Firms (January 1997 to 2010)

Intercept/
Variables Coefficient Chi-Square Beta Probability
Intercept -4.034 27.59 .000*
-0.287 6.49 .011*
-0.490 6.85 .009*
-1.671 8.44 .004*
3.237 39.24 .000*
-0.088 0.03 .872
0.369 7.62 .006*
0.357 4.82 .028*
0.416 8.87 .003*
-.0004 0.14 711
Pseudo R2 276
Model Chi-Square 105.12
Probability .000*
Classification
Accuracy 91.96%
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ABSTRACT

This research-in-progress investigates the likelihood of individual tax filers choosing to
outsource their income tax preparation to an offshore service provider. An internet panel of 254
respondents across the U.S. was used to assess the likelihood of their choosing an off-shore tax
preparer over an American tax preparer as determined by 1) cost savings to prepare tax return, 2)
time to complete tax return, and 3) quality of completed tax return. Initial univariate data
analysis found that the U.S. respondents are more likely to choose an American tax preparer if
there is no difference in cost to them, they are more likely to choose an American tax preparer if
there is no difference in time to complete the return, and they are more likely to choose an
American tax preparer if there is no difference in the quality of the completed tax return.

Keywords: Offshoring, outsourcing, tax preparation, service management

LITERATURE REVIEW

Offshore outsourcing of tax preparation occurs when a firm engaged by a client to prepare a tax
return procures these services from a third-party located in a foreign country. Skills that are most
likely to be off-shored are those that do not require close interaction between the client and
offshore service supplier (Bullen et al., 2007). The tax preparation process is ideal for off-
shoring since it does not typically involve interacting with the client after their tax-related
documents are collected. The tax preparation process involves the tax preparation service
provider scanning all client paper documents (such as W-2s, 1099s, and prior year tax return)
into a digital format that is uploaded to the service providers network. Offshored tax preparers
(usually chartered accountants or other equivalently trained workers) access the documents from
the service providers secure network via a Web browser and download them to their local
computer and prepare the tax return using the service provider’s tax preparation software. The
service provider electronically retrieves the completed return, reviews it and makes any
necessary corrections, and prints the completed return to give to their client (e.g. see
www.xpitax.com and www.sureprep.com).

Internal Revenue Service (IRS) statistics indicate that of the approximately 150 million
individual U.S. tax returns filed in 2007, more than half were filed using paid preparers (IRS).
Over the last several years CPA firms have begun shifting some of this tax preparation work
overseas using outsourcing facilitators. Two such outsourcing facilitators are U.S.-based Xpitax

2011 Northeast Decision Sciences Institute Proceedings - April 2011 Page 38



and Sureprep. These outsourcing facilitators use Chartered Accountants in India who are trained
in U.S. tax laws. Bandyopadhyay and Hall (2009) surveyed 35 U.S. accounting firms and found
that 13 (37%) utilize off-shoring for individual income tax preparation; of these firms, almost
20% of their returns were prepared off-shore. They also found that 38% of the responding firms
reported that cost effectiveness was a factor in their decision to employ off-shoring and 46%
employed off-shoring because they wanted to provide faster service to the client.

A review of the outsourcing literature relative to service-providing indicates that the service
providing process is influenced by cultural and geographic differences between the service
provider and the client seeking the service. Warden et al. (20003) found that the greater the
cultural distance, the wider the gap in service expectations. Positive customer experiences with
outsourcing increases when there is cultural similarity between the provider of the service and
consumer of the service, but the end recipient of the service does not usually have a say in
choosing the actual provider of the service (Hopkins et al., 2005). Thelen et al (2007) suggest
that the offshore service is affected by lack of face-to-face contact and sensitivity of information
exchanged.

Brody et al (2006) found that 72% of individuals who paid to have their return prepared
indicated that it would make a difference to them if their accountants were to outsource their
income tax return and 88% said it would make a difference if their return were off-shored (e.g. to
India). Since 2005 the American Institute of Certified Public Accountants (AICPA) has required
its members to inform their clients if they are using third-party service providers when providing
them with professional services. As of 2009, the IRS has required paid preparers to obtain
written consent from their clients before disclosing any of their tax information to another
prepare located outside of the U.S. (Jamouneau, 2009). In 2010 the Treasury Department issued
regulations under Code Sec. 6109 intended to provide some assurance to taxpayers that a tax
return was prepared by an individual who is knowledgeable, skilled, and ethical and to improve
the accuracy of tax returns and increase tax compliance. These regulations became effective on
September 30, 2010. Unenrolled tax preparers are now required to become Registered Tax
Return Preparers (RTRP) by registering for a permanent tax identification number (PTIN). This
includes unregistered foreign preparers who do not have a social security number and may not be
able to obtain one. Unenrolled tax preparers must pass a competency test in wage and non-
business Form 1040 and wage and small business Form 1040 Schedules, C, E, and F. The IRS
has proposed that RTRPs be required to complete annual continuing education credits in federal
tax law updates, federal tax law, and ethics.

Our current research-in-progress investigates the likelihood of individual tax filers to outsource
their tax preparation to an off-shore service provider.

PURPOSE OF THIS STUDY
This study investigates the intention of U.S. individual filers to off-shore their income tax
preparation. We are interested in determining whether Bandyopadhyay and Hall’s (2009)

aforementioned findings from accounting firms regarding cost effectiveness and faster service to
the client were also important to individual filers in determining their likelihood in choosing an

2011 Northeast Decision Sciences Institute Proceedings - April 2011 Page 39



American or overseas tax preparer. Specifically, we are investigating intent to offshore tax return
preparation based on the following factors:

1. Period of time necessary for an overseas service provider to prepare the return versus the time
required by an American service provider. Thus,

H1: The less perceived time it takes to prepare a tax return off-shore compared to on-shore, the
greater the likelihood of individual tax filers to outsource their tax preparation to an off-shore
service provider.

2. Quality of the work done by an overseas service provider as compared to an American service
provider. Thus,

H2: The better the perceived quality of work performed by an off-shore service provider
compared to an American service provider, the greater the likelihood of individual tax filers to
outsource their tax preparation to an off-shore service provider.

3. Cost of having the return completed by an overseas service provider as compared to an
American service provider. Thus,

H3: The less expensive it is to prepare a tax return off-shore compared to on-shore, the greater
the likelihood of individual tax filers to outsource their tax preparation to an off-shore service
provider.

METHODOLOGY

The data for this study was collected as part of a larger study examining consumer opinion about
off-shoring of services. A national (U.S.) internet panel was conducted resulting in a sample of
two-hundred and fifty-four respondents. Internet panels use a pre-recruited group of individuals
who have agreed to participate in online market research studies on a forward-going basis in
return for compensation. Internet panels have been found to positively address weaknesses
associated with other forms of web surveys (James, 2000), are more reliable than telephone-
based surveys (Braunsberger 2007), and overcome the respondent issue of social desirability bias
that can arise in contact surveys (Dennis 2005; Duffy 2005). Internet panel members were
invited to complete the survey on-line. In total, 4,532 invitations were sent out with 299
respondents starting and 254 finishing the survey for a completion response rate of 5.6%. In
order to achieve a sample representative of the general population invitations were sent out to a
representative sample in regard to age, gender, income, education, employment and geographic
location. Survey requests were sent out in waves and if it was noticed that a greater percentage of
a particular group (e.g., one geographic location) were responding then less invitations were sent
to that group in the next wave. These procedures provided a balanced sample. Table 1 details the
sample characteristics.
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Table 1: Demographic Profile of Respondents
Gender Education Employment Status
Male 130 High school or less 68 Full-time 118
Female 119 Some college 129 | Homemaker 18
No response 6 College 39 Disabled 17
Graduate school 17 Part-time 35

Age No response 1 Retired 56
18-34 62 Unemployed 8
35-54 96 No answer 2
55-74 74 Income
75+ 14 <$20k 41 Geographic Location

| >$20k<$40k 59 Northeast U.S. 57
Union Status >$40k<$60k 45 Southern U.S. 83
Union 40 >$60k<$80k 44 Midwest U.S. 65
Non-Union 208 >$80k<$100k 28 Western U.S. 44
No response 6 $100k or more 34

Attitudes toward off-shoring various services (tax preparation, customer service and technical
help with products, reading of X-rays) were assessed by the survey instrument. These services
were selected based on a separate pilot study of 72 undergraduate and graduate students asking
them to evaluate degree of product involvement required by the offshore provider and the
perceived risk to the consumer; out of the three off-shored services, tax preparation services was
deemed by the pilot study sample to have the highest degree of product involvement and the
highest degree of perceived risk.

RESULTS

This data will be analyzed using analysis of variance to determine if differences exist between
groups based on cost of having the return prepared, period of time to prepare return, and quality
of the work. Initial univariate data analysis was performed with the following results:

Cost as a Determinant
Survey respondents were asked how likely they were to choose an American service provider
versus an Overseas service provider based on cost.

Preparation Time as a Determinant
Survey respondents were asked how likely they were to choose an American service provider
versus an Overseas service provider based on time to prepare the tax return.

Quiality as a Determinant

Survey respondents were asked how likely they were to choose an American service provider
versus an Overseas service provider to complete their tax return based on the quality of work
performed.
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Initial univariate data analysis found that the U.S. respondents are more likely to choose an
American tax preparer if there is no difference in cost to them, they are more likely to choose an
American tax preparer if there is no difference in time to complete the return, and they are more
likely to choose an American tax preparer if there is no difference in the quality of the completed
tax return.
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ABSTRACT

The objective of this research is to explore the relationship between brand experience and customer
equity (value equity, brand equity, and relationship equity), and then examine the impact of different
contact points experience (communication contact, physical environment contact, personnel contact and
product usage contact), and different brand experience dimensions on customer equity. Further, the
different brand positioning strategies-hedonic and utilitarian is also being used to examine its
moderating effect on the above relationships. Total four hundreds ninety three valid samples, including
410 with brand experience and 83 without brand experience, were collected via survey website. The
results indicate that the positive and strong brand experience is a key factor for building strong customer
equity. Specifically, brand equity is mostly influenced by brand experience, followed by relationship
equity and value equity. Although the four contact points’ brand experiences all have significant impact
on customer equity, product usage contact is the most important role on influencing customer equity and
its individual drivers. The different brand position strategies have moderating effect. For utilitarian
brand, only brand experience at product usage contact point has significant impact on customer equity
and its three drivers. For hedonic brand, the four contact points’ experiences do have significant
relationship with customer equity.

Key words: brand experience, customer equity, brand experience contact point, hedonic and utilitarian

INTRODUCTION

Due to the technology advancement, the differentiation of product functions gets smaller and smaller,
but the closely following service economy is also facing challenge owing to being easily imitated. It
makes the contemporary marketing focus transfer from the judgment or perception before purchasing to
the practical experience after purchasing. Therefore, now it is the so called “Experience Economy Era”.
Experiential marketing has become one of the key efficient instruments for a brand to build competitive
advantages. For instance, Starbucks is not just selling coffee. The retailing atmosphere and interaction
with its service provider are always an enjoyable experience. The key satisfaction factor of Apple
iPhone and iPad is to experience its innovative technology. As a result, the future marketing will
primarily focus on the trend of satisfying experience for the customer. And the challenge for marketer is
how to change from service economy thoughts to experience economy thoughts. This points out how
experiential marketing plays a vital role in marketing in the twenty-first century.

Based on literature review, many researches have paid much attention to the experience marketing in the
past ten years (Morrison and Crane 2007 ; Pine and Gilmore 1998 ; Schmitt 1999). However, most of
them put emphasis on elaborating experience concepts and characteristics (Phillips, Olson and
Baumgartner 1995 ; Pine and Gilmore 1998 ; Schmitt 1999 ; Jensen 1999 ) or experience classification
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(Pine and Gilmore 1998 ; Schmitt 1999 or experience measurement ( Plutchik and Kellerman 1980 ;
Russell and Mehrabian 1975 ; Brakus, Schmitt and Zarantonello 2009 ) . Document about the
relationship between experiential marketing and management implication is still lack of attraction, not
mention to the topic of brand experience (Brakus, Schmitt and Zarantonello 2009). Therefore, for the
purpose of filling this research gap, it triggers the motivation to explore the topic of brand experience.

We realize the importance of brand experience, but how does it create the benefits for a brand? In terms
of the concept of brand experience, its focus is on consumers’ sense, feeling, thinking, and behavior.
Customer equity, succeeding customer-based brand equity, is also one of the contemporary marketing
streams focusing on consumer perspective strengthened by the academic research and marketing
practice (Rust, Zeithaml, and Lemon 2000). Customer equity mainly figures out how to build the
biggest value for a brand from consumer lifetime value. This demonstrates both customer equity and
brand experience are on the same track of management philosophy. Specifically, higher customer equity
is a long term objective a brand tries to achieve. Therefore, the question is will brand experience affects
customer equity? In other words, will customer equity become a good consequence indicator for brand
experience, particular for negative or no experience? This is the first main issue in this research.

Second, several scholar pointed out that experience takes place in searching for products, in the process
of choosing products in retail stores, in contact with servers, and in using products (Arnould, Price and
Zinkhan 2002 ; Brakus, Schmitt and Zhang 2008 ; Holbrook 2000). However, before consumers
haven’t formed actual purchasing motivation, it’s possible for them to contact with brand
communication media. In fact, this is also a part of brand experience for consumers. This research
collectively calls these as brand experience contact points, where the experience occurs. Brand
experience contact points include communication contact, physical environment contact, personnel
contact, and product usage contact. Apparently these experiences in different contact points play
different roles in marketing. And for these brand contact experiences, do they have different impact on
customer equity?

Brakus, Schmitt and Zarantonello (2009) proposed that there are four dimensions in brand experience,
including sensory, affective, intellectual, and behavioral experience. The four brand experience
dimensions primarily come from the reactions to different brand related stimulation. On the other hand,
brand marketing offer consumers with different stimulation in different experience contact points, which
may cause different experience among these four dimensions. Therefore the third research question is to
explore if the four experience dimensions have different influences on customer equity in each
experience contact point?

Consumer choices are driven by utilitarian and hedonic considerations, which may happen on attribute
level (Batra and Ahtola 1990), product level (Dhar and Wetenbroch 2000), or shopping value (Babin,
Darden and Griffin 1994). Research suggests that these different considerations map onto independent
components of product evaluations and attitudes and enable people to distinguish between goods
according to their relative hedonic or utilitarian nature (Batra and Ahtola 1990; Mano and Oliver 1993).
Voss, Spangenberg, and Grohman (2003) developed ten items with reliability and validity to measure
the hedonic and utilitarian dimensions of consumer attitudes toward product categories and different
brands within categories. This indicates that marketer can also differentiate its brands as utilitarian or
hedonic positioning strategy, which offers different experience value for customer. Therefore, the last
research question we would like to examine is if the relationship between brand experience and
customer equity will be moderated by the different brand positioning strategies?
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To sum up, the objective of this research is to explore the relationship between brand experience and
customer equity, and then examine the impact of different contact points experience, and different brand
experience dimensions on customer equity. Further, the moderating effect by the different brand
positioning strategies will also be examined on the above relationships. We look forward to offering
some contribution to the field of brand experience marketing and customer equity for academicians and
practitioners.

LITERATURE REVIEW

Experiential Marketing

Norris ( 1941) is the first scholar that proposed consumption experience. He emphasized that the
importance of consumption experience is product service rather than product itself. And the following is
that the marketer and consumer researcher are aware of the significance of hedonic consumption and
consumer experience. Abbott ( 1955) thought that what people really want is not product itself, but is
satisfying experience. Pine and Gilmore (1998 ) pointed out that product is tangible, while service is
intangible. And the product and service experiences created for consumers are unforgettable. Besides,
consumption experience is a kind economic product. Difference from the past, both product and service
are external, while experience is internal and lives in personal mind. Breckler and Wiggins (1984)
argued when consumers have more direct experience, it’s easy for them to produce higher cognitive
belief, emotional reaction, and future behavior intention for products. As a result, consumers would
cultivate a consistency between attitude and behavior altitude. And, it isn’t easy for consumers to change
their attitudes produced by direct experience. In addition, Experience would strengthen the connection
between the attitudes of consumers and products.

Schmitt (1999 ) invented the term, “Experiential Marketing”. He thinks what nowadays consumers
want is to glamour sensory, stir up spirits, trigger thoughts and make brand blended in their daily lives
by products and marketing activities. For example, iPhone, Singapore Airlines, and Starbucks Coffee are
all practitioners of brand experiential marketing. Petromilli and Michalczyk (1999 ) thought that each
consumer cultivates brand experience by contacting with different kinds of behavior, and brand
relationship that consumer accumulate by consumption experience. Experience can make consumers
produce higher familiarity, stronger brand association and deeper product impression. As a result,
experience could strengthen the relationship between people and brand (Alba and Hutchinson 1987) .
Biel (1992) explained that brand image is a collection of brand attributes and the connection that
consumers produce for brand names. After consumers join in Experiential Marketing, they would have
positive evaluation of thoughts and activities, and then their emotions would be affected. As a result, it
would help consumers strengthen the brand image. Brakus, Schmitt and Zarantonello (2009) firstly
introduced the concept of brand experience and defined it as subjective, internal consumer responses
(sensations, feelings, and cognitions) and behavioral responses evoked by brand-related stimuli that are
part of a brand’s elements (e.g., logo, character and slogan), marketing mixes efforts (e.g., product
packaging, media communications, and store’s environments), and secondary associations (e.g., country
of origin, endorser, and third party’s support).

Customer Equity

Blattberg, Getz, and Thomas ( 2000 ) proposed that customer equity thinks of consumers as a
measurable, managerial, reinforceable asset just like other assets. And, management of customer equity
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is a dynamic and integrated market system by manipulating financial evaluation techniques and
purchase behavior data of consumer dynamics. With the three indexes of customer acquisition, customer
retention, and add-on selling, market systems can work out an optimizing ratio choice. Rust, Zeithaml,
and Lemon (2000) and Rust, Lemon, and Zeithaml (2004) propose a comprehensive model that
identifies different drivers of a company’s outcomes. They suggest a customer value model, stating that
three equity drivers-value equity, brand equity, and relationship equity-influence a customer’s switching
matrix, which in turn has an impact on customer lifetime value (CLV) and customer equity. According
to a number of researchers, three intercorrelated drivers — customer attraction, customer retention and
add-on selling — are equally important in customer equity creation (Blattberg et al., 2001; Hansotia, 2004;
Rust et al., 2004; Malthouse & Blattberg, 2005; Villanueva & Hanssens, 2007; Kumar & Rajan, 2009).
It is emphasized that organizations should focus their marketing efforts on the value equity, brand equity
and relationship equity improvement and in each stage of customer relationship development process
choose the most relevant customer equity drivers (Rust et al., 2004).

As a matter of fact, customer equity is not only a measure of consumer relationship assets, but also a
marketing system, an innovative method of restructuring distributing resources and maintaining
relationship of consumers in enterprises. Therefore, Rust, Zeithaml and Lemon (2004 ) jumped off
consumer lifetime value from financial view, and proposed three dimensions of customer equity from
marketing view. They are value equity, brand equity, and relationship of marketing. All the three
dimensions are the main resources of lifetime customer equity.

Brand Experience Contact Point

Though we have not found out there are related documents officially using the concept of brand
experience contact point in experiential marketing and consumer behavior, we could detect several
critical points when consumers contact with brand during the consumer purchase processes ( Arnould,
Price, and Zinkhan 2002 ; Brakus, Schmitt, and Zhang 2008 ; Holbrook 2000 ) . For instance, it’s the
first brand experience contact point when consumers are searching for information by contacting and
communicating with media or virtual platforms. Sometimes even if consumers do not cultivate their
purchase motivation, brand experience has started. What we call this phenomenon is indirect contact

(Hoch and Ha 1986 ; Kempf and Smith 1998 ) . The following is when consumers begin picking out
and buying, what they contact is physical environments of brand distribution channels such as the
decoration and design, atmosphere and styles. At the same time, consumers also have interaction with
service personnel ( Hui and Bateson 1991 ; Kerin, Jain and Howard 2002 ) .After consumers buy the
brand products, the following contact points are usage and consumption. It is consumers that have more
direct contacts. Direct contacts may include utilitarian product attributes and category experience or
hedonic dimensions, such as feelings, fantasies, and fun (Holbrook and Hirschman 1982). Therefore,
this study defines brand experience contact points into four including communication contact, physical
environment contact, people contact and product contact.
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Framewor k and Hypotheses

Positioning strategy

--hedonic

--utilitarian
Brand experience
--communication contact Customer equity
--physical environment contact --value equity
--personnel contact 3 »| --brand equity
--product usage contact --relationship equity

H1 : Brand experience affects customer equity (value equity, brand equity, and relationship equity)
positively.

H2 : The different brand contact points’ experience has different effects on customer equity (value
equity, brand equity, and relationship equity).

H3 : The relationship between brand contact points’ experience and customer equity (value equity,
brand equity, and relationship equity) will be moderated by brand positioning strategy.

H4 : At communication contact point, different experience dimension has different effects on customer
equity (value equity, brand equity, and relationship equity).

HS5 © At physical environment contact point, different experience dimension has different effects on
customer equity (value equity, brand equity, and relationship equity).

H6 : At personnel contact point, different experience dimension has different effects on customer equity
(value equity, brand equity, and relationship equity).

H7 . At product usage contact point, different experience dimension has different effects on customer
equity (value equity, brand equity, and relationship equity).

METHODOLOGY
M easur es

We developed the items for measuring the constructs of the study, drawing on prior research in the
literature. We used multi-item seven-point Likert scales anchored by 1 = “strongly disagree” and 7 =
“strongly agree”.

Adapting from Brakus, Schmitt, and Zarantonello(2009), we defined brand experience as subjective,
internal consumer responses (sensations, feelings, and cognitions) and behavioral responses evoked by
brand-related stimuli that are part of a brand’s elements (e.g., logo, character and slogan), marketing
mixes efforts (e.g., product packaging, media communications, and store’s environments), and
secondary associations (e.g., country of origin, endorser, and third party’s support). The brand
experience dimensions included sensory, affective, intellectual, and behavior experience that will
happen in the four brand experience contact points- communication contact, physical environment
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contact, personnel contact, and product usage contact. The followings are the operational definition of
the four experience dimensions.

Sensory : consumer response to brand-related stimuli via visual, aural, olfactory, taste, and tactile

aspects.

Affective : consumer internal perception of feeling, mood, and emotional in response to brand-related

stimuli.

Intellectual : consumer’s convergent/analytical and divergent/imaginative thinking due to the brand-
related stimuli.

Behavior : consumer response in life behavior toward the brand-related stimuli.

We developed three measurement items for each brand experience dimension in the four contact points,
which resulted to total 48 items.

Value equity was defined as the perceived ratio of what is received (e.g., a product) to what must be
sacrificed (e.g., the price paid for the product)(Rust, Zeithaml, and Lemon 2001; Vogal, Evanschitzky
and Ramaseshan 2008). Four items were used to measure including value/price, quality/price,
receive/pay, and overall perceived value toward the brand purchasing experience.

We adapted the brand equity concept from Aaker (1996) ~ Keller(1993) and defined it as the subjective
appraisal of a customer’s brand choice and the added value of the brand name. We measured it with four
items like brand recall, brand value, brand likability, and brand uniqueness. We also added another open
question to ask respondents to answer “how is the percentage of the current price you are willing to pay
if taking out the brand name and logo?”

We defined relationship equity as the tendency of the customer stick with the brand, above and beyond
the customer’s objective and subjective assessment of the brand (Lemon, Rust, and Zeithaml 2001). We
measured it with four items including brand relationship, brand switch, always think the brand in life,
and the brand like good friend in life.

Resear ch Design

In the first step, a pretest was run to identify the object for both utilitarian and hedonic brands. Two
major retailing coffee brands- Starbucks and City Café (set inside at 7-11 convenience store, providing
economic cup coffee) were chosen and tested its brand positioning strategy, using the scales that Voss et
al. (2003) developed. Thirty samples were recruited via website to answer 10 questions (five for
utilitarian and hedonic respectively) with seven-point Likert scales anchored by 1 = “strongly disagree”
and 7 = “strongly agree”. The results indicated that hedonic rating for Starbucks was 5.73 vs. 3.60 for
City Café (p=0.000), but the utilitarian rating for City Café was significantly higher than that of
Starbucks (4.45 vs. 3.21, p=0.001). This result confirms that Starbucks and City Café can be used as
research object to represent hedonic and utilitarian brands respectively.

In the next step, two questionnaires for two coffee brands were put separately on the survey website
(http://survey.youthwant.com.tw/) to recruit participants. Participants were incentivized by being entered
into a free lucky drawing to win one of ten $30 gift certificates for the USB. Each participant agreed to
be called if they won the drawing or for personal validation. Total four hundreds ninety three valid
samples, including 410 with brand experience and 83 without brand experience, were collected within
two weeks. The samples include 56% female; the major age is 20-29 (79%), following by 30-39 (15%).
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Following Gerbing and Anderson (1988), we conducted a confirmatory factor analysis to assess the
reliability and validity of the multi-item scales. The coefficient alphas for all variables were between
0.82-0.95, exceeded the typical threshold .7 proposed in the literature (Hair et al. 2006; Nunnally 1978).

RESULTSAND ANALYSIS

We used regression analysis to test our hypotheses. We found that the brand experience has a strong
impact on customer equity ($=0.782, t=25.35, p<.000). Among three customer equity drivers, brand
equity is mostly influenced by brand experience (=0.762, t=23.76, p<.000), followed by relationship
equity ($=0.720, t=20.95, p<.000). Although value equity has least impact by brand experience, the
relationship is still significant ($=0.548, t=13.22, p<.000). In addition, we also compare the customer
equity differences between with and without brand experience using ANOVA. The results show very
significant difference for overall customer equity (4.68 vs. 3.61, t=9.236, p=.000) and for value equity
(4.78 vs. 4.25, t=4.299, p=.000), brand equity (4.87 vs. 3.73, t=8.063, p=.000), relationship equity (4.37
vs. 2.87,t=10.377, p=.000). These results indicate that the positive and strong brand experience is a key
factor for building strong customer equity. Therefore, H1 is supported.

Next we test the impact of brand experience on customer equity in the four contact points. Regression
analysis results show that the four contact points’ brand experiences all have significant impact on
customer equity(communication contact,f=.110, t=2.623, p<.001; physical environment contact, f=.118,
t=2.323, p<.01; personnel contact,=.186, t=3.984, p<.001; product usage contact, f=.477, t=9.548,
p<.001). In specifically, on the value equity, the other three contact points’ brand experiences (except
physical environment contact) all have significant influences. However, the brand experience at
communication contact has less impact on brand equity, but the other three all show significant effect.
For relationship equity, all four points’ experiences have significant impact. It is worth to note that
product usage contact always play the most important role on influencing customer equity and its
individual drivers.

In order to test the moderating effect of brand concept on the relationship between brand experience and
customer equity, we divided the sample into hedonic and utilitarian groups and ran the regression
analysis individually. Interestingly, we found that for utilitarian brand, only brand experience at product
usage contact point has significant impact on customer equity (f=.610, t=9.255, p<.001) and its three
drivers (value equity,f=.493, t=6.005, p<.001; brand equity, p=.578, t=8.262, p<.001; relationship
equity,p=.544, t=7.256, p<.001), the other three contact points’ experiences do not have any relationship
with customer equity. However, for hedonic brand, the experience at communication contact, personnel
contact, and product usage contact do have significant effect on customer equity and its three drivers
except experience at physical environment contact point. On the other hand, we also can not find the
relationship between brand experience and value equity at product usage contact point. Based on these
results, we can conclude that the relationship between brand experience and customer equity will be
moderated by different brand concepts. Therefore, H3 is supported.

Finally, we examine the impact of individual brand experience dimension on customer equity at four
contact points. At the communication contact point, the intellectual experience has significant influence
on customer equity (f=.340, t=5.200, p<.001) and its drivers- value equity (=.279, t=3.789, p<.001),
brand equity (B=.290, t=4.253, p<.001), and relationship equity (B=.320, t=4.726, p<.001). And the
affective and behavioral experience only has significant effect on relationship equity (B=.185, t=2.162,
p<.05 and B=.136, t=2.102, p<.05). There has different finding for the brand experience at physical
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environment contact point. The significant phenomenon happen on the behavioral experience dimension
and customer equity (f=.341, t=6.670, p<.001) and its drivers- value equity (f=.256, t=3.184, p<.01),
brand equity (B=.395, t=6.156, p<.001), and relationship equity (f=.456, t=6.709, p<.001). At the
personnel contact point, the intellectual experience again plays an important role on influencing
customer equity (f=.409, t=6.080, p<.001) and its drivers- value equity (f=.281, t=3.536, p<.001), brand
equity (B=.355, t=5.062, p<.001), and relationship equity (B=.421, t=5.882, p<.001). The behavioral
experience also has slightly significant impact on customer equity (p=.144, t=2.520, p<.05), mainly
coming from relationship equity (B=.158, t=2.602, p<.01). At the product usage contact point, both
sensory and behavioral experience dimensions have strong impact on customer equity. In specifically,
sensory experience not only affects customer equity significantly (=.319, t=5.744, p<.001), but also
happens across all three drivers- value equity (B=.372, t=5.030, p<.001), brand equity (f=.302, t=5.331,
p<.001), and relationship equity (B=.187, t=3.026, p<.01). However, the behavioral experience has
significant impact on customer equity (f=.322, t=5.959, p<.001), particularly from brand equity (f=.278,
t=5.062, p<.001) and relationship equity (f=.360, t=6.006, p<. 001), but not value equity.

CONCLUSIONSAND IMPLICATIONS

Customer centrism is essential for a firm to flourish. Brand experience and customer equity are two
major contemporary streams focusing on customer in the academic and practical marketing field. The
objective of this research is to explore the relationship between brand experience and customer equity
(value equity, brand equity, and relationship equity), and further to examine the impact of different
contact points experience (communication contact, physical environment contact, personnel contact and
product usage contact), and different brand experience dimensions on customer equity. The different
brand positioning strategies-hedonic and utilitarian is also being used to examine its moderating effect
on the above relationships. This model offer a theoretical framework for making the firm customer
centered.

This result shows that the positive and strong brand experience is a key factor for building strong
customer equity. The brand experience has a strong impact on customer equity. Specifically, brand
equity is mostly influenced by brand experience, followed by relationship equity and value equity. The
four contact points’ brand experiences-communication contact, physical environment contact, personnel
contact, product usage contact all have significant impact on customer equity. Among that, product
usage contact is the most important role on influencing customer equity and its individual drivers. For
relationship equity, all four points’ experiences have significant impact. However, physical environment
contact and communication contact experience has less impact on value equity and brand equity
respectively.

We also find that the relationship between brand experience and customer equity will be moderated by
different brand position strategies. For utilitarian brand, only brand experience at product usage contact
point has significant impact on customer equity and its three drivers, the other three contact points’
experiences do not have any relationship with customer equity. However, for hedonic brand, the
experience at communication contact, personnel contact, and product usage contact do have significant
effect on customer equity and its three drivers except experience at physical environment contact point.

Finally, the four experience dimensions developed by Brakus, Schmitt, and Zarantonello(2009) have
different impact on customer equity and its three drivers at different experience contact point. At
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communication contact point, the intellectual experience has significant influence on customer equity
and its drivers, but the affective and behavioral experience only has significant effect on relationship
equity. At physical environment contact point, the behavioral experience dimension is a key indicator
with customer equity. At the personnel contact point, the intellectual experience again plays an
important role on influencing customer equity and its drivers. The behavioral experience also has
slightly significant impact on customer equity, mainly coming from relationship equity. At the product
usage contact point, both sensory and behavioral experience dimensions have strong impact on customer
equity. Specifically, sensory experience not only affects customer equity significantly, but also happens
across all three drivers. However, the behavioral experience has significant impact on customer equity,
particularly from brand equity and relationship equity, but not value equity.

Table 1 Regression Analysis Results of Brand Experience at Contact points: Standardized Coefficients

Independent Customer Value Brand Relationship
Variables equity equity equity equity

B t value B t value B t value B t value
Brand

. 0.782 25.35%** (0.548 13.22%** (.762 23.76*** 0.720 20.95%***
experience

Communication y1g o g23%%% (149 2.613%%* 0.036 0.842 0.111 2.352%*
contact

Physical 0.118 2323%% 0075 -1.072 0236 4.475%%*% 0.118 2.063%*
environment

contact

Personnel 0.186 3.984*** (0243 3.800%** 0.121 2.502%* 0.141 2.678***
contact

fgﬁf;lc‘? USABC 0477 9.548*%* (0316 4.622%** (0467 9.037*** (0451 8.028%**

Hedonic

Media contact 0284 4.150%** (0264 2.954%% (225 2.028*%F (0234 3.143%*

Physical -0.032 -0.408  -0.072 -0.713 -021 -238 0.010 0.118
environment

contact
People contact 360 5 154%%% 0394 4311%** 0226 2.871%% 0302 3.985%**

Productcontact (569 3708%%* 0022 0232 0363 4455%* 0283 3.599%*
Utilitarian

Media contact 0.067 1.139 0.041 0.561 0.032 0.517 0.094 1.414

Physical 0.082 1.222 0.028 0.334 0.125 1.760 0.065 0.855
environment

contact
People contact  he9 | 446 0.109 1.425 0.073 1.113 0.060 0.851

Productcontact o c10 go55#k% 0493 6.005%%* 0578 8262%%* 0.544 7.256%**
*Ekp <001, ¥* p<.01, * p<.05
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Table 2 Regression Analysis Result of experience dimensions: Standardized Coefficients

Independent Customer Value Brand Relationship
Variables equity equity equity equity

B t value B t value B t value B t value
Media
contact
Sensory 0.079 1.092  0.132 1.615  0.109 1.440  -016 -0.216
Affective 0.134 1.621 0.029 0309 0.118 1.376  0.185 2.162*
Intellectual ~ 0.340 5.200*** 0.279 3.789*** (0290 4.253*** (0.320 4.726***
Behavioral ~ 0.121 1.855 0.062  0.851 0.110 1.618 0.136 2.012*
Physical
environment
contact
Sensory -0.047 -0.683 -0.074 -0.856 0.071 1.029  -.121  -1.666
Affective 0.204  2.441 0.106 1.015  0.197 2.381* 0.218 2.479*
Intellectual ~ 0.149  2.315 0.182  2.263*  0.095 1.489  0.125  1.837
Behavioral ~ 0.341 6.670*** 0.256 3.184** 0395 6.156%** 0.456 6.709***
People
contact
Sensory 0.100 1.497  0.118 1.496  0.133 1.915  0.021  0.294
Affective 0.097 1.224  0.035 0368  0.134  1.623  0.078  0.927
Intellectual ~ 0.409 6.080*** 0.281 3.536*** 0.355 5.062*** (0.421 5.882%**
Behavioral ~ 0.144  2.520*  0.125 1.848  0.093 1.560  0.158 2.602%*
Product
contact
Sensory 0.319 5.744*** (0.372 5.030*** 0.302 5.331*** 0.187 3.026**
Affective 0.142 2417 -0.037 -0.474 0.256 4.267*** 0.127 1.941
Intellectual 0.08 1.651 0.081 1.265 0.005 0.095 0.122 2275
Behavioral ~ 0.322  5.959*** (0.185 2569  0.278 5.062*** 0.360 6.006%***

*Exp <001, ** p<.01,*p<.05
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ABSTRACT

This article focuses on how attribute orders influence consumers’ calorie estimation. Two
experiments were conducted with 142 participants. The results indicate that consumers estimate
calorie content are more influenced by the high/low attribute order than the low/high attribute
order. More importantly, combining the cognitive load, the attribute order and cognitive load
create an interaction effect. Cognitive load will moderate the effect of attribute order on calorie
estimation. Theoretical and managerial implications of the findings are provided.

Keywords: order effect; attribute order; cognitive load; calorie estimation

INTRODUCTION

The 2007-2008 National Health and Nutrition Examination Survey (NHANES) data for
adults aged 20 and over suggest an increase in obesity between the late 1980s and today in
the United States, with the estimated age-adjusted prevalence moving upward from a
previous level of 23% in NHANES III (1988-1994) to approximately 34% in 2007-2008 [1].
Even though a public policy effort to promote the consumption of healthy foods has been
implemented, there is no significant change in obesity trends. The proportion of overweight
individuals continues to increase even though many people are concerned about weight

management and try to avail themselves of the healthier options that are available.
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Assessment and regulation of calorie intake continues to be documented to play a central role
in the prevention and treatment of many diseases. Clearly, not all consumers judge their food
consumption decisions on health or nutrition consideration [2] [3]. The existence of a bias
in estimating a meal calorie content naturally raises the question of how to correct it. Chernev
and Gal (2011a) showed that when faced with a meal comprised of both healthy and
indulgent items, consumers tend to systematically underestimate its calorie content, to the
extent that they may perceive the combined meal not only as having fewer calories than the
sum of its individual components but also as having fewer calories than in the indulgent item
alone [4]. More interestingly, Chernev demonstrated that weight-conscious individuals,
including those on diets, are more likely to believe that a meals tendency to lead to weight
gain can be decreased by simply adding a healthy item. He referred to this phenomenon as
the “dieters’ paradox” [5]. Individuals most concerned with managing their weight will
be more likely to believe that the combination of a healthy item and an unhealthy item is

likely to have fewer calories than the unhealthy item alone.

Numeric judgments made with uncertainty are easily influenced by readily available anchors
[6]. It has been shown that the sequential evaluations typically result in the assimilation of the
numeric estimate toward the initially generated value, so that that smaller initial estimates are
likely to produce smaller subsequent estimates, and larger initial estimates are likely to lead
to larger subsequent estimates [7]. However, this is not always the case and that sequential
evaluations depend not only on the numeric value of the previously evaluated item, but also
on the semantic relationship between the evaluated items, including similar and opposing
categories. For example, the author showed that items classified into opposing categories
(vice and virtues) lower initial estimates and can lead to higher (rather than lower) subsequent

estimates [4].

Will order effects within product attributes bias calorie estimation? Building on the existing
literature [2] [3] [4] [5] [8], this research posits that the anchoring effects occur in estimating
the calorie content of different sequentially presented items. In an attempt to better
understand the influence of the order effect, this research seeks to explore whether attribute
orders will bias a consumer’s calorie estimation. We argue that order effect, especially a
primacy effect, will work on the combined food attributes regardless of whether the
sequences of attributes is classified into opposing categories or not. The rationale for this

standpoint is discussed in more detail in the following section.

THEIRETUCAL BACKGROUND
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Deter minants of Visual Sensory Attention: Top-Down and Bottom-Up

There are two broad determinants of selective attention: a more deliberate top- down process
versus a more automatic bottom-up process. Top-down processes describe knowledge-driven
mechanisms designed to enhance the neuronal processing of relevant sensory input, to
facilitate the discrimination between signal and ‘noise’ or distractors, and to bias the subject
toward particular locations in which signals may appear [9]. Bottom-up perspectives attempt
to explain a subject’s ability to detect targets and target-triggered attentional processing
largely by the sensory salience of the targets, and their ability to trigger attentional processing
by recruiting ‘higher’ cortical areas in a bottom-up manner (e.g., from the processing of a
visual target in the primary visual cortex to temporal regions for object identification and to
arousparietal regions for location). Importantly, top-down and bottom-up processes represent
overlapping organizational principles rather than dichotomous constructs, and in most
situations, top-down and bottom-up processes interact to optimize attentional

performance[ 10].

Based on their food research, Smith and Kosslyn emphasize that top-down processing holds
that external information provided about the food is processed more deliberately and that it
affects taste perception in a cognitive manner [11]. On the other hand, bottom-up processing
suggests that information about the food is processed more automatically and heuristically,
when driven by stimulus such as intrinsic cues. Sometimes it is questionable which process is
working. We look at outside influences both in bottom-up and top-down processing contexts.
For example, Raghunathan, Naylor, and Hoyer’ s research examines more bottom-up
processing and the effect of labeling a food item as either healthy or unhealthy and provides
support for an unhealthy-equals-tasty intuition that consumers hold, whereby food
categorized as unhealthy results in higher taste perceptions than food categorized as
healthy[12]. Krishna and Morrin (2008) demonstrate the automatic effect of extrinsic cues
such as product haptics on taste perception [13]. They show that the haptic quality of glasses
from which water and other drinks are consumed can affect taste perception. They argue that
the haptic effect on taste is automatic and that more deliberate processing would make people
realize that the containers are non-diagnostic for taste and should not affect their perception.
Thus, both processes may operate simultaneously and interact with one another. Within the
present context, the ambiguity of attribute orders would then lead to more susceptibility to,

and increased utilization of, external influences in forming overall calorie estimation.

Order Effectsin Sequential Estimates
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There is a long history of research into response anchoring effect in surveys. The observed
effect is generally that when items are presented to respondents in a list, they are more likely
to choose those at the top of the list - called a ‘primacy effect’ . In contrast, when options
are read out to respondents, they are more likely to choose the last items in the list - a
recency effect’ . A large number of experiments have examined these effects, and a number
of theories have been put forward as to why they might occur. Early theories focused on the
impact of memory. This can help to explain the recency effects seen in questions where a
large number of complex responses are read out to respondents, as recall of early items from
short term memory is likely to be more difficult [14]. However, this theory is much less
satisfactory in explaining those cases where the same effect is observed with a small number

of simple items, and where respondents have a written list of items to which they can refer.

The proposition that people’ s decisions are independent of the context in which the decision
is made has been challenged by mounting evidence suggesting that numeric judgments made
under uncertainty are easily influenced by readily available anchors[6][15][16]. Thus, it has
been shown that sequential evaluations typically result in assimilation of numeric estimates
toward initially generated values, so that smaller initial estimates are likely to produce
smaller subsequent estimates and larger initial estimates are likely to lead to larger

subsequent estimates[17][18].

Alternative theories have therefore focused on the cognitive processes that respondents go
through when choosing items [19]. Here, primacy effects for visual material are the result of
two key factors. Firstly, options presented early in any list may help establish a cognitive
framework or standard of comparison that influences interpretation of later options. These
early options may therefore assume special significance with respondents. Secondly, early
items are also likely to be subject to greater cognitive processing so that by the time
respondents consider later items their minds may be cluttered with thoughts about previous

items, which may, in turn, prevent full consideration of these later items.

Hy: Consumerswill perceive a higher calorie count in the high/low attribute order than
in the low/high attribute order.

H2: Compared to a low cognitive load, consumers with a high cognitive load will
perceive a higher calorie sweetness in the sweet/sour attribute.

H3: Compared to a low cognitive load, consumers with a high cognitive load will
perceive a lower calorie sweetness in the sour/sweet attribute.

2011 Northeast Decision Sciences Institute Proceedings - April 2011 Page 57



EXPERIMENT 1
Pretest
A pretest was conducted to recognize participants’ knowledge regarding calorie estimation.
We adopted beef as the high calorie attribute and vegetables as the low calorie attribute.
Fifty-five graduate students were recruited from the business school at a university located in
south Taiwan. The manipulation check of calories indicated that 100 g beef is higher than
100g vegetables (Mpeer = 321.25, Myegetavles = 84.78, 1, 53) =31.79, p <.01). The manipulation
check is effective. We adopted beef to represent the high calorie attribute and vegetables to

represent the low calorie attribute.

Participants and Design

Fifty-two undergraduate students participated in this experiment in exchange for credit.
Participants were randomly assigned to one of two (low/high or high/low) conditions.
Participants then read one of the two ads and were told to ask the researcher for the MOS

hamburger when done reading.

Procedure

In the low/high attribute order of the MOS hamburger, the ad showed the following: Organic
Vegetables+ New Zealand Beef = MOS Energy Hamburger. In the high attribute orders of the
MOS hamburger, the ad showed the following: New Zealand Beef + Organic Vegetables =

MOS Energy Hamburger
=\
¢( /; By
E{j\‘/‘:_{\ AHESFRA :
F ~h N ‘;ﬂ MOS BurgerZEF A PREME O BIAAZEE |
S L FABBQETT , AERIMSST
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i Hhm—n——y . Y

2010.03.01 - 2010.04.30

Measures

In order to avoid participants having no idea regarding calorie estimation, we provided a
reference (sandwich: 215 calories). After reviewing the experimental advertisement, the
participants were asked to answer one question: “What do you think about this hamburger’s

calorie count?”

2011 Northeast Decision Sciences Institute Proceedings - April 2011 Page 58



Results and Discussion

It was found that a significant difference existed among two levels of attribute order (Mhigh/iow
= 533.40, Miow/nigh = 408.78; t(50)=3.54 » p < .01). The results indicated a primacy effect that
consumers in the high/low order condition will estimate calories to be higher than those who
were in the low/high order condition. Thus, H; was confirmed. Furthermore, there is no
difference in gender( t(50)= 0.58, p> 0.1), frequency of consumption( t(50)=1.49, p>0.1),
diet experience( t(50)= 0.33, p> 0.1). The result shows that there is a significant difference in
BMI (Body Mass Index). Splitting participants into two groups by median score, it was found
that a significant difference existed among the two levels of BMI (Mow.smi= 520.57
Mhigh-sm= 416.80; t(50) =2.84 » p < .05). The finding was consistent with Wansink (2006).

Participants who are overweight will underestimate food’s calorie.

The objective of this experiment was to test the effect of attribute order on calorie estimation.
The results show that order effect on hamburger’s attributes is the primacy effect. When
consumers perceive the attribute order as high/low, they overestimate the calorie count of the
hamburger. In contrast, when consumers perceive the attribute order as low/high, they
underestimate the calorie count of the hamburger. Due to the impact of anchoring, people are
likely to be subject to greater cognitive processing and as a result will give a higher weight to
early items because by the time the consumer considers later items, their minds may be
cluttered with thoughts about previous items, which may in turn prevent full consideration of
these later items[19].

Elder and Krishna(2010) indicate that the processing of ads is deliberate and cognitive, so
that the enhancing effect of multiple-sense ads is reduced when cognitive resources are
constrained. Study 2 will investigate the interaction effect of inconsistent multiple-attribute
order and cognitive load on sweetness estimation. In Study 2, we will use drinks as the

experimental stimuli to test the robustness of the primacy effect obtained in Study 1.
EXPERIMENT 2

Participants and Design

Ninety-eight undergraduate students participated in this experiment in exchange for course

credit. Participants were randomly assigned to one of four conditions.

Procedure

In the manipulation for attribute orders, we use two opposite attributes ( sweet/sour vs.
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sour/sweet). Two kinds of mixed drinks ( Honey Lemon Tea vs. Lemon Honey Tea) were
shown separately in the ads. According to the manipulation for cognitive load, the authors
used music and a pencil test. In the high cognitive load condition, participants needed to
memorize five slogans about drinks while a loud music was playing in the background.
Following the cognitive load task, participants involved in the experiment were asked to
estimate the sweetness of the inconsistent-attribute tea after reviewing the experimental

information (a drink ad).

Measures

Coca-cola was provided to give the participants a baseline regarding sweetness estimation.
After reviewing the experimental advertisement, the participants were asked to answer the
question: “What do you think about this drink’s sweetness?” using the Likert scale ranging

from 1 to 6.

Results and Discussion

A 2(attribute orders: sweet/sour vs. sour/sweet) x 2(cognitive load: yes vs. no)
between-subjects ANOVA was conducted. The means values for sweetness estimation in
different situations were shown as in Figure 1. In terms of the effect of attribute order, the
results reveal main effect on sweetness estimation (F(1,94) = 12.57, p < .01, respectively).
Not surprisingly, sweetness estimation is higher when the attribute order is sweet/sour than
when it is sour/sweet. A non-significant main effect of cognitive load on sweetness estimation
(F(1,94) = 0.44, p > .05) is shown. Furthermore, the attribute order x cognitive load
interaction reached significance on sweetness estimation (F(1,94) =2.67, p<.1). As
predicted, the cognitive load effect emerged as significant for the sweet/sour attribute order
but not for the sour/sweet attribute order condition. For the low cognitive load, there is no
significant difference between the high/low attribute order and low/high attribute order in

sweetness estimation.

Under cognitive load and time pressure, consumers estimate sweetness in the high/low
attribute order condition (M= 6.09), higher compared to the low/high attribute order condition.
For low cognition load, there is no significant difference between the high/low attribute order
and low/high attribute order in calorie estimation. Thus, H, are supported by these findings.
Cognitive load will moderate the effect of attribute order on sweetness estimation. The
findings show that the anchoring effect was more significant when consumers perceived

cognitive loading and time pressure, increasing the attribute order effect.
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Figure 1 The Effects of Attribute Order and Cognitive Load on Sweetness Estimation

GENERAL DISCUSSION

In the past, most research discussed food decisions based on labels, advertising,

taste and package size. This research focused on a new perspective to investigate

whether order effect within product attributes will bias consumers’ calorie estimation.
This article also investigates the moderating role of cognitive load on calorie

estimation. There were two experiments conducted. Experiment 1 is a two-level
experimental design to discuss the order effect with product attributes. Experiment 2

is a 2(attribute order : high-low/low-high ) x 2(cognitive load : yes/ no) between-subject
design and the purpose is to understand the interaction effect of the cognitive load and

order effect on calorie estimation.

Results show that order effect within product attributes will bias calorie

estimation. This bias from the anchor, which consumers give the product, affects the
priority attribute. Furthermore, Experiment 2 demonstrates that the order effect will
be moderated by the cognitive load. When consumers are under the condition of
cognitive load and time pressure, they do not have enough cognitive resource to
handle the information. This finding shows that the order effect will be much stronger
and result in wrong calorie estimation. Theoretical and managerial implications of the

findings are provided.
The findings in this article have important public policy implications. The results show that in

the attribute order of high/low sequence consumers tend to overestimate a product’s calorie

content. In particular, we also show that consumers tend to underestimate the calorie content
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of attribute order of low/high sequence. In this context, an important implication of the
findings reported is that providing calorie information at the time of food selection could help
minimize the over-consumption resulting from the reported averaging bias. Yet the findings
suggest that this approach can sometimes yield the opposite results when it comes to
monitoring calorie intake, so that health-based categorization can lead to underestimation of
the calorie content of combinations of healthy and indulgent items. In turn, this can lead to
counterproductive behaviors because, though people think they are eating a healthier, less

caloric meal, they are actually consuming more calories than they realize.

Thus, whereas the underestimation of a meal’s calorie content in simultaneous evaluations of
virtue/vice combinations is likely to promote overconsumption, the overestimation of a
meal’s calorie content in sequential evaluations of virtue/vice combinations is likely to
promote greater self-regulation of the consumption behavior[20]. In this context, sequential
valuations can be strategically used to manage a meal’s perceived calorie content and

individuals’ consumption behavior.
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ABSTRACT

In a knowledge-based economy, an excellent team for learning can review their own

performance and encourage participation in order to reach the goal of organization. The

basic unit of learning is team in modern organization, so that the purpose of team learning is

to motivate team and promote the progress of individual and organization. The way of team

learning in common use is the community of practice in order to increase the

problem-saving capability, like Quality Control Circle (QCC), grant round or seminar of

medical record. This research took QCC in hospitals as the research object, and issued the

structural questionnaires to members belonging to each QCC. 493 hospitals passed the

hospital accreditation survey and contracted with Bureau of National Health Insurance in

2007 were the research subjects. The study expected to know if team learning can bring

synergy, and to explore the relationship among active team knowledge acquisition and team

learning performance in hospitals.

Keywords : Team Learning, Team Knowledge Acquisition, Community of Practice

INTRODUCTION

When directors of different departments have to make a collective decision, they usually
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make different decisions because of their lack of other information. In order to eliminate the
discordant opinions, the managers usually call the directors together, try to find the common
view and increase the validity of decision. The directors discuss and learn to each other and

exchange their information and then can make perfect strategies [1].

The learning way in common use of health care administration is Community of Practice
(COP). Lave &Wenger (1990) proposed the concept of COP, the COP is to find some
persons together to share their interest and professional opinions for common activities of
their team, and the team is non-formal type [2]. Fox, Duffy & Conner thought that the
organization is consisted of many different COP, and every community operates by their
own pattern, for example, learning by doing, and mentoring [3]. It is the way close to
Problem Based Learning (PBL) and can increase the problem saving capability, for example,
Quality Control Circle (QCC), clinical seminar, etc. QCC is one of the most common
activities, so that we take QCC team to be our samples in order to explore the influence of

learning.

LITERATURE REVIEW

Edmondson defined team learning is kind of process that can help the team to understand
their environment and customers, and can push to reach the goal of the team [4].
Edmondson emphasized that the team members should take communication and
cooperation as the key-point in team learning, and establish the new paradigm [5].
Edmondson redefined team learning as a dynamic process including information sharing
with members, performance feedback, problems discussion and going for new insight [6].
The team could not only increase their ability to execute their mission, but also could

innovate new knowledge.

As regards the learning performance is the change in knowledge, skill and attitude after
learning. The self-performance evaluation is to know if the learner have self-confidence
and capability to present though their external behavior [7]. Ingram also proposed that the
desire to learn of information receiver in learning process will influence the learning

performance a lot, that is the more active the learner, the better the performance [8].

Chan, Lim & Keasberry defined the active knowledge acquisition to be internal
learning and external learning, and expected to measure the initiative of team members [9].
And they wished to understand if there is positive change in team learning with appropriate
learning process. In the perspective of the measurement of learning performance, Rosamaria

Valle, et al. proposed four dimensions to evaluate if learning does happen [10]. The four
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dimensions are independent analysis, team member interaction, reasoning ability and active
participation. It can be expected to understand the behavior influence after team learning,

and the results showed that the more active the team members, the better the performance.

METHODOLOGY

493 hospitals passed the hospital accreditation survey and contracted with Bureau of
National Health Insurance in 2007 were the research subjects. We chose the QCC to stand
for team in hospitals, and took their members to be our sample by convenience sampling.
We issued the structural questionnaires to members belonging to each QCC. The valid
questionnaires were 94, and that meant the rate of valid retrieving was 19%. Because there
are almost 166 hospitals implement QCC according to the data provided by Taiwan Joint
Commission on Hospital Accreditation and Quality Improvement (TJCHA), and we can get
the retrieving rate rising to 57%. Each of Cronbach a of “internal learning” and “external

learning” 1s 0.864 and 0.881. Each of Cronbach a of “independent analysis”, “team member

interaction”, “reasoning ability” and “active participation” is 0.975, 0.956, 0.971 and 0.961.

RESULTS

The measurement of active knowledge acquisition

In the perspective of active knowledge acquisition, the sort of top five items are as
follows. 1. We will learn from mistakes by discussion in our team. 2. We tend to openly
discuss when we have different opinions in our team. 3. We encourage proposing questions
and mistakes to communicate appropriately. 4. There are always members to check and
review if the working process is appropriate. 5. We will discuss how to improve our
working process regularly. The results show us that the interviewers perceived more internal

learning, and score internal learning higher.

The measurement of team learning performance

In the perspective of team learning performance, the sort of top five items are as follows.
1. The team members can respect their colleague each other. 2. The members can follow the
collective decision. 3. The members can listen to other members’ opinions. 4. The members
can accept colleagues’ suggestion about their work. 5. The members can clarify the fact and
professional terms. The highest four items are belong to team member interaction, and the
result show us that interviewers perceived more member interaction of learning

performance.
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The analysis of team characteristics’ influence on active knowledge acquisition

The score of interviewers who participate actively (M = 3.99) is significantly higher than
who join with other reasons (M = 3.60). The score of the team who have internal and
external assistants (M = 4.03) is significantly higher than the team without any assistant (M
= 3.81). The score of the team who receive internal and external awards (M = 4.09) is
significantly higher than the team without any award (M = 3.89). We also find the longer
the QCC operated, the higher the active knowledge acquisition. But the more times that the

team execute QCC, the lower the active knowledge acquisition.

The influence that active knowledge acquisition on team learning performance

The result (Table 1) showed that active knowledge acquisition can influence team
learning performance positively. The result was also fit our hypothesis, and it showed the
same finding with previous study, and proved that the model can work in health care

industry..

Table 1 The examination of the model that active knowledge acquisition influence team

learning performance positively

The relationship of latent variables Prediction Coefficient t-value  Result
active knowledge acquisition — team
. + 0.61* 9.62*  Supported
learning performance
*% p<0.05
DISCUSSION

The influence that team characteristics on active knowledge acquisition

In the attribute of COP that responded the questionnaire, there were 72.97% interviewers
express that their bosses ask them to participate the QCC. The result showed that most
people were not joining their team actively, and it would affect their initiative of learning.
So interviewers who participate actively will show significantly higher initiative. There are
85% teams who have internal or external assistants or both. The score of the team who have

internal and external assistants will show significantly higher initiative.

The score of the team who received internal and external awards was significantly higher

than the team without any award. It might be occurred because the team receive awards
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could introduce excellent capability and experience to discuss and analyze more precisely.
We also found the longer the QCC operated, the higher the active knowledge acquisition.
We thought that if the team members have more time to operate, they can discuss more

detailed, and thus can show the positive influence.

The influence that active knowledge acquisition on team learning performance

The result of active knowledge acquisition showed that most members scored the internal
learning higher. It showed that the perception of working process discussion, operative way
and problem seeking is obvious. In the perspective of team learning performance, members
scored the team interaction highest, but scores of other dimensions were still higher than 4
degree. It showed the members perceived excellent performance after participating their

team.

We also can confirm that initiative of knowledge acquisition significantly affect the team
learning performance. That is if the stronger the initiative of knowledge acquisition, the
better the learning performance. It also showed that team members will present more spirit
of independent analysis, and who can interact with their colleagues more, and can improve
the reasoning ability, and strengthen the motive and induce the behavior of active

participation.

CONCLUSIONS

We proposed three conclusions according to the discussion as follows.

1. In the competitive environment, the higher level of hospital accreditation the hospitals
were, the better team learning performance their teams showed. That is there will be
positive changing via external monitoring, ex: the hospital accreditation system and
customers.

2. The administrators should strengthen the active team knowledge acquisition first in
order to induce better team learning performance. If administrators can provide the
incentive or set up the internal instructor at least, the staffs could be motivated the will
to learn actively.

3. The active team knowledge acquisition does positively influence team learning
performance significantly. The administrators can improve the team learning

performance via inducing active team knowledge acquisition.
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ABSTRACT

Using insights from strategy management and organization behavior literature, we explore
how internal and/or external organizational conditions influence slack formation,
transformation/maintenance and feedback. Proposing a comprehensive framework, this paper
addresses a current paradox of organizational slack by systemically linking its antecedents
and subsequences to dynamic organizational procedures. We argue that organizational
anticipations motivate them to choose different influence paths (maintenance or
transformation) to keep the levels and the types of their slack. This study also develops a set
of propositions to aid the future research on the contingencies that produce high quality
strategic decision making for variable slack portfolio.

Keywords: slack portfolio, dynamic organizational process, maintenance, transformation

INTRODUCTION

Although organizational slack refers to the stock of excess resources available to the
organization during a given planning cycle [31] [36] [43], on the other hand, an organizational
slack can be understood as an expression of what that an organization intends to change or
maintain current situations according to its circumstances. Past literature tended to take a
statical view and regarded the organizational slack as a contextual control variable when
theorists investigate strategic actions and organizational phenomena [12] [33]. However, slack
in organizational process are dynamic resources between characteristics, quantity, and quality,
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especially in planned changes [20], environmental shifts [9] and competitive responses [24]
[40]. Indeed, recent advances in organizational slack studies have begun to provide a
finer-grained analysis of the ways different types of slack affect organizational outcomes
through circumstance conditions [43].

The main purpose of this study was to integrate the current conceptualizations of
internal/external conditions, strategic choices, and performance feedback for organizational
slack as they pertain to the dynamic organizational process. Existing scholarship lacks careful
theorizing about how various external/internal organizational conditions jointly have an
impact on organizational slack. Further, the ambiguous relationship between slack and
performance has not been completely solved yet [11]. Consequently, up to date we do not
have sufficient ability to support or refute what slack aids or harms its organization [5] [21];
the question needs more unequivocal evidences [41] and theoretical explanations for priori
but post hoc arguments [18]. Despite these controversies, a fruitful integration of the differing
conceptualizations of organizational slack is possible. The key to integration is to recognize
temporal differences among internal/external organizational conditions, strategic choice, and
responses for organizational slack. Moreover, longitudinal, integrative theoretical analyses
that are based on stimulus-response, organizational capability, as well as motivation and the
covering of a feedback loop are relatively scarce. Our theorizing focuses on four key
establishment stages: Firstly, slack presence was triggered by internal/external organizational
conditions under varied structural constrains. Secondly, strategic choices were based on slack
portfolio, motivation, and capability. Thirdly, slack transformation or maintenance affects
organizational performance depending on the extent of fitting market expectations. Finally,
the real performance would carry out feedback adjustments for organizational indigenous
controls.

Following stability and change as a duality [15], we propose a comprehensive framework to
solve the paradox of the slack in dynamic organizational process. The efficiency perspective
of organizational slack, grew out of an economic research tradition, and tended to focus on
operational functions, but not being used to resources as strategic management [2] [32]. In the
line of strategic management, Mishina, Pollock, and Porac (2004) identified and specified the
very roles that specific forms of slack play in different behavior and outcomes. Further,
different forms of slack resources provide firms with a greater or lesser degree of flexibility in
their approach to be efficient or adaptive [37]. From slack cycle and its varied types in
dynamic organizational process, we can clearly explain why slack sometimes aids
performance but other times do not. Thus, the main contribution of this study was to model
antecedents and subsequences for organizational slack, to solve the questions that different
perspectives on organizational slack could not coexist.
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THE SLACK IN DYNAMIC ORGANIZATIONAL PROCESS

Organizational theory researchers have proposed antecedents of organizational slack which
gives the firm latitude in managing changes in response to internal or external changing
environments [38]; these antecedents have generally focused on predictors that industry, firm,
and coalition level separately described as environmental contingencies, organizational
characteristics, and the values and beliefs of dominant coalition [36]. We further categorized
these factors into two types, internal and external organizational conditions, which might be
provided to the strategic decision-making process.

Being resource limitations, organizations produce varied slack forming the portfolio when
slack presence is inevitable. Different types of organizational slack give resource allocators
varied degrees of discretion and flexibility in particular ways that can be used to reduce or
buffer internal or external pressures [36]. Organizational expectations may make slack
changing its content and form under certain scope of slack portfolios. Although organizational
slack can ease pressures from exogenous contexts and indigenous controls, slack itself also
exist pressures to the organization until those strategic decisions have being made.

Strategic choice is a long embraced notion in the field of strategic management [10].
Organizations are under pressure to select the best choice for resource allocations. For
organizations with finite resources, it is imperative that they actively evaluate current
resources and then divest resources of less value to generate the slack and flexibility needed
to acquire or accumulate higher ones [42]. Sirmon, Hitt, and Ireland (2007) have suggested
that resources that are not likely to contribute to developing or maintaining a competitive
advantage or excess resources that cannot be bundled and leveraged profitably are viable
candidates for strategic divestment [39]. Different slack that may be exchanged form strategic
resource divestitures, for example, which are layoffs of human capital, divestitures of noncore
businesses, sell-offs of specific assets, spin-offs of businesses, and outsourcing of functions.
However, organizations investing in real options are often unaware of the future value for
these sources [25]. Slack portfolio within organizations will keep continually dynamic
adaptations depending on their motivation and capability. Organizations can divest valuable
resources and harm their ability to build capabilities that can be leveraged successfully when
they hasten to reduce costs in response to changes in competitive or survival conditions [30]
[39]. Therefore, having the pressure to strategic decision, organizations with slack portfolio
will strategically choose to transform or to maintain existing slack according to their
motivation and capability.

Organizational indigenous controls may change deriving from the levels of performance.
From the behavioral theory of the firm, Greve (2003) considered that an organization takes a
problemistic search when the performance is low and makes a slack search when resources
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are in excess [17]. If the organization has higher levels of performance, its indigenous
controls may maintain or release the conditions.

As mentioned previously, four general sets of steps (internal/external conditions and slack
presence, strategic response, outcomes of implementation, and reaction from feedback)
illustrate the variations of organizational slack in dynamic organizational process. Our
theorizing therefore synthesizes prior research and in doing so is able to develop a clearer
elaboration of four stages of the organizational slack process. From these steps we propose a
conceptual framework FIGURE 1 shows in detail, our conceptual model positions slack as a
responsive outcome in the dynamic organizational process. Each of these steps is described in
further detail next.

The slack presence from internal/external organizational conditions

Although organizational slack commonly produce within organizations, some specific internal
and external conditions may easily make slack presence. We compiled, supplemented, and
extended Sharfman’s et al. (1988) work [36] into two categories: exogenous contexts and
indigenous controls.

Firstly, exogenous contexts include external organizational conditions and factors which
organizations are autonomously unable to change. Organizational slack have functions as that
cushion of actual or potential resources which allows an organization to adapt successfully to
external pressures for change in policy, as well as to initiate changes in strategy with respect
the external environment [5]. Organizations need to respond to environmental opportunities
and threats they perceived [7]. Specific external conditions can affect the type and the
magnitude of organizational slack. Sharfman et al. (1988) argue that three factors (the
interaction of the rate and magnitude of general environmental change, the availability of
resources in market, and the structure of that market) in environmental characteristics and two
factors (basic nature of the output and stage in the industry life cycle) in industry structure,
are external conditions that lead to the development of organizational slack [36]. We included
examples of such factors as outlined by Sharfman et al. and suggested five adaptive
conditions; organizational age, stage in industry life cycle, environmental turbulence,
munificence, and technology readiness.
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FIGURE 1

A concept framework underlying the slack in dynamic organizational process
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Secondly, organizations owned some artificial factors influencing change, accumulation, and
reallocations of the slack resources. These factors come from indigenous controls which
organizations can autonomously change. Sharfman et al. (1988) noted five factors in
organizational characteristics such as size, performance, age, technology, and internal stability
and two factors in values and beliefs of the dominant coalition such as political behavior and
risk attitude [36]. Larger organizations mostly with market power and financial resources
were better able to undertake risky long-term investments unrelated directly with operational
efficiency [29] [35]. In this paper, we identified five specific internal controls that trigger to
the creation of organizational slack. They are including organizational boundary, internal
stability, political behavior, risk attitude, and position and value proposition. With resource
limitation, the organizations formed vary slack portfolios under different internal and external
conditions.

Different exogenous contexts and indigenous controls may cause accumulations for distinct
slack under structural constrains. Recent work in the field of strategy has begun to
acknowledge that organizations may actively or passively produce or develop certain types of
slack resources [27]. Specifically, slack resource absorption and potentiality may lead to
structural constrains on its deployment in different organizational activities. By considering
the rarity and absorption of a slack resource, Voss et al. (2008) propose four types of slack
resources that result from combining these two resource characteristics: financial, customer
relational, operational, and human resources [43].

Organizational slack can generally be categorized by the nature or by the functions. Following
the nature of the slack, Bourgeois and Singh (1983) suggested three types including available,
recoverable, and potential slack [6]. Similarly, Singh (1986) suggested two types including
absorbed and unabsorbed slack [38]. In contrast, following the functions of the slack, Mishina
et al. (2004) suggested human resource slack [27]. Further, Voss et al. (2008) proposed four
types including financial, customer relational, operational, and human resource slack [43]. In
terms of relational slack connecting with interpersonal relationships, customer, social capital,
and network capital can be included. In this sense, especially, the authors also extended both
the notion of social capital [1] [28] and the resource-based view of relational resources [4]
[45], and suggested that research should consider the effects of relational slack resulting from
other organizational stakeholders including social capital among work groups and network
capital with key suppliers. Adopting the slack functions, we can gain more insights for
practitioners and theorists from empirical specific operationalization.

Proposition 1a: Apart from effects of indigenous controls, the likelihood of portfolio formation
for organizational slack is positively affected by organizational age, stage in the industry life
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cycle, and environmental turbulence, but is negatively affected by munificence, and
technology readiness.

Proposition 1b: Apart from effects of exogenous contexts, the likelihood of portfolio formation
for organizational slack is positively affected by the extent of organizational boundary,
internal stability, and political behavior, but is negatively affected by risk attitude, and
position and value proposition.

Structural constrains for forming slack portfolios

The nature of resources, for slack portfolio, has two types of structural constrains: absorption
and potentiality. From inside organizations, Voss et al. (2008) suggested the absorption is one
of critical structural constrains [43]. Unabsorbed slack refers to some resources that exist
currently not to be committed and can be redeployed easily within organizations [36] [41]
[43]. From outside organizations, we extended that Bourgeois and Singh (1983) noted the
concept of potential slack available from the external environment [6], suggested that the
potentiality is another important structural constrain.

Without an organization, three types of slack with higher potentiality include customer
relation slack, social capital slack, and network capital slack. Customer relation slack refers to
excess resources committed to an organization by specific relational customers, who are
valued resources providing tangible benefits to an organization [43]. Social capital slack
refers to excess resources committed to an organization by specific relational work groups,
who are valued resources providing tangible benefits to an organization [13]. Network capital
slack refers to excess resources committed to an organization by specific relational key
suppliers, who are valued resources providing tangible benefits to an organization [14].

Within an organization, three types of slack with lower potentiality include financial, human
resource, and operational slack. Financial slack refers the level of liquid assets, such as cash
on hand, that is available to an organization [22]. Human resource slack refers to specialized
and skilled human resources that are rare and absorbed [27]. Operational slack derives from
unused or underutilized operational resources, such as excessive production capacity as it is
absorbed and generally tied to a specific purpose within an organization [43].

Higher potential slack, relatively low cost of maintaining other resources, usually is
accumulated form social relations resulting from organizational stakeholders and along
unique historical trajectories [4], while higher excess absorbed resources may be viewed as
costs [43]. Structural constrains limit the recovery of excess levels of organizational resources
and the redeployment for other activities advancing synergy [27].
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Proposition 2a: The positive effect of external and internal conditions on the likelihood of
particular slack formation in the slack portfolio will be stronger at higher levels of the
absorption and lower levels of the potentiality.

Proposition 2b: The negative effect of external and internal conditions on the likelihood of
particular slack formation in the slack portfolio will be stronger at higher levels of the
absorption and lower levels of the potentiality.

Strategic choice for organizational slack between transformation and maintenance

Theoretical and empirical evidence supported the effects of slack resources on organizational
decision making and organizational responses to environmental threats and opportunities [7]
[43], specific pressure to change for organizations. For example, Smith et al. (1991) argued
that organizations with slack resources can afford sophisticated search activities and are more
able to implement competitive responses [40]. According to slack resource theory [44], less
profitable organizations, lacking financial slack, have fewer resources to spare for socially
responsible activities, a kind of strategic actions, than more profitable ones. Similarly, Voss et
al. (2008) emphasized that the associations between customer relation, operational, and
human resource slack and production exploration are negative but financial slack, the
associations between customer relations, operational, and human resource slack and
production exploitation are positive but lack financial slack [43].

Although, organizations undergo internal and/or external conditions to change slack
arrangements, still, a number of critical considerations exist in implementing this decision for
them. Chen (1996) proposes three underpinning drivers of predicting competitive behavior:
awareness, motivation, and capability [8]. Awareness may result from internal or/and external
conditions organizations perceived. Voss et al. (2008) also suggested that organizations face
the motivational constrain which determine how to interpret slack and its subsequent
influence on organizational actions [43]. Therefore, if organizations have intent on changing
slack from one type to another, they need both the capability and motivation to adjust those
changes.

Proposition 3a: Organizations with both higher capability and higher motivation will have a
propensity to transform one type of slack into other types.

Proposition 3b: Organizations with either lower capability or lower motivation will have a
propensity to keep exiting different types of slack.

The performance decided by the gap between strategic choices and market expectations

Through expectations, organizations decide on their strategic actions and choose to keep the
status quo or to change. Strategic factor market theory suggests that superior expectations are
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necessary for organizations to appropriate gains from valuable resources excluding luck.
Theorists hold that organizations cannot appropriate gains from the deployment of valuable
resources unless they have superior expectations about their future value or unless they are
beneficiaries of pure luck [3] [23]. Organizations allocate their resources according future
expectations. Existing absorbed resources have particular use to efficiency; organizational
slack can be used for change. Indeed, organizations may maintain a certain level of slack to
wait a good opportunity as valuable resources. Voss et al. (2008) argue that slack can accrue
as a result of organizational performance in periods, as a planned buffer, or as a result of poor
planning [43]. In this sense, Rindova and Kotha (2001) introduced the concept of continuous
morphing to describe the comprehensive ongoing transformations through which the focal
firms sought to regenerate their transient competitive advantage [34].

Proposition 4. Whether the organization chooses maintenance or transformation for slack,
high levels of organizational slack will result in high levels of performance when the decisions
approach market expectations and low levels of performance when the decisions were far
from market expectations.

Performance feedback to indigenous controls

Organizations will receive particular performance feedback under prior decision making.
According the levels of the performance, organizations, including their internal coalitions, can
adjust indigenous controls to fit market expectations in the next period, while exogenous
contexts cannot be changed. For example, if the organization has acquired better performance,
they perceived opportunities and intend to enlarge on the organizational boundary and
maintain existing position and value proposition. Organizations that have successfully
navigated some specific changes in the past are more likely to do so in the future; the
accumulated slack derived from prior dominance may help them to successfully navigate the
new one [19]. Differentiated between organizational performance and aspiration levels,
organizations rearrange their varied discretionary resource allocation [16] [17].

Proposition 5: An organizational performance will affect the indigenous controls.
Organizational performance in the prior period increases the likelihood that the organization
will make its boundary broader, its internal system more stable, political behavior decreasing,
risk attitude increasing, and keeping existing product position and value proposition in the
present period.

CONCLUSIONS

In summary, the current study makes several contributions to the literature: First, we enhanced
research on organizational slack by integrating contending theories of slack resources. Second,
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this paper extended the organizational slack and strategic action literatures by linking
external/internal conditions, strategic choice, and feedback loop into a comprehensive
relationship structure. Third, the proposed framework completely explains the slack paradox
in the dynamic organizational process by introducing slack system view.

Several issues remain. First, it is important to recognize that different types of slack within
which organizational operations are not always statical. Responding to Miller and Tsang’s
(2011) fragmented theorizing [26], one of major obstacles to testing theories, dynamic slack
theory is needed for advanced development. A second potential extension of the current
research is to consider the issue of whether to focus on the existing slack per se or its strategic
functions for the future. Finally, we note that slack resources can be dynamic in the sense that
organizational slack can be changed from one form to another or maintain status quo over
time. Thus, building on the methodology and measures in these advanced studies, future
research could empirically test the propositions purpose herein via survey- or simulate-based
approaches. In term of empirically testing the propositions advanced, an integrated approach
drawing on quantitative and qualitative methods such as mixed methodology may allow
researchers to test these propositions. The theory development for organizational slack
contributes to the understanding of why some particular organizations continue to perform
well following environmental change.

Overall, we hope future research will empirically test the relationships proposed in this paper
as well as build on the different conditions presented in order to further our understanding of
the nature of slack resources in organizational dynamic process. Additionally, empirically
examining the value decision makers assign to usage will advance our understanding of what
slack does with regarding to aiding or harming organizations. Our framework thus provides
both a theory of decision making for organizational slack and a theory of potential sustained
competitive advantage in conditions of environmental change.
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ABSTRACT

Employees’ dissent behaviors may play a constructive role for organizations. However,
organizational members may not always appreciate these behaviors. The purpose of this study
is to explore the impact of principled organizational dissent on personal image. We propose
that the relationship between principled organizational dissent and personal image will be
moderated by two contextual factors: interpersonal position and interest orientation. We
contend that when an employee’s informal social network is high, and when the raised issue
would benefit the organization or all employees, principled organizational dissent is less
likely to result in a negative image.

Keywords: Principled organizational dissent, Personal image, Informal social network

INTRODUCTION

Dissent is an important communication activity, and often appears in organizations.
Organizational dissent takes place when employees disagree with organizational path about
critical issues or when employees espouse significantly different positions on issues they feel
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are important to themselves or the whole [39]. Comparing with silence and voice, dissent can
be viewed as a kind of constructive aggressive communication[34].

The expression of dissent derives from an employee’s dissatisfaction with the employing
organization. Graham (1986) proposed a theoretical conception of principled organizational
dissent (POD) and, attempted to explain the causes of dissent and explore the intrinsic
psychological process of this behavior[14]. According to his definition, “Principled
organizational dissent is the effort by individuals in the workplace to protest and/or to change
the organization’s status quo because of their conscientious objection to current policy or
practice.” [14, p.2] Similarly, Kassing (1997) conceptualized dissent as expressing
disagreement or contradictory opinions about organizational practices, policies, and
operations, but not necessarily violating legitimacy or societal norms [17].

Previous literature has diversified views on the consequences of dissent behavior. Dissent
behavior is usually seen as having a negative influence in traditional organizations. The
predominant view is that dissenters tend to argue in a verbally aggressive manner and are
seen as troublemakers, and not accepted by peers [33]. However, dissenters can yield
substantial benefits for an organization. Dissent has a constructive function in the
organization as a barrier to “Groupthink” [17]; dissent may facilitate and enhance decision
quality [10] [15]; dissent enables employees to increase their creativity and promotes
organizational innovation [8] [30]. A number of studies have shown that minority dissent may
foster team innovation [8], and enhance or facilitate decision-making quality and team
effectiveness [9] [32] [36]. Therefore, Dissenters should be recognized and appreciated, as
well as a protected and nurtured [38]. Although dissent has many benefits in organizations,
why don’t managers welcome dissent? One of important cause could be attributed to negative
impression by people perceived.

Image is an important personal factor by which one influences others. If an individual has a
good, positive image, then he/she will be appreciated. Similarly, if an individual has a
professional image, then he/she can often exert influence on others with certain skills. These
influences of power on others may be viewed as referent or expert power. Individuals, who
have a good image, are more likely to have successful careers and power. In contrast, an
individual will readily lose both of these advantages if he/she has a poor image. A main
purpose of dissent may be to change the organizational status quo and ideas of decision
makers. However, to achieve the intended purpose, may depend on the managers or
colleagues who perceive the dissenters' behavior in the organization. By expressing
disagreement and opposing opinions, dissenters’ images may be damaged and their opinions
may not be accepted, even though they might benefit the organization in the long run.
Accordingly, image is very important to dissenters.
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However, little research has been done on the effects of dissent on individual image and
related contextual factors. We propose a theoretical model (Figure 1), which shows the
moderating roles of contextual factors in the relationship between POD and personal images.
The individual images we mentioned are based on the perceptions from supervisors and
colleagues in workplaces. Through a literature review, we identified two moderators in the
dissent-image relationship: the centrality of one’s informal network (i.e., interpersonal
position) and the raised issue would benefit the organization or all employees (i.e.,
beneficiary of the issue).

This paper has two main contributions: (1) To shed light on the relationship between the POD
and people’s personal images of the dissenter; and (2) To offer more insight into the
moderators that affect the relationship between the POD and the personal images.
Furthermore, this study promises to have practical implications for dissenters. According to
our proposed model, it could enable dissenters to see the value of image management as well
as suggest dissenters how to select a proper strategy to express their dissent—a strategy that
could be accepted and/or supported by supervisors and colleagues.

FIGURE 1
Theoretical model
Interpersonal
Position
Principled
Organizational ¥ » Personal Image
Dissent

Beneficiary of
the issue

THEORY AND PROPOSITIONS

Principled organizational dissent and personal image

The definition of POD indicates that individuals in the workplace strive to protest and/or to
change the organizational status quo because of their conscientious objection to current
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policy or practices that might violate laws or ethics [14]. Dooley and Fryxell (1999) defined
dissent as when employees openly express contradictory opinions about organizational
practices, or express disagreement with the strategic decision-making process [10].
Expressing dissent can be viewed as adversarial behavior [18] and that the dissenters are
often highly ethically motivated and want to contribute to the organization’s wellbeing [38].

Personal image refers to the aggregate of the public’s perceptions of the person. Dowling
(1986) defined image as “specific viewpoints toward a certain matter through description,
memory, or other ways of association with such matter [11]. This definition is an externally
oriented public persona that is based on reflected appraisal rather than on one’s self-image
[16] [35]. It results from the interactions among people’s impressions, existing beliefs,
thoughts, and feelings on such a thing.

Image is an important factor in successful interpersonal relationships. Image will affect
follow up action and decision on a target [11]. A positive image can give a person confidence
in one’s thoughts and actions; a negative image, in contrast, may make a person doubtful of
one’s capabilities and ideas. Additionally, a positive public image helps people achieve
desirable social outcomes such as approval, friendship, and power [25]. Also, someone with a
positive image often may readily access the resources of others [2]. Poor image can
negatively affect appraisals from others and, thereby, impede the development of an
individual careers [1]. Roberts (2005) suggests that image plays a major role in interactions
with others, e.g., supervisors and colleagues, and can impact the quality of interpersonal
relationships, as well as performance ratings [35].

Dissenters express disagreement or contradictory opinions, which can be perceived as
negative feedback [3].Consequently, supervisors and other colleagues often recognize dissent
as a threat [38]. The act of expressing dissent can be carried out in various ways, including (1)
questioning management; (2) questioning workplace policies; (3) raising criticisms about
organizational changes; (4) speaking with supervisors regarding disagreement with
workplace decisions; and (6) telling management about perceived unfair treatment of
employees [18]. Organizational leaders typically suppress free speech and impede employees’
ability to offer criticisms and propose constructive alternative opinions, in order to show the
harmony and unity within the organization and to demonstrate the power of leadership [38].
King (1999) points out: “Within a bureaucratic or centralized structure, top management may
feel threatened or challenged by individuals who dislike an established policy or action
within the organization” and may, therefore, prevent opposition [22]. Similarly, members are
reluctant to change organizational practices and the status quo, because of the organization is
operating successfully. When employees express dissent, members may feel uncomfortable
and although it could actually benefit the organization, just the act of dissenting might be
viewed as undesirable behavior. Compared to coworkers who do not actively dissent,
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dissenters are more likely to be excluded by peers [31]. Therefore, dissent tends to be
characterized as a threat or offensive behavior, and is negatively rated by most of their
supervisors. This general reaction by supervisors tends to squelch much potential workplace
dissent. Many employees say that they are reluctant to speak up about problems and concerns
because they feel psychologically unsafe [29]. They fear that raising an issue may damage
their image and lead to negative consequences, such as being labeled a “troublemaker” or
having their job performance evaluations adversely affected [1] [12]. Klaas and DeNisi (1989)
note that an employee’s grievance activity may cause him/her to be labeled as a troublemaker
and to receive lower performance ratings [23].

Interpersonal position and beneficiary of the issue

Indeed, many scholars have emphasized the importance of dissent in organizations. For
example, the proper recognition and appreciation of dissent promotes constructive
transformation within organizations [17] [38]. It may also break the tendency toward
“Groupthink” and enhance the quality of decision making [10], as well as foster team
performance and promote team innovation [8] [9]. Therefore, given the right organizational
attitude and atmosphere, dissenters may not be excluded by others, but instead may be highly
valued and respected by their supervisors and colleagues. In this section, we will explain our
perspective in the aspects interpersonal position and beneficiary of the issue.

The first component of dissent is the person, the dissenter. Employees can express their
dissent in various ways and toward multiple audiences. Possible audiences for a dissenting
action include managers, supervisors, colleagues, and people outside the organization.
Individual, relational, and organizational influences provide the basis for selecting a dissent
strategy [17]. Employees considering dissent must assess the interactions of these factors in
their selection process. It is critically important for them to consider how their expression of
dissent will be perceived and how their working relationships will likely be affected [19] ,
such as, employees perceive that they have high-quality relationships with supervisors and
who believe that their management is supportive of freedom of speech, since the dissent may
influence decision-makers in the organization. [20] [21].

In terms of social network perspective, there are two structures within organization, formal
structures and informal structures. Both structures play important roles in organizations.
Workplace practices rely on task—oriented relationships that are formed through the formal
structure of the organization, and on social relationships that are formed by informal
structures and associations within the group. Social relationships focus on the individual's
interpersonal relationships that foster feelings of personal obligation, gratitude, and trust [4].
These relationships may be characterized as “communal” [6], and the pattern of an
employee’s social network indicates that individual’s social capital in the workplace [27]. In
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our research we focus on informal social networks because these could influence formal
reporting procedures, fomenting opposition to organizational change, driving the collective
thought processes, actions, and reactions of its organizations [24].

Friendship networks and advice networks are important informal social networks [24].
Friendship networks are sets of linked friends who share information reciprocally based on
individual affective needs and interpersonal trust. Advice networks relate to individuals who
possess relevant expertise and who make themselves available to provide work-related advice
for others in organizations. An individual’s status within a social network is measured by
network centrality [5]. Network centrality refers to the individual’s degree of access to others
within organizational networks. Individuals in central network positions (i.e., those with high
network centrality) have greater potential control over resources and information, more
opportunities to affect others, and greater capabilities of interaction with others [24] [26] [37].
Goodwin, Bowler, and Whittington (2009) suggest that centrality in an advice networks adds
a relational component beyond the expert power base, and this aspect may provide
individuals with more opportunities to help others resolve problems [13]. An individual’s
centrality in the advice network will enhance the relationship between the supervisor and that
employee, from the supervisor’s perspective [7] [13]. Similarly, individuals in a central
position within friendship network will be trusted more by members within organizations.
Lee et al. (2010) found that Individuals with higher friendship network centrality have more
effective interaction with colleagues [26]. As noted by Kassing and Avtgis (1999), The higher
the centrality of the employee, who expresses dissent, the less likely they are to suffer
negative consequences. [21]. This reasoning forms the basis of our propositions:

Proposition 1la: From a supervisor’s perspective, employee dissent will be less likely to be
associated with a negative image when the dissenter’s informal network
centrality is high.

Proposition 1b: From a colleague’s perspective, the act of dissenting will be less likely to be
associated with a negative image when the dissenter’s informal network
centrality is high.

The second component of dissent is the principled issues. The value of dissent is that it can
enhance the ability of organizations to address problems and benefit the entire group. The
beliefs, attitudes, ideas, procedures, and perspectives of the all the members of a group tend
to consistency when the organization is in a long-term stable state. Although this consistency
may contribute to efficient communication and organizational harmony, it may also lead to
rigidity. When an organization faces serious issues and the radical changes, if it does not have
the means or inclination to respond appropriately, the final result could be the failure of the
organization. Here dissent can play an important role in an organization by arousing the
group’s leadership to value the issues [28], elicit divergent thinking and enhance creativity
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[8], and disrupt group-think [30] [38]. Therefore, when the dissenter expresses dissent, if the
results of issues are a benefit for the organization, the dissenter is less likely to have a
negative image on the supervisors.

Proposition 2a: From a supervisor’s perspective, employee dissent will be associated with a
less-negative image when the raised issue might benefit the organization.

Dissent is sometimes viewed as prohibitive and challenging behaviors [40]. Prohibitive
behaviors are both protective and preventative. For instance, an employee may protest and
raise objections in order to protect those with less power and to prevent improper and
unethical behavior. However, the decision to raise dissent is a difficult one to make. Most
Generally, employees keep silent because they weigh possible payoffs against likely costs,
and factor in any positive feelings for their current supervisor [41]. Again, the most common
“likely costs” that employees fear are gaining a negative label [1], and offending colleagues
or supervisors and experiencing some sort of retaliation [29]. Despite these nagging fears,
when organizational policy is unfair, or when the issue involves wrongdoing or the violation
of a principle that could negatively affect the interests of employees, dissenters will often
speak up and strive for the rights of employees. Nemeth and Goncalo (2010) note that
dissenters who maintained their position are seen as courageous, may be viewed as heroes
[30]. Consequently, when a dissenter expresses dissent, if the results of the issues promise to
benefit the employees, then the dissenter is less likely to gain a negative image from
colleagues. This can be summed up in our final proposition.

Proposition 2b: From a colleague’s perspective, an employee’s dissent will be associated with
a less-negative image when the raised issue might benefit all employees.

DISCUSSION

Scholars tend to believe that dissenters may foster organizational prosperity, and encourage
leaders to accept dissent; while practitioners find that dissent could undermine organizational
harmony, and therefore act to suppress dissent. Previous research regarding the concept of
dissent as a whole might lead to a different perspective. We argue that dissent encompasses
the person and the issues, dissenter and dissent’s issue, and should be viewed from an
interactional perspective. In line with this premise, we propose four propositions; we suggest
that the relationship of dissent and personal image may be moderated by an informal network
of dissenters and results of issues. The theoretical contribution of the present study is that it
provides important insights into the relationship between the dissent and the dissenting
employee’s image; that is; dissent might not cultivate a negative image on members in
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organization, if the dissenter's informal network centrality is higher, or if the results of issues
benefit the organization/ employees.

The managerial implication of our work is that (1) employees should deal with image
management and should cultivate their communication skills; (2) in addition to professional
competence, employees must give to help colleagues in the workplace, and maintain friendly
relations with colleagues; (3) and where there are inconsistent viewpoints between leaders
and employees, organizational leaders can create open environment that allows employees to
express novel ideas and tolerate opposite opinions.
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ABSTRACT

Vertical integration, defined as a high degree of internal transfers of goods or services, can reduce
costs because of the economies firms achieve from avoiding transaction costs and market exchanges,
exploiting opportunities for coordinating internal activities, and creating power over buyers and
suppliers (D'Aveni and Ravenscraft, 1994). The theoretical foundations for vertical integration are
based primarily on transaction cost. Mahoney (1992) points out six key factors influencing
governance choice such as frequency, asset specificity, demand uncertainty, technological
uncertainty, task programmability, and non-separability and emphasizes that vertical integration can
reduce asymmetric uncertainty, shirking and appropriate R&D spillover. Although there is a lot of
vertical integration in the supply chain from panel makers to LCD components, in key areas of the
Display industry, there are still several major firms adopting different strategies other than vertical
integration. It is interesting to find out why they did the other way.

INTRODUCTION

In Display industry, five panel firms now dominate revenues of worldwide TFT-LCD.
Concentration has been increasing. With the Chimei-Innolux merger, the top five panel firms such
as Samsung, LG Display, AUO, CMO, Innolux account for more than 90% of revenues. However,
only the top three firms make profits according to "the rule of three" of industry characteristics.
There is a great deal of vertical integration in the LCD-TV supply chain from panel makers
vertically integrating LCD-module assembly. LCD-TV set makers have started to invest in LCD-
module assembly lines, mostly working with panel makers, and in many cases have formed joint
ventures. For Example: AUO and Changhong jointly invested in an LCD-module line; LG Display
formed an alliance with AmMTRAN to set up an LCD-module and LCD-TV-set assembly line and
set up a joint venture with TPV for LCD-module lines; AUO and TPV are jointly establishing an
LCD-module line in Eastern Europe. For CPT or even AUQ, it is now in a situation of turning point
about continuing business or make a turnaround due to the difficulties in profiting. This article
focuses on the specific issues about whether to vertically integrate in their supply chain
management.

LITERATURE REVIEW

Theory of vertical integration: The earliest and most common applications of TCE focus on the
vertical integration decision. These studies typically focus on a manufacturing firm's decision to
backward integrate into the supply of materials or components or forward integrate into distribution
and sales. Balakrishinan and Wernerfelt (1986) summarize six theories for vertical integration, such
as economics of integration, competitive considerations, production economies of integration,
transactional economies in advantages of hierarchies, transactional economies in limits to corporate
span, and investments in specialized assets and technological change. An exhaustive review of the
economic and strategy literature suggests that the motives for vertical integration may be classified
into four major categories: (1) transaction costs considerations; (2) strategic considerations : (3)
output and/or input price advantages; and (4) uncertainties in costs and/or prices (Mahoney, 1992).
Vertical integration strategies are really a combination of decisions regarding weather the firm
should provide goods and services in-house through its own business unites, or purchase them from
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outsiders, instead. These decisions include how much of a particular good or service in-house or sell
to outsiders, and how far backward or forward in a vertical chin of activities to integrate. For each
production stage in the chain of transformations that they engage in— from ultra-raw materials to
the ultimate customer— firms also decide on their breath of activities and their ownership form.
That is, how much equity to hold in each vertically related business unit. Firms choose
combinations of these dimensions that they believe are the most appropriate means to achieve their
strategies needs (Harrigan, 1986).

The boundary of firm: Regarding the boundary and theory of the firm, Coase (1937) maintains the
cost of using price mechanism. Williamson (1975) defines this construct in operational level using
transaction cost as comparative assessment to choose the governance structure (e.g., market, hybrid
and hierarchy). In particular, discrete structural forms need to be identified that have differential
efficiencies, and the observable dimensions of transaction costs need to line up with various
governance structures in discriminating way (Williamson, 1991).

Teece (2007) indicates 4 key elements to set enterprise boundaries ensuring to gain the benefit of
innovation: (1) the appropriability regime; (2) the nature of the complementary assets that an
innovating enterprise possessed; (3) the relative positioning of innovator and potential imitators
with respect to complementary assets; and (4) the phase of industry development.

Economies of Integration: Economic benefits from vertical integration arise when internalization
overcomes three transaction difficulties associated with market exchange. First, internalization
allows the firm to invest in specialized assets which result in the production of goods and services at
a lower economic cost then when non-specialized assets are used. In market exchange the prospect
of opportunism in small numbers trading relationships, or the existence of information
impactedness, deter firms from making such specific investments with other firms; internalization
overcomes this difficulty. Second, internalization leads to economic benefits because it removes the
possibility of resource misallocation due to information impactedness. Third, internalization
produces economic benefits because it obviates the need to write complex contracts between the
various parts of the business. These benefits arise because the resources which would have had to
be expended in the essentially non-productive activity of negotiating, monitoring and enforcing
exchange can be used to produce goods and services.

Incentive to vertical integration: D'Aveni and Ravenscraft (1994) indicates the incentive to
vertical integration depends on the type of production involves, the extent of transaction costs, the
amount of specialized assets, the degree of market power at each stage of production, the
separability of activities, the amount of uncertainty concerning prices and costs.

Cost reduction by vertical integration: Costs may be decreased by avoiding market costs, by
eliminating the distortion in input costs caused by imperfect competition in the upstream market, by
reducing transaction costs, by decreasing uncertainty or asymmetric information, resulting in a
more efficient use of inputs, and by protecting proprietary. Vertical integration can also increase
profits through higher prices by creating barriers to entry, allowing price discrimination, reducing
service and advertising externalities, or providing a firm with power over buyers or suppliers
(D'Aveni and Ravenscraft,1994).

Creating power over buyers and suppliers. A high degree of backward vertical integration
through internal transfers can create economies by ensuring adequate suppliers, reducing cost
distortions from monopolized inputs, and providing access to information about input costs and
manufacturing processes. Ensuring supplies reduces costs by eliminating shortages that temporarily
increase input costs and by avoiding unused capacity in the event of a shortage (D'Aveni and
Ravenscraft, 1994).

Environment control: Firms vertically integrate to gain greater control over their economic
environment. Backward integration can be used to endure the supply of scarce raw materials, while
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forward integration ensures market access through limited distribution channels. By assuming
greater control over suppliers or market access, the firm reduces the probability of suppliers or other
channel members exerting monopolistic power and charging excessive prices for their products or
services. Thus vertical integration can reduce both risk and cost when channel members or suppliers
can become powerful.

Strategic advantage: The control gained through vertical integration can be used to achieve a
strategic advantage over competition. By controlling the supply of key raw materials or a
distribution channel to a market, a firm creates a strategic advantage over competition. This
advantage enables the firm to either differentiate its offerings or charge lower prices than the
competition and achieve superior performance.

For ces affecting the use of vertical integration: Harrigan (1986) points out four major categories
of forces used to predict vertical integration strategies: demand and infrastructure uncertainty,
industry volatility, bargaining power, and corporate strategy needs.

By selecting a particular governance structure, management aims top minimize the sum of
production and transaction costs. Based on organizational economics theories of vertical integration,
Lajili, Madunic and Mahoney (2007) develop 10 propositions for vertical integration. In the cases
of high frequencies of transacting, high level of asset specificity, higher demand uncertainty, high
task programmability, high non-separability problem, vertical integration is a more likely
governance choice. For instance:

+ Vertical integration is a more likely governance choice when there is a high frequency of
transaction

 Vertical integration is more likely governance choice when there is a high level of asset
specificity which locks trading partners into a small numbers trading situation that may make
contracting hazardous due to potential haggling costs and hold-up problems.

« Vertical integration is more likely governance choice when there is higher demand (volume)
uncertainty, when makes contracting more hazardous (under conditions of asset specificity).

« Vertical integration is more likely governance choice when there is low uncertainty about the
timing of the obsolescence of specific assets since this condition will allow greater investment
in specific assets, which increase the likelihood of vertical integration.

« Vertical integration is more likely governance choice when there is increased complexity, which
necessitates a higher degree of complex firm-specific language and routines.

« Vertical integration is more likely governance choice when there is higher degree of difficulty in
ascertaining quality of a differentiated product by inspection, which suggests that monitoring of
inputs is required.

THE DISPLAY INDUSTRY

The Display Market has been growing over the past decades due to the dramatically expanding
notebook-PC market, desktop-PC monitors as well as televisions. Accordingly, the advantages of
TFT-LCD technology over CRT technology are with improvements in volume, weight, screen sizes,
resolutions and image quality.

The challenge was in bringing the price down to an acceptable level, which was achieved through
massive investments in successive generations of TFT-LCD manufacturing and in the material and
equipment that round out the supply chain. These investments led to significant declines in price, as
well as dramatic increases in screen sizes. With notebook PCs and desktop monitors completely
penetrated by TFT-LCDs, much of the growth in recent years has come from the TV market. This
high penetration, combined with increasing pressure on prices, will lead to slower revenue growth,
particularly for TFT-LCDs.
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In key areas of the display industry, there is an ongoing trend toward increase consolidation. In the
large-area TFT-LCD market, five panel makers now dominate revenues. This has come about
through aggressive investments and mergers. There are now two large TFT-LCD manufacturers in
Korea (Samsung and LG Display), two in Taiwan (Chimei Innolux and AUO), and two in Japan
(Sharp and Panasonic, which owns IPS Alpha). Japanese panel makers, traditionally the leaders in
small and medium displays, are scaling back, as exemplified by Epson, Hitachi, NEC, and Toshiba.

Historically, growth on the large-sized TFT-LCD-panel market has been driven more by "supply
push" than by "demand pull". The investments of suppliers in new-generation fabs have been a
much greater factor in fueling expansion than end-user demand.

Samsung Electronics. Samsung Electronics is an electronics Samson. One of the world's largest
semiconductor manufacturers, Samsung Electronics is also South Korea's top electronics company.
It makes many kinds of consumer devices, including DVD players, big-screen television sets, and
digital still cameras; computers, color monitors, LCD panels, and printers; semiconductors such as
DRAMs, static RAMs, flash memory, display drivers, and MP3 player chips; and communications
devices ranging from wireless phones to networking switches. The company, which is the flagship
member of Samsung Group, also makes microwave ovens, refrigerators, air conditioners, and
washing machines.

While many Asian-based companies faltered, Samsung continued to forge ahead. The company
established U.S.-based subsidiary Alpha Processor Inc. to oversee sales and marketing for its 64-bit
Alpha processor product line. The firm also secured the top position in the TFT-LCD global market
by capturing 18 percent of the market. In August of 1998, the firm developed a flat-screen
television. Despite the trying economic times, Samsung recorded a greater than eight percent
increase in gross sales. In January 1999, Forbes Global Business & Finance recognized the firm as
the world's premiere consumer goods and services company.

Chimei Innolux: Chimei Innolux was formed in the 2010 merger of Chi Mei Optoelectronics
(CMO), Innolux Display, and TPO Displays. The company makes LCD panels for a variety of
applications, including LCD television sets, notebook computers, desktop monitors for PCs, and
displays for mobile devices and medical equipment, among other uses. Chimei Innolux also makes
full LCD modules for easier integration into finished products. The LCD panel market is dominated
by Asian manufacturers. The formation of Chimei Innolux creates the biggest LCD panel maker in
Taiwan, surpassing AU Optronics; the company is expected to provide greater competition to the
Korean leaders of the market, Samsung Electronics and LG Display.

L G Display: The world is truly flat for LG Display -- as in flat-panel displays. The company is one
of the world's top producers of TFT-LCDs (thin-film transistor liquid-crystal displays), the svelte
screens that go into laptop and notebook computers, desktop PC monitors, TV sets, wireless
handsets, and a variety of applications in automotive navigation, avionics, consumer electronics,
instrumentation, and medical equipment. LG Electronics and Philips merged their LCD businesses
in 1999. Philips no longer holds any equity in LG Display. The company gets about 70% of its sales
from customers in the Asia/Pacific region.

AUQ: If you use a laptop or a wireless handset, you could be looking at AU Optronics (AUO). The
company is a leading manufacturer of flat-panel displays. TFT-LCD (thin-film transistor liquid-
crystal display) panels provide a clear, sharp image -- even in poor lighting -- and are used in car
navigation systems, digital still cameras, laptop and notebook computers, television sets, and
wireless phones. AUO sells to contract manufacturers, such as Compal, and to OEMs, including
Acer, Audiovox, Panasonic, and Sony. The company sells primarily to customers in Asia; 70% of
sales goes to customers in China and Taiwan. AU Optronics was formed by the merger of Acer
Display Technology and Unipac Optoelectronics.
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CPT: Chunghwa Picture Tubes (CPT) makes optoelectronic display components used in TFT-LCD
(thin-film transistor liquid-crystal display) and CRT (cathode ray tube) applications. The company
makes large, medium, and small display panels used in LCD televisions, monitors, notebooks,
netbooks, and other products such as smartphones. Samsung Electronics and Sony are among its
largest customers. CPT also partners with companies such as PC maker Compal Electronics.
Chunghwa Picture Tubes, which was established in 1971, also makes color picture tubes and
electron guns. The company has plants in China, Malaysia, and Taiwan (answers.com, 2011)

DILEMMA OF DISPLAY INDUSTRY

Take TV market for instance, the rewards for LCD-panel makers may be very great, but also are the
risks. The major risk is financial, the minimum price of entry into the TV makers for LCD-panel
makers ranging from $3 to $5 billion, which is what it costs to build a seventh-, eighth-, or ninth-
generation fab. This compares to $1-2 billion for fourth- and fifth-generation fabs. The next highest
risk is that of competition. previously, the competition was relatively straightforward for LCD-
panel makers. In the notebook market, TFT-LCD-panel suppliers only had to compete with lower-
priced and lower-performance STN-LCDs. In the monitor market, TFT-LCD makers had to contend
with only lower-priced and more-well-established CRTs. While in the TV market, LCD s must
compete with a variety of different technologies. The third risk involves dealing with the
complexity and costs of television. In the notebook and monitor markets, panel suppliers had to deal
with only two or three mainstream sizes. But in television, there are many display sizes, ranging
from 10.4 in. to greater than 50 in. The proliferation of sizes, and the requirement to support them,
translates into higher costs in maintaining a competitive product line. The final risk is profitability.
Mobile-PC users are somewhat sensitive to price; however, monitor buyers are more sensitive. With
price as the overriding concern, along with intense competition, the dream of TFT-LCD makers of
attaining higher margins in the TV market may be difficult to achieve. Chances are that higher
margin may not be realized until after the dust settles and the competition shakes out. The price
trend and market share for major makers are shown as the follow Fig. 1 and Fig. 2(Information
Display 5/10, 2010) :
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Fig. 1: The prices of TFT-LCD panels fell by a factor Fig. 2: Concentration in large-area TFT-LCD revenues has
of 10 during 2000s increasing. The top five accounts for 90% of revenues
Source: Information Display 5/10, 2010 Source: Information Display 5/10, 2010
THE CASES OF CPT

If the market share or the firm size is not in the rank of number one or two, the firm will be in a
very vulnerable situation in profiting. Even the number 3 is probably in the margin of loss. The is a
very difficult situation for firms whose ranking are 4 or 5, such as AUO or CPT. How can they
survive in this industry will be a tough issue for they top management team. To build, to hold or to
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divest will wonder CEO if they are already in loss for years. Unless they will exit, the following
countermeasures would provide some directions for them to stay in this industry. In addition, in the
case of vertical integration, there is still hidden cost which should be carefully considered.

The hidden cost of vertical integration: Take Drive IC or Control IC for Instance, It is a critical
component for each CPT product and the demand is of large amount. According the theory of
vertical integration, CPT is most likely to manufacture it internally. However, due to the following
reasons, CYT eventually prefers joint venture or long-term contracting with the Drive IC or Control
IC Design House: (1) organization culture is different between manufacturing and design house; (2)
The core technology is totally different; (3) the mindset of employees between two firms is opposite;
(4) most employees in design house are more likely geniuses and would not follow HR formality:
(5) the traditional reward system is different; (6) large number of design houses and easy to find
suppliers; (7) if internalized into value chain, compatibility will become an issue.

Joint venture instead of vertical integration: Although the benefits of vertical integration are
clear as above, they often get eaten away by cost which managers concern more. Nevertheless,
AUO has carried out a joint venture with Raydium Semiconductor which is a Design House
specializing in the research, development, design, and manufacturer of Flat Panel Driver IC and
controller IC. CPT tries to apply the similar model with Sitronix instead of merger. These cases are
different from the theory of vertical integration which promote merger. The factors which challenge
vertical integration will be studied by case study and propositions will be raised according to the
categories of technology, competence focus, and strategic consideration.

Reducing manufacturing costs: Much of the cost reduction over the past decade has been driven
by investment in TFT-LCD factories. Larger substrates, higher throughput equipment, and the
learning that comes from cumulative production have driven down the cost of producing the LCD,
particularly the backlight which can account for 25% of manufacturing cost in large panel.

Technology development: The plant facility and equipment of large size panel needs large
investment and its production technology changes very fast generation by generation. It would not
be the arena for number 4 in ranking as CPT. However, if CPT could develop new technology
either in production or product using the existing facility for potential new product, it will create its
new advantage,

New product development: CPT may search for new demands for even touch panel such as
mobile phone in addition to PC, NB and TV. If CPT could not keep abreast with new generation of
TFT-LCD factories, try to find new product for existing production line.

Searching niche market: Marketwise thinking, try to find a niche market which Samsung
Electronics, Chimei Innolux and LG Display could not cover or ignore.

CONCLUSION

The rule of three reveals that only top three in industry can win. The Display Industry is just the
case which only Samsung Electronics, Chimei Innolux, LG Display make profit and the others are
all in a tough situation of loss. If these firms would stay in business, the alternatives are reducing
manufacturing costs, technology development, new product development, searching niche market
and avoid hidden cost of vertical integration. Most TFT-LCD firms try to integrate backward or
forward their suppliers or buyers and build a comprehensive value chain. According to theory of
vertical integration, Driver IC or Control IC is compliance with this hypothesis. However, CPT and
AUO use the other strategies of joint venture or long-term contracting with their design houses. The
reasons are culture and mindset difference in manufacturing and R&D, the employee and reward
system are incongruent in both firms. If internalized into value chain, compatibility will become an
issue and it will cause a lot of hidden cost for vertical integration.
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ABSTRACT

In this study, the author discussed the possible scenarios that would developed by the firms in a
strategic alliance from the resource -base prospect. By extent the transaction cost theory into the
concept of relational capital, the author inferred the modulation structure of relational capital in the
boundaries integration, and embedded the relational capital concept into the strategic management
processes frame model. As the value of the relational capital was highly respect in the field of
boundary integration, It was defined as the close interactions and trust relation within the
organization. It leads to a proper prospect of the colleagues and the mutual beneficial behaviors.
Relationship is a strategic capital and the processes to rule the relationship constitutes the
relationship asset management. In the market, it means that by strengthening the relational capital in
the integration boundaries, it would enforce better sale conditions, and achieve the performance
targets. In order to improve the performance and the maintenance of the quality of distributions,
besides the dependence of resources from vendors, it was recommended to operate in different
business strategies to cope with the high performance goals, the uncertain market demands, and to
promote the competitive advantage. While enterprises of different business types had different
resource in hands, the implementation of each strategy has unique difficulty to conquer. When
choosing different strategies to execute, the difficulties each strategic plan faced and the cost paid
should be weighted, and the benefits by strategy implementation and the consistency of the strategy
and the corporate values should also be considered to approach the cooperate vision. By application
of the concepts of the relational capital and integration boundaries, it enables the enterprises to
access the resources more effectively. And through the inter-organizational resources integration, it
enforces the competitive advantage.

In this study, by way of clarifying the structure of relational capital in the integration boundaries,
the author tried to find out the best business model, inferred the position and rank of the relations
model in the management programs which enhanced the competitiveness and developed some

propositions.
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INTRODUCTION

The exploration of new techniques was a key factor to constitute the competitive advantage in
most of the industries. In the past, most of the corporates preferred to develop new techniques by
them self ( Mowery, 1983 ) .They may get the origins of the techniques from outer resources ( Hippel,
1982; Bozeman and Link, 1983; Pavitt,1986 ) , the competitors, the suppliers, or other organizations
by contracts or franchising. Schumpeter ( 1975:83) argued that the induction of new techniques to an
old industry frequently induced unexpected changes and he recognized the adaptation of techniques
between industries a form of “Creative destruction”. It means that after induction of new techniques,
the original processes needs lots of transformation. In the traditional strategy management processes,
Hitt (2001 ) had categorized two analytic models: “industrial organization model” which favored in
highly potential industries, recommended to applied proper strategies to obtain sustainable
competitive advantage; and “resource based mode”, which explored the resources and ability from
inside the corporate to set the foundation of the competitive advantage ( Aaker, 1989 ) . In either way,
when the corporate earned more economic value than her competitors, she got the competitive
advantage. The economic value is based on the differences from perceived benefits of the customers
and the cost to produce that products or services ( Barney, 2006 ) .

While discussion the measurement of economic values or the possession of competitive
advantage, one of the key points is the interaction between the resource elements and other
corporates during the strategy formation. Pisano( 1990 ), in his documents-"The R&D Boundaries Of
The Firm: An Empirical Analysis”, had used the transaction cost theory to explain this claim and
suggested to get part of the resources by contracts. The transaction cost theory had been applied in
the practical analysis of products and supply chain ( Monteverde and teece, 1982a, 1982b; Stuckey,
1983; Masten, 1984; Walker and Weber, 1984; Balakrishnan and Wernerfelt, 1986; Joskow, 1987 ) >
marketing ( Anderson and Schmittlein, 1984 ) , while in the field of boundary integration, it still
remained some constrains ( Williamson, 1975 ) , Teece and Armour (1977 ) and Teece ( 1988 ) had
argued that the issues of boundary integration research were more important than that issues in
marketing under the frameworks of the transaction cost theory in the bureaucratic organizations.
Besides , most researches aimed at the decisions analysis between “voluntarily manufacture” and
“outsourcing” were based on cases analysis and latent groups data analysis ( Monteverde and Teece,
1982a; Masten, 1984;Walker and Weber, 1984 ) ; only little discussed the inter-organization strategic
relations.

In this study, the authors discussed the possible scenarios that would developed by the firms in a
strategic alliance from the resource -base prospect. By extent the transaction cost theory(Tichy,
Tushman, & Fombrun, 1979; Granovetter, 1985; Dyer and Singh, 1998) into the concept of relational
capital, the author inferred the modulation structure of relational capital in the boundaries integration,
and embedded the relational capital concept into the strategic management processes frame model
published by Barney (2006 ) .

As the value of the relational capital was highly respect in the field of boundary integration

( Dyer & Singh, 1988; Ahuja, 2000; Dyer & Nobeoka, 2000; Kale, Singh & Perlmutter, 2000 ) , It
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was defined as the close interactions and trust relation within the organization. It leads to a proper
prospect of the colleagues and the mutual beneficial behaviors ( Thorelli, 1986; Kale, Singh &
Perlmutter, 2000 ) . Richardson, Vidaurreta, Gorman (2002 ) had suggested that relationship is a
strategic capital and the processes to rule the relationship constitutes the relationship asset
management.

In the market, it means that by strengthening the relational capital in the integration boundaries,
it would enforce better sale conditions, and achieve the performance targets. In order to improve the
performance and the maintenance of the quality of distributions, besides the dependence of resources
from vendors, it was recommended to operate in different business strategies to cope with the high
performance goals, the uncertain market demands, and to promote the competitive advantage.

In this study, by way of clarifying the structure of relational capital in the integration boundaries,
the authors tried to find out the best business model, inferred the position and rank of the relations

model in the management programs which enhanced the competitiveness and developed some

propositions.
| External [ _
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Fig 1 : strategic management processes
Source:Jay B Barney & William S. Hesterly, “Strategic Management and Comoetitive Advantage”,
p.5, 2006 -

MOTIVATION OF CREATING RELATIONSHIP CAPITAL

The concept of relationship capital is derived from the social capital. Nahapiet & Ghoshal (1998)
categorized the social capital into structural, cognitive, and relational dimensions. Moreover, the
dimension“relationship”includes four sub-dimensions—trust and trustworthiness, norms and
sanctions, obligations and expectations, and identity and identification. On the one hand, the social
network of relationship capital is composed of many links to form the “homophily;” on the other
hand, it also can create complementarity to achieve synergy. Alliance of “diversification”
emphasizes the relationship between a variety of strong and weak cooperations, heterogeneous
contents, or degree of resource abundance. This alliance includes expectation, trust, and reciprocity
in the social network ( Tichy, Tushman, & Fombrun, 1979 ) . Especially, the trust can be used as an

embedded mechanism in the relationship management (Uzzi, 1996 ) .
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Granovetter (1985) argued that when this embedded relationship and social network link, it
seems like an inter-organization form to become cross-boundary. However, the past related research
showed that it is more useful for individuals on the relationship in an organization (Jacobs, 1961;
Loury, 1977; Burt, 1992;1997; Tsai & Ghoshal, 1988). Relationship capital can enhance cooperative
opportunities, help firms to highly obtain new competitive capability, and save related resources and
diversify risk for organization. The relationship has played an important role on producing position
and reputation in the supply chain.

Additionally, the relationship benefits in the information, technology, knowledge, and other
resources for manufacturing flow path, and then generate the necessary power and control because
the higher trust between both parties can be more confident for trading; thus, the necessary defensive
design is relatively less (Williamson, 1991; Shapiro, Sheppard, and Chersakm, 1992).

Proposition 1: The higher degree the relationship capital, the higher degree will be the possibility of

integration boundaries.

STRATEGIC ALLIANCES AND INTEGRATION BOUNDARIES

Strategic alliance is two or more independent organizations to have a cooperative relationship in
the research & development, manufacturing, and selling products or services (Barney, 2006). For
analyzing types of strategic alliance, the value chain is divided into vertical and horizontal alliances
by some scholars (e.g., Porter & Fuller, 1986; Nueno & Oosterveld, 1988; Hitt, Ireland, & Hoskisson,
1997; Gulati, 1998;). Seetoo (1996) classified the strategic alliances of domestic SMEs into three
categories; namely, vertical alliances, horizontal alliances, and asymmetric alliance. Vertical alliances
focus on the combination of complementary resources, horizontal alliances pay attention to
economies of scale, while the use of asymmetric alliances combine the power of large and small
enterprises together to block access to their competitors. Not only combining the homogeneous
resource can enhance value of resources, but also integrating heterogeneous resources can be a
complementary strategy. Further, the value of complementary vertical, horizontal, and
horizontal-strengthening alliances can be obtained when combining with the alliance activities such
as united marketing ( Huang & Yang, 2002 ) .

Barney (2006) classified strategic alliances into three categories: non-equity alliances, equity

alliances, and joint venture (Figure 2).

Strategic alliances

| | ]
Non-equity alliances Equity alliances Joint venture

Figure 2: Types of Strategic Alliance
Source: Strategic Management and Competitive Advantage (Barney & Hesterly, 2006, p279)

Non-equity alliances do not hold shares in each other between the two sides (organizations),
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also it is not an independent organization of co-management and cooperation but on a contract basis.
Further, non-equity alliances are divided into licensing agreements, supply agreements, and
distribution agreements. In terms of of alliance constraints and agreement, this kind of alliance in the
integration boundaries may be used to reduce expenditure for trading, contract signing, and
compliance. Specifically, these related expenditures would include money, time, spirit, and so on.
Through analyzing strategic alliances based on the theory of transaction cost, the alliance can easily
reduce transaction costs for both trading parties (Williamson, 1985; Hennart, 1988). Therefore, based
on the analyses of non-equity strategic alliance boundaries, this study suggests that the theory of
transaction cost should be considered for the basis of the strategic alliances.

Badaracco and Hasegawa (1988) analyzed Ford and Mazda for their shareholding relationship
with each other and found that the two sides complement the existing technology-based resources; so,
each can obtain critical technologies from the other side.

In other words, when an organization can not obtain benefits independently, and then may wish to
take advantage of strategic alliances with other companies to achieve the purpose of complementary
resources (Lynch, 1989).

In terms of Resource-Based View (RBV), cross-boundary equity alliance firms primarily are
motivated by a desire to obtain resources from outside. However, in order to absorb external
information and technology, organization itself must first have the necessary in-house technological
skills (Mowery, Oxley, & Silverman, 1998). Stafford (1994) argued that this strategic alliance is as a
“pooled strategy”, which emphasizes the cooperative relationships for the concentration of resources.
Mowery, Oxley, and Silverman (1998) and Gulati and Singh (1998) proposed strategic alliances
between the parties combined their technical resources would have some close integration of
boundaries resources to complete the joint activities. Therefore, this study suggests the integration
boundaries of strategic equity alliances should be based on the theory of RBV.

A joint venture is to create a legitimate and independent company and shares the business
benefits (Barney, 2006). Its network relationships usually involve a large range of considerations.
Gulati (1998) argued that when the enterprises enter the joint venture model, the relationship will be
key inter-organization basis of trust. Mowery et. al. (1996) emphasized that the joint venture alliance
has a better effect on transferability of knowledge and related competence than any other type of
alliance because of the dependence of the performance share.

The knowledge and related competence based on integration boundaries to business
performance are important for the explanatory power. Simultaneously, due to share ownership,
responsibility, risk, and reward, the existence of relationship between strategic alliances becomes one
of the most important factors of inter-dependence (Lynch, 1989). Thus, in view of the integration
boundaries of the joint venture, this study considered that the basis of strategic alliance should be
constructed on the views of relational capital. Propositions 2, 3, 4, 5 are below:

Proposition 2: The higher the intensity of strategic alliances, the higher will be the possibility of
integration boundaries.

Proposition 3: There are high relationships between the integration boundaries of non-equity
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strategic alliances and the theory of transaction cost.
Proposition 4: There are high relationships between the integration boundaries of equity strategic
alliances and the perspectives of the theory of RBV.
Proposition 5: There are high relationships between the integration boundaries of joint venture
strategic alliances and the perspectives of the relationship capital.

The comprehensive strategic alliance and the integration boundaries are integrated on
perspectives of transaction cost, resource based view, and relationship capital, and as shown in

Figure 3.

Integration boundaries

Strategic alliances

Joint venture

|
Non-equity alliances

Equity alliances

Transaction cost Resource based Relationship capital

Figure 3: The relationship between strategic alliance and integration boundaries based on the
perspectives of transaction cost, resource based view, and the relationship capital.

Source:Modified from Strategic Management and Competitive Advantage (Barney & Hesterly, 2006,
p.279)

THE STRATEGIC ELEMENTS IN BOUNDARIES INTEGRATION

The concept of integrated boundaries originates from the value chain activities between the
materials to end users. The degree of integration was judged by the steps between corporate
boundaries used in the value chains ( Barney & Hesterly, 2008 ), The values earned by the integration
came from the reducing the risks of speculation ( Williamson,1975, 1985; Crawford and Alchian,
1978 ) and most discussiones in boundary integration based from transaction cost theory ( Shelanski
and Klein, 1995; Jacobides and Hitt, 2005) . Williamson (1975 ) had provided a “Transaction
Government structure” which recognized that by analysis of the frequency and investment specificity
of transaction pattern, the managers could adapt proper decisions in either “Hierarchy Choice” or
“Market Choice” models, and no matter in market dominant, dual dominant or triparties dominant
situation, the integration spontaneously happened in the industry. To survive in the processes of
boundaries integration, the corporate should emphasie corporate capabilities and abilities those
would keep the sustained competitive advantages ( Barney,1991,1999;Conner and Prahalad, 1996 ) .

To discuss the boundaries integration in the frame of resource base theory, Tsang (1998 )
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suggested that the power of the corporate resource influences the competitive advantage. These
resources should be valuable, scarce, and non-imitated. Ramaswamy ( 1997 ) argued that the strategic
similarity in boundaries integration do influence the performance. Other researcher had explained the
practical strategic behaviors empirically with RBV(Hou,1998).Collis (1991 ) suggested that RBV
complementally explained the growth strategies that could not be fully discussed in traditional
theories. The values of the boundaries integration should include stabilizing the supply chain, and
maintaining long term relationship operations. And the goals of the resource integration should be to
using the non-replaceable resources to purchase the long term competitive advantage ( Afuah,
2001;Schilling & Steensma, 2002 ) . The core resource should be integrated with the complementary
ones to produced sustained competitive advantage ( Lin & Yang,2007 ) . Porter ( 1985) and Papows

(1999 ) suggested in the processes of resources integration management, the goal is to direct the
corporate to operate with her core resources and to outsource the non-core ones. The corporate
should maximize her benefit by comparing the costs and performances the internal resources and
external resources operated ( Rodrigues & Child,2003 ) .

Contrarily, to discuss the resource base prospect in the frame of boundaries integration, the
corporate should evaluate the situation the corporate exist and all the value activity the corporate
operated and coordinated. From this point, to build up the sustainable competitive advantage would
be the first priority the corporate should pay attention when integrating boundaries.

While considering the role of boundaries integration in strategic relationship capital, Standifird
& Marshall( 2000 )believed that trust played only as a “assurance” in the relation capital. Hou(1999),
in a cross national study, explored that when the resource was highly inexpressible and non tradable,
the firms tend to have the possession; in the other way, when the core resource was highly
expressible and tradable, the firm tend not to have the possession. From the view of investment, the
possessions right may be “Transaction/relation-specific investment”(Chao, 1993 ) .

Gulati (1995) suggested that there were some rules in the resources exchange behavior. When
the core resources was involved in the exchange relation, the deterrent force sometimes used in
practical situations. Tsai and Ghoshal( 1998 )argued that the relation capital not only embedded in the
social structural resources, but also the norm and values between the partners ( Nahapiet and
Ghoshal, 1998 ) .That’s to say, the relation capital was not totally based on trust, but a dependent
relationship in the norm constructed between dual interaction. And under the norm, one could get the
summed resources in social embeddedness ( Nahapiet and Ghoshal, 1998 ) .Only by the closed
interactions with the society, the corporate enforced the width, scope and frequency in the resources
transaction. ( Yi-renko, Autio and Sapienza, 2001 ) .

Fuchs (2000 ) had used the concept of tuning in integrated strategies practices to described that
the strategies integration was like a orchestra. Each player did his best to constitute a integrated,
complemented chapter with a integrated rules . Fuchs (2000 ) inferred that the most competitive
corporate was not excellent in every field of competition, but the one who efficiently organized his
market positioning and integrated his practice(Hwong, 2006).

The authors concluded that in the boundaries integration, by the constrained power from the
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economic transaction, the resources complementation from resources base theory and the
strengthening of the interdependency in relation capital, strengthened the relation and the
interdependency between the firms as the integration level elevated. And it extended the traditional
linear model of value chain into a value space ( Papows, 1999 ). The corporate could exist in multiple
value chain within the same industry or cross the industries to form the sustained competitive
advantage.

That’s to say, the boundaries integration implied the transaction cost theory, resources base
theory and relation capital theory. And there was some similarity among these three theories. The
authors inferred the proposition 6 as:

Proposition 6:The boundaries integration was influenced by the transaction cost theory, the
resources base theory, and the relation capital theory.

The authors proposed a strategic structure for the boundaries integration as the figure 4:

Resource base theos Transaction cost theo Relation capital theo
ry ry p ry

Supply chian relation Cooperation relation Allies relation

Integrated Boundares

Figure 4: The structure of resources base theory, transaction cost theory and relation capital theory
(1) The resources base theory and the supply chain relation

Penrose( 1959 )had argued in “The theory of the growth of the firm”that to earn the benefits, the
corporate not only need to possess excellent resources, but also the distinctive competence to use the
resources ( Montgomery, 1996 ) . In resouces base theory, the “continued deepening and repeating of
the strategic resources” was emphasized ( Prahalad & Hamel, 1990 ) . Amit and Schoemaker ( 1993 )
had recognized that the strategic resources have 8 valuable characteristics. Peteraf( 1993 )at the mean
times devided the competitive advantages of the resources into four categories: heterogeneity,
imperfect mobility, ex ante limits to competition, ez post limits to competition(figure 5).
Heterogeneity means monopoly; imperfect mobility means rent resource; ex ante limits to
competition means enlargement of competitive competitors’ risk; and ez post limits to competition
means sustainability. The organization should face the problems of resources using and the
difficulties to obtain the resources (Jeffrey Pfeffer, 2007 ) .
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Heterogeneity ex ante limits to

competition

Competitive

Rent left in organization Rent not compensated by cost

advantage

imperfect mobility ez post limits to

competition

Figure 5: the foundation of the competitive advantage
Source:Peteraf, M.A. (1993 ),”The Cornerstone of Competitive Advantage: A Resouce-Based View”,
Strategic Management Journal, Vol.14,pp.179-191.

Grant (1991) thought of the resources as the foundation of the profitability of the organization,
and the base to form the capability of the organization. When thinking of the problems of resources
consumptions, it was usual proposed that the organization had had the resources recommended.
However, it is hard to keep the resources supply, the production, and the sales stable when the
corporate would run smoothly only if a stable transaction would promise the resources availability

(Jeffrey Pfeffer, 2007 ). The fluctuation of resources supply means short supply sometimes. And for
some organizations, to keep the operation stabilized was more important than to earn enough profit
or to keep the growth. Short of supply means hard to survive( Jeffrey Pfeffer, 2007 ). Wernerfelt(1984)
argued that the proper usage of the resources and the efficiency of resources management, enabled
the organization to accumulate the resources advantage that the other competitors would not
achieved and formed the sustainable competitive advantage.

It means that the unstable resources supply relationship brought to the organization more
operational risks in the supply chain relationships ( Simchi-Levi, Kaminsky, 2000 ) . That is why
Leiblein & Miller( 2003 )recognized the vertical integration of the industrial resources as the trend of
the global development.

Huang & Lee (2005) had categorized the supply chain management into four identities in
resource base: 1. to the suppliers, the supply chain management provides definite and stable needs,
reducing the cost of storage and keep the trust relation; 2 to the producers, supply chain management
explored the resources gaps among the organizations upstream and downstream in the same industry,
justified the time and categories of material supplies according to the resources inventorying
principle; 3. to the distribution business, the supply chain management shortened the lead time for
stocking, reduced stock cost and operated the resources efficiently; 4. to the retailers, the supply
chain management means stabilized product supply, real time ordering, small amount of diversity,
high frequency of replenishment, and quick return and barter. And to the end users, reducing prices,
improved quality and service, and satisfaction owing to the full supply.

In the prospect of resources integration in cross boundaries, the supply chain management
means efficient cost management. In the frame of resource base theory, the fluency of resources

allocation processes implies operation profits, and the more profitability means the more competitive
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advantage. In either prospects, the relationship management, resource flow management and the
logistic management are the key successful factors ( Carter and Narasimhan 1996, Brewer and Speh
2000 ) . Relation ship management implies mutual trust, commitment and benefit sharing. Stuart
(1993) suggested that with the complementary resources bases, the supply relation and processes
would trigger the formation of strategic allies and this allies usually mean powerful, long term and
interdependent relations. That statements inferred our proposition 7.
Proposition 7: The higher the cooperation level is, the tighter the supply chain relationship will
be in resources base prospect.

(2) The inter-organization cooperation relationship in transaction cost prospect

The transaction cost theory had been applied in many fields. For example,including engineering
intensity and design specialization ( Monteverde and Teece, 1982a, 1982b; Masten, 1984 ) , the
technical uncertainty ( Walker and Weber, 1984; Balakrishnan and Wernerfelt, 1986 ) ,the
co-localization of specialized assets in corporation ( Joskow, 1987 ) .Most of the papers discussed the
topics of inter-organization cooperation relation was based on the transaction cost theory ( Shelanski
and Klein, 1995; Williamson, 1990; Jacobides and Hitt, 2005 ) .

Classically, the transaction cost theory argued using of contracts and rights to reduce the
speculation behaviors. Williamson ( 1975 ) had suggested that the market dysfunction, the transaction
unable to carried on, resulted from the human and environment factors in the transaction processes.
And it resulted in the difficulty in transaction and the production of transaction cost (figure 8).
Williamson (1985;1991 ) further divided the assets by the specificity into site specificity, physical

asset specificity, human asset specificity, brand name capital, dedicated asset and temporal

specificity.
Human factor Environment factor
< atmosphere S
bounded rationality |~ “]  Uncertainty &
Information asymmetry complexity

opportunism /

< Small Numbers

Figure 6 : organization and market dysfunction
Source:Williamson, 1975, p.40.

Generally speaking, when the level of asset specificity becomes higher, the organization will
tend to internalize the transaction to reduced the transaction cost. Koopmans( 1965 )had classified the
uncertainty of resources transaction into two categories. First , the anticipated and non-anticipated
accidents resulted from bounded rationality. The non-anticipated accidents were accompanied with
the complexity; Second, The uncertainty of information insufficiency due to concealment, deception
and information distortion. This uncertainty increased the governance cost (Lin and Chen, 2007).

Robertson and Gatignon (1998 ) classified the uncertainty into external uncertainty(demand
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uncertainty and technique uncertainty) and internal uncertainty (behavior uncertainty). Williamson

(1985 ) also suggest the influences of transaction frequency. As the frequency of transaction
increased, the cost of communication, coordination, contracting and negotiation increased and all of
them increased transaction cost.

Anderson and Gatignon(1986) advised that in control of the inter-organization cooperation
relation with the transaction cost prospect, the entrants would applied the power of control to get the
majority of the profits and rewards. The cost of control will include: the duty of decision, the
commitment of resources, the shifting cost, and the loss of flexibility in operational allocation. In the
other way, the contracts will actually define the behaviors in the transaction. And these behaviors
mean the trust, norm and the ethic duties in the relation structures ( Nahapiet & Ghoshal, 1998 ) .
Williamson (1979 ) ,Kogut (1988) ,Pisano (1989 ) suggested that from the rights and obligations
relations, the commitment in anticipation internalized the external environment and efficiently made
the transaction under control. However, no contracts could identify all the behaviors needed to be
normalized and the rights and interests conflicts produce speculation behaviors. That is the reason we
need the relation capital based on trust ( Besanko, Dranove, & Shanley, 1996; Ahuja, 2000; Kale,
Singh & Perlmutter, 2000 ) . From the prespect of transaction cost, both the trust and reliable
information in the inter-organization cooperation relation could reduce the transaction cost efficiently

(Uzzi, 1977; Nahapiet & Ghoshal, 1998; Kale, Singh & Perlmutter, 2000 ) . It came our proposition
8:
Proposition 8: The higher the reliability, the high the level of cooperation relation in transaction cost

prospect.

(3) The strategic allies relation in relation capital prospect

Hwong (2008 ) ,in his “The Determinants of Integration Boundary of Enterprises in Taiwan
through the Viewpoints of Supply Chain”, empirically found that according to the difference
between industries, the emphasis of strategic direction in the integration of supply chain varied. Yet,
no matter which industry was considered, the partner relationship play a major and sophisticated
influences in the relation capital besides the reducing of transaction cost and the build-up of
capability. Thorelli (1986 ) , Kale, Singh & Perlmutter (2000 ) defined the relation capital as the
inter-organization trust relation from closed cooperation. Since the trust relation brings the profits in
future, it need to pay the cost to maintain ( Alder & Kwon, 1999 ) . The strategic allies established by
the relation capital could promote the speed of market responses, the flexibility of management, and
the efficiency of operation ( Lorenzoni and Fuller,1995) .

In the prospect of resource base, the relation capital relies on the key resources. It is
inexpressible and non-tradable (Hou, 2000). Gulati ( 1998 ) pointed out that once the strategic allies
constituted, the organization should recognized the key dependency between the environments and
the organization. And there is a dependency between relation capital and the strategic allies. Barney

(2008 ) suggested three opportunities in strategic allies: Improving operation performance, creating

a more competitive situation and making the corporation enter or quit the market. Part of the
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organizations participated the strategic allies only aimed to evaluate and select the technique standard
in the industry. The changes in technology may be of competence enhancing and destroying

( Tushman and Anderson, 1986 ) , and of recombination. It enhances the competition between the
new entrants and the original, just like a revolution ( Abernathy and Clark, 1985) . In the situation of
resources inter-dependency in relation capital, the organizations organize inter-dependency relation
from strategic allies.

The discourse between the transaction cost and the relation capital started from the economic
issues. The transaction cost theory explained the economic efficiency in the corporate
institutionalization, and proposed that due to the economies of specialization and the administrative
and incentive limits of hierarchies, the strategic allies should be a efficient governance structure

( Pisano, 1990 ), unless in a special situation ( Williamson, 1985; Grossman and Hart, 1986 ). Coase

(1977) recognized that the transaction cost between the organization would be zero, and suggested
that there were two type of governances, the market governance and the hierarchy governance. If the
cost for the organization to produce the product was higher than that purchased in the market, the
market governance should be applied; otherwise, when the cost for the organization to produce the
product was lower than that purchased in the market, the hierarchy governance should be applied to
extend the organization and internalized the transaction. The transaction cost theory help us to realize
the R&D research boundaries selection. While technological change happened, the abandon of
original technology and the preservation of commercialization ability should be trade off and the
original organization had the ability to vertically integrate the transaction profits which injured the
external organizations ( Pisano, 1990 ) . There exist a constrained interdependent relation between the
relation capital and transaction cost. The transaction cost theory formally identified the norms and
roles of the organization, while the dependency in relation capital based on the strategic allies the
organizations constituted. It came the proposition 9.
Proposition 9: The higher the level of dependency is, the higher the strategic allies relation is in
relation capital prospect.

While discussed the integration boundaries based on the resource base theory, transaction theory

and the relation capital theory, the authors put the level of cooperation, the level of trust and the level

of dependency into the framework of the boundaries integration as figure 7:

Resource base prospect Relation capital proscpect

Transaction cost proscpect

Level of cooperation Level of trust Level of dependency

Supply chain relation Strategic allies relation

Organization coopration relation

Boundaries integration

Figure 7: Modifies boundaries integration framework.
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THE SUSTAINABILITY OF RELATIONSHIP CAPITAL, INTEGRATION BOUNDARIES,
AND COMPETITIVE ADVANTAGE
Barney (2006) argued that a strategic alliance can achieve the sustainable competitiveness

bR 13 9% Ceg

because “value,” “rarity,” “imitability,” and “organization” based on integration boundaries can
create economic benefits by taking opportunities and avoiding threats. Dyer and Singh (1998)
emphasized the governing mechanism of self-enforcement in a strategic alliance can interpret the
reason for competitive advantages of cross-boundaries. Comparing with the transaction cost theory,
this argument for strategic alliances has more emphasis on relational capital management.

To the “imitability,” Dyer and Singh (1998) further pointed out that the establishment and
maintenance of relational capital is a process of interdependent paths under the strategic alliance. The
trust and interdependence in business relationship network often are unique and intangible for
competitors to easily imitate. Namely, the relational capital of strategic alliance can be seen as a
particular and valuable resource. Relational capital filled with trust can provide immediate, credible,
and valuable information, and then an organization can response faster than competitors to distribute
resources including labor in hypercompetitive environment for effectively reducing management cost.
According to Barney’s (1991) theory based on RBV, the key issue is not “whether a strategy is easy
to implement or not,” but “whether the strategy is more easily to perform than the competitive rivals”
if the cost of the strategy implementation is less than that can create value.

Through analyzing the relative costs of strategy implementation, the firms may have two errors
occur. First, their own unique resources are overestimated. Second, their own resources uniqueness
are underestimated. To properly understand the relative costs and the relatively competitive
advantages of the strategy implementation, the firms’ value, rarity, and imitability of the resources
must be assessed appropriately. However, to have an accurate assessment for value of resource
characteristics is still a big challenge; thus, the relational capital is a critical element for resources in
integration boundaries.

Grant (1990) integrated the relational management with applications of competitive advantage
in the market issues, he emphasized that competitive advantage comes from the barriers to resources
imitability. On the one hand, these barriers can block competitors from their ability to challenge; on
the other hand, the existence of the relationships between firms can make the “reputation resources”
difficult to transfer. Moreover, causal ambiguity of relational management can effectively lead to
uncertain imitability. Further, difficult to understand complicated relationships between organizations
make competitive rivals difficult to speculate. Imperfect transferability of resources depends on trust
in transaction cost and the degree of mobility of resources.

In terms of barriers to resources replication, the complexity of the relational basis for firms’
cooperation will make competitors difficult to replicate after a long effort to build their resources
network. Barney (1991) also considered that the delicate inter-organizational relations cannot be
based on the systematic management and general control so that the competitors cannot easily
replicate and replace the relationship. Therefore, the relational capital of the integration boundaries

will be a positive impact on a sustainable competitive advantage. The assumption of the proposition
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10 proposes the relational capital can be integrated into the strategic management process, and as
shown in Figure 8:

Proposition 10: The higher the relational capital of boundaries integration, the higher will be
sustainable competitive advantage for the strategic alliance.

:  Relational Capital

.
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S S g S
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Figure 8: Relationship between Relational Capital and Strategic Management
Source:Modified from Strategic Management and Competitive Advantage (Barney & Hesterly, 2006,

p. 15).

CONCLUSION

To participate in the strategic allies was the most efficient way for the corporation to get the
external resources. However, without specific exchange relationships and in a constrained market
space, it was hard to gain extra values beyond the ordinal exchange relation and so does it to gain the
differences that constitute the competitive advantage. In the strategic allies, by way of managing the
relationship capital, under the case formed by the mutual trust and interdependency, it positively
influences the economic performance of the corporation. Besides that, stabilization of the
cooperative relation, the preferential rights for chances selection, and the share of duties and risks, all
those potential benefits in non-economic advantages need the modulation of relation capital. That’s
to say, the relationship may be trial yet play a major role in the resource element of the corporation.

In this study, the authors argued that owing to the different resources patterns the corporate

occupied, the corporation operated differently. A unique way to execute the strategies faces a
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particular difficulty. When thinking of the choice of strategies, the corporate weights the difficulty,
the cost, the financial benefits, and the coordination of the strategies with the vision and vision of the
corporate and the approaching of the goals. By applying the concepts of relationship capital and
boundary integration, it enforces the corporate to gain resources, to integrate the resources from each
organization in the allies to form the competitive advantages. Practically, the authors suggest that
when the variance in exchange situation was high, the inter-organization communication was tough;
the board members could resolve the problems while managing the relation capital to eliminate the
obstacles and to purchase the benefits. Besides, in the process of the strategy management, it was
recommended to review the particular resources that corporate had and the complementary resources
that needed, to carefully evaluate the internal and external environments the corporate in, and to
category the core resources and complementary resources, in order to allocate the proper resources
for competitive advantage. In the study, the author adapted the relation capital into the strategic

management processes and suggested further researches from other prospects.
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ABSTRACT

The prevalence of the disposition effect and its disadvantage to investment returns has
widely gained empirical supports. However, none of the research, to our knowledge, gives
investors any advice to overcome it. This study proposes the investment study hypothesis and
suggests that investors’ intention to make investment studies contributes to lessening the
disposition effect. By means of a nationwide survey in Taiwan on the individual stock
investors, this study collects 1672 effective samples and demonstrates significant evidences
to support the study hypothesis. That is, when investors have greater intention to make
investment studies (including the time and the media to devote), they keep losses shorter and
are thus subject to less disposition effect.

The results represent that if investors are willing to do the investment study, they are
more likely to be rational oriented and less dominated by the sentiment of regret averse,
which contributes to lessening the disposition effect.

Key words: disposition effect, the investment study hypothesis

INTRODUCTION

Ever since Shefrin and Statman(1985) extended the Kahneman and Tverskey’s
Prospect Theory to the field of investment and proposed the disposition effect (DE thereafter),
DE has been widely documented in the capital market (such as Lakonishock and Smidt 1986;
Ferris, Haugen and Makhija 1988; Odean 1998; Weber and Camerer, 1998, Kuo, Kuo, Chiu,
and Fan, 2005, etc.). The DE indicates that investors have the tendency to hold losers too
long and sell winners too soon. What dispose investors to such effect? Except for the
asymmetry of risk preference over gains and losses as argued by Kahneman and Tverskey’s
(1979) prospect theory, several other reasons were suggested, such as cognitive dissonance
(Goetzmann and Peles 1997), quasi-magical thinking (Shiller 1999), insufficient
self-control(Shefrin and Statman 1985; Glick 1957), and mental accounting, pride seeking
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and regret averse (Shefrin and Statman 1985) and so on. These potential reasons belong to,
roughly speaking, two psychological biases: perceptional bias and emotional bias.

The disposition effect is found disadvantaged to investment performance (Benartzi and
Thaler 1995; Odean 1998; Grinblatt and Keloharju 2001), but little advice is provided to help
investors to avoid it. Simply advising investors to hold winners longer or to sell losers faster
is null and void if the DE is driven by psychological factors as mentioned. We need certain
mechanisms to overcome the psychological forces and intrigue correct actions. People change
behaviors when they gain new information and thus modify their expectations (Beaver 1968;
Grossman 1976). Accordingly, more relevant information might equip investors with better
judgment on the price trend and less uncertainty, leading investors to be more rational

oriented and subject to less disposition effect.

HYPOTHESIS

Based on the above reasoning, it is plausible to argue that study is valuable for
investors in terms of its contribution to reducing perception errors and the sense of
uncertainty. Those who are more willing to devote themselves to making investment study
would have more precise perception on stock value. Investors would be less reluctant to
realize losses if they “know”, say, the losers are likely to devalue further; they would be more
willing to hold winners longer if they believe the winners are likely appreciating more.
Because if they mistakenly keep losers longer or sell winners sooner, they would turn to even
bigger regret. Therefore, the more disposed to make investment study of investors, the less
disposition effect they would show. Based on this reasoning, we propose the investment
study hypotheses as follows.

H1: If investors are more inclined to make investment study, they have more tendency
of selling losers.

H2: If investors are more inclined to make investment study, they have more tendency
of keeping winners.

H3: If investors are more inclined to make investment study, they show less disposition
effect.

DATA SOURCES AND VARIABLE DEFINITIONS
To test the hypotheses, we use the databank of Individual Investors Sentiment Index in
Taiwan, a nationwide survey targeting on individual stock investors. Three surveys in the

databank are regarding the disposition effect, investigated on August 2004, April and June
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2005 respectively, and 2632 samples are collected. The surveys are made through phone call
by the Professional Survey Center of Shih Hsin University, Taiwan. The sampling error is
below 3% in 95% confidence level.
The disposition effect represents “selling winners too quickly and holding losers too
long” (Shefrin and Statman 1985). Various techniques are used to measure the DE, such as
the selling proportions of winners vs. that of losers (Odean 1998; Weber and Camerer 1998,
etc.), the comparison of holding periods (Odean 1998; Shapiro and Venezia 2001) or the price
changes (Kuo, 2010) of losers and winners, and so on. For example, Odean(1998) found the
holding period of losers (median 124 days) are longer than those of winners (median 104
days) and the proportion of winner realization is 24%, compared with 15% in losers. Kuo
(2010) reported that nearly one third of individual investors rejected to sell any losers, which
leaves the average absolute return of losers is significantly greater than that of winners. This
study adopts the same measure of Kuo (2010), which is constructed by two questions as
follows:
® On the average, how much do you earn when you sell the stocks in gains?
Jo~5% [006~10% [J11~20% [J21~30% [ 31~50% [1 More than 51%
O 1 do not sell.

® On the average, how much do you lose when you sell the stocks in losses?
Jo~5% [006~10% [J11~20% [J21~30% [ 31~50% [1 More than 51%
O 1 do not sell.

We construct the DE measure by the difference of the price changes of losses and gains.
We take the median of each bracket above as the proxy measure. For example, we take 8% to
represent the region of 6%~10% and 15.5% to represent the region of 11%~20%, etc. We take
60% and 100% to represent “more than 51%” and “I do not sell” respectively. Thus,

DE; = price change of losers to be realized;—price change of winners to be realized;

If DE>O0, it indicates the investor i is more willing to hold losers than winners, in terms
of the price changes, before realizing the gains/losses, consistent with the disposition effect.
If DE<O, it indicates the investor i is more willing to hold winners than losers, in terms of the
price changes, before realizing the gains/losses, which is labeled as the reversed disposition

effect in Kuo (2010). And if DE=0, it indicates the investor i has no significant preference to

dispose of winners or losers, in terms of the price changes.

As for the study measurement, there are two questions in the data bank as follows:
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» If possible, how many hours a week at most will you spend in studying investment
information?

* If possible, how many media a week at most will you access to get the investment
information? (For instance, it is 5 media if you will access one magazine, two TV
channels and two newspapers.)

The first question above is investigated in all three surveys but the second is only in one
survey. Both questions are of subjective willingness, instead of objective actions. It is more
plausible to inquire the subjective intention than if we ask the interviewees the real endeavor
they make in studying. The latter may involve greater estimation error, because some pieces
of time in reading/listening the relevant information (say, reading/listening on the way
home/work, etc.) may be counted in by some interviewees while not by others. Therefore,
there are at least two advantages to inquire the subjective intention. First, the measurement
error is more limited. Second, it reflects the interviewees’ intention or motivation of devoting
themselves in studying on investment, which is even more relevant in exploring investing
behaviors. Higher motivation usually represents better quality of actions. When only limited
time is allowed to study, one with ambition will try to enhance his/her study quality by other
routes, such as to discuss the investment in question over the interpersonal network.

In the following sections, we will examine the differences of studying efforts among
disposition patterns and the estimation results of multi-regression analysis on observing the
effect of study on reducing investors’ inclination of holding-losers/selling-winners and the

disposition effect. The conclusion follows in the last section.

EMPIRICAL ANALYSIS
Sample distributions
Regarding the sample distributions, the proportions of male and female are about the
same (51.1% and 48.9% respectively); most of the interviewees are between 30~59 years old
(81.7%), live in northern Taiwan (56.7%), highly educated (40.9%), have yearly income

between NT$200,000 and 1 million dollars. (Table 1)
Tablel  Sample distributions
The samples come from three nationwide surveys targeting on the individual stock investors. The total samples of

each demographic variable may be different due to missing data.

Variables samples % Variables samples %
gender male 1344 51.1 income  Less than $0.2M 524 22.0
female 1286 489  (NT$)  $0.2~1M 1477 62.0
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total 2630 100 More thang 1M 380 16.0

Age Less than 29 290 111 total 2381 100.0
30~39 717 27.3  education low 884 33.9
40~49 768 29.3 middle 658 25.2
50~59 632 24.1 high 1067 40.9
More than 60 215 8.2 total 2609 100.0
total 2622 100.0

Location  Northern TW 1492 56.7
Middle TW 540 20.5
Southern TW 600 228
total 2632 100.0

Investment study

Regarding the intention to make investment study, the individual investors would spend
averagely 7.1 hours a week. There are 12.6% of them do not intend to spending any time in
studying for investment, while 16% of them will spend more than 10 hours a week to study.
They would access averagely 3.76 media to get related information (including financial

newspaper, magazines, and TV programs). Most investors choose 1 or two media (46.9%).

Table2  Sample distributions of investment study intention: time and media

The data of study time are from three surveys and those of study media are from one survey.

Time(T, hours) 0 0<T=3 3<T=10 T>10 Total
samples 332 934 946 420 2632

% 12.6% 35.5% 35.9% 16.0% 100.0%
No. of media (M) 0 0<M=2 2<M <=5 M>5 total
samples 44 399 291 117 851

% 5.2% 46.9% 34.2% 13.7% 100.0%

Disposition patterns
Observing the average price changes of gains (losses), we find that three fourths of
investors will realize their gains before the prices rise up to 20%; to our surprise, about 40%
investors do not intend to realize any losses in hoping for the prices gaining back, and about

one third realize their losses by the prices drop up 10%. (see Figure 1)
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Figure 1 Sample distributions of the average price changes of the stocks held

The distribution of individual’s DE shows two heights. One is around zero with one

thirds of investors demonstrating the pattern of symmetry in terms of the price changes. The

other height of DE is around 0.71~1, where having one thirds of investors, mostly due to the

high proportion of investors reluctant to realize any losses. (See Figure 2)
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Figure 2 The distribution of DE

As a whole, most individual investors (nearly 50%) demonstrate the disposition effect;

that is, they hold losers longer than winners in terms of the price changes; 32.7% of investors
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have no difference between the price changes when disposing of winners and losers; 18.5%

of individual investors are of reversed disposition effect, keeping winners longer than losers

in terms of the price changes. (See Figure 3)
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40.0
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48.8

DE

Figure 3 Sample distributions of disposition patterns

The disposition patterns and investors profiles

The disposition patterns are significantly related with gender, income, and education,

according to the ANOVA results. The male investors with high income and high education are

more inclined to show the reversed DE, while female with low income and low education are

inclined to show the disposition effect.

Table 3 The independent test of disposition patterns and demographic variables
gender male female total x*(p-value)
reverse DE 253 144 397 52.222
23.6% 13.5% 18.6% (0.000)
symmetry 369 328 697
34.5% 30.8% 32.6%
DE 449 593 1042
41.9% 55.7% 48.8%
total 1071 1065 2136
age  ONUN a0-30 4049 so-so  MOEIAN o
reverse DE 46 121 115 92 21 395 11.004
20.2% 20.4% 17.6% 18.7% 12.5% 18.5% (0.201)
symmetry 80 185 229 148 55 697
35.1% 31.3% 35.1% 30.1% 32.8% 32.7%
DE 102 286 308 252 92 1040
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44.7% 48.3% 47.2% 51.2% 54.8% 48.8%
total 228 592 652 492 168 2132
income LS M g021-am MEETE ot
reverse DE 62 221 82 365 12.572
15.6% 18.0% 24.9% 18.7% (0.014)
symmetry 128 392 105 625
32.2% 32.0% 31.9% 32.0%
DE 208 614 142 964
52.3% 50.0% 43.2% 49.3%
total 398 1227 329 1954
education low middle high total
reverse DE 108 99 189 396 14.286
16.2% 17.7% 21.1% 18.6% (0.006)
symmetry 203 179 310 692
30.4% 32.0% 34.6% 32.6%
DE 356 282 397 1035
53.4% 50.4% 44.3% 48.8%
total 667 560 896 2123

As for the DE value of each geographic sector, the average DE of female is 0.37,

significantly higher than that of male (0.22), consistent with the previous empirical findings
(such as Feng and Seaholes, 2005; Kuo, Kuo, Chiu and Fang, 2005, etc.). According to the

results of ANOVA, there are significant differences among different groups of age, income

and education (P< 0.05), and most are linearly related. Roughly speaking, the investors of

older with lower income and lower education demonstrate higher DE. In addition, the

disposition effect is more obvious for those living in the southern Taiwan than those in north.

Table4  ANOVA of DE and Demographic Variables
variable Item samples  Average DE F p-value
Male 1071 .22 87.290 .000
gender L male 1065 37
Less than 29 228 19 8.194 .000
30~39 592 27
Age 40~49 652 .28
50~59 492 .35
More than 60 168 41
Northern TW 1224 .28 2.469 .085
Location Middle TW 439 29
Southern TW 476 .34
Income  Less than $0.2M 398 .36 7.808 .000
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$0.2~1M 1227 .30
More than$ 1M 329 23
Low 667 .36 17.136 .000
education middle 560 32
high 896 24
Table5  The Difference Test on Study Time among the Demographic Sectors
Avera_lge Avera}ge _ Mean Avergge Average studying . Mean
s_tudylng s_tudylng difference p-value s_tudylng time (J) difference p-value
time(l) time (J) (1-J) time(l) (1-J)
Age Location
Less than 29 30~39 -.08404 .014|Northern Middle -.00813 741
40~49 -.09269 06| TaIWan Southern -.05254 028
50~59 -.15761 .000{Middle Northern .00813 741
Morethan 60  -.21580 .000| T &iwan Southern -04441 128
30~39 Less than 29 .08404 .014|Southern Northern .05254 .028
40~49 -.00866 72g[T@IWan Middle 04441 128
50~59 -.07358 .006|Yearly income
More than 60 -.13176 .001||ess than 0.2M 0.2~1M .06244 .014
40~49 Less than 29 .09269 .006 More than 1M 12932 .000
30~39 .00866 .728|0.2~1M Less than 0.2M -.06244 .014
50~59 -.06492 .013 More than 1M .06688 .014
More than 60 -.12310 .001|More than 1M Less than 0.2M -.12932 .000
50~59 Less than 29 15761 .000 0.2~1M -.06688 .014
30~39 .07358 .006|Equcation
40~49 .06492 .013|Lower Middle .04885 .052
More than 60 -.05818 138 Higher .12862 .000
More than 60 Less than 29 .21580 .000|Middle Lower -.04885 .052
30~39 13176 .001 Higher 07977 .001
40~49 12310 .001 Higher Lower -.12862 .000
50~59 .05818 .138 Middle -.07977 .001

The impacts of investment study on the price changes of winners and losers

From the previous analysis we find the great variation on the disposition tendency. We

use regression models to analyze the impact of the investment study intention on the

disposition tendency. Table 6 is the estimation results of the influences of study time intention

from three surveys (1,672 samples) and table 7 is that of both study time and information

media from one survey (593 samples).

According to the estimation results, all models show statistically good fitness except for
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the model of price changes for winning stocks. Moreover, the study intention has good
explanatory power on the disposition effect. Despite the insignificance of the study
coefficients in models 2 and 5 (study does not make investors keep winners longer, we find
the DE value and the price changes of holding losers are negatively related with the
investment study time and the number of information media. The less study efforts investors
are willing to make, the more disposition effect they are subject to. The intention to study
helps to mitigate the disposition effect and mainly due to its effect on promoting the loss
realizations. We believe it is because the knowledge gained from studying effectively reduces
the uncertainty on stock value and thus reduces the resistance of realizing losses. Hypothesis
2 and 3 are supported by the empirical evidences while hypothesis 1 is not.

The regression models also show the influences of demographical variables. Female and
older investors with lower income and living in the southern Taiwan significantly
demonstrate higher disposition effect. The data are from three surveys; we need to control the
potential influence of investigation timing, so we put each survey into control by dummy
variables. The coefficients are insignificant. In other words, the effects of investment study

intention on lessening the disposition effect are robust.

Table 6  The impacts of investment study intention (time) on the disposition effects: regression models

Y=absolute return

Y=DE Y=return on gains on losses
Coeff. P-value Coeff. P-value Coeff. P-value
intercept 0.292 0.000 0.176 0.000 0.473 0.000
Time of studying -0.004 0.000 0.000 0.549 -0.003 0.001
Gender (1=mail, 0=femail) -0.127 0.000 0.011 0.288 -0.112 0.000
Age 0.004 0.000 0.000 0.926 0.004 0.000

location(1=northern Taiwan, O=southern) -0.051 0.059 -0.007 0.590 -0.060 0.022
location(1=middle Taiwan, O=southern) -0.033 0.318 0.016 0.284 -0.018 0.566

income(NT$M) -0.040 0.031 0.007 0.394 -0.034 0.055
education(1=middle, O=lower) -0.003 0.921 -0.010 0.471 -0.012 0.674
education(1=higher, 0O=lower) -0.033 0.219 -0.026 0.037 -0.061 0.018
survey(1=#2 » 0=#1) -0.001 0.978 0.011 0.354 0.011 0.661
survey(1=#3 » 0=#1) 0.005 0.860 0.001 0.904 0.007 0.773
Adjusted R-squared 0.053 0.001 0.055
F-statistic 10.292 1.143 10.644
Prob(F-statistic) 0.000 0.326 0.000

No. of samples: 1672
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Table 7 The impacts of investment study intention (time and media) on the disposition effects: regression models

Y=absolute return

Y=DE Y=return on gains on losses
Coeff. P-value Coeff. P-value Coeff. P-value
intercept 0.330 0.000 0.211 0.000 0.541 0.000
Time of studying -0.004 0.027 0.000 0.676 -0.004 0.016
Channels of studying -0.005 0.012 -0.001 0.236 -0.006 0.002
Gender (1=mail, 0=femail) -0.155 0.000 0.038 0.018 -0.117 0.001
Age 0.003 0.015 0.000 0.561 0.003 0.029

location(1=northern Taiwan, O=southern)  -0.023 0.597 -0.044 0.026 -0.067 0.124
location(1=middle Taiwan, O=southern) -0.014 0.781 0.008 0.733 -0.006 0.901

income(NT$M) -0.007 0.822 0.001 0.932 -0.006 0.851
education(1=middle, O=lower) -0.044 0.337 -0.014 0.491 -0.058 0.202
education(1=higher, 0O=lower) -0.065 0.126 -0.022 0.254 -0.087 0.040
Adjusted R-squared 0.065 0.020 0.065
F-statistic 5.567 2.317 5.575
Prob(F-statistic) 0.000 0.015 0.000

No. of samples: 593

CONCLUSIONS

Existing studies on the disposition effect is mainly of descriptive research. The
empirical evidences consider it an error due to its disadvantage to the investment
performance. However, few advices are given to investors to reduce the disposition effect,
leaving it a research gap to be filled. This study proposes the study hypothesis and argues that
studies help to reduce the stock value uncertainty and thus decrease investors’ resistance to
realizing losses or keeping winners longer. Through the nationwide surveys in Taiwan, we get
1672 effective samples to do the empirical analysis and find the study hypothesis is
significantly supported. That is, if investors are more intended to make investment study,
their disposition effects are lessened. And it is mainly due to the study effect on promoting
loss realizations; the study intention fails to make investors keeping winners longer. We
suggest it us because study leads investors to be more rational oriented and thus less driven
by the sentiment regret averse. In a word, back to basics to make investment study is helpful

to lessen the disposition effect.
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ABSTRACT

This paper considers the definitions of workplace spirituality, its value, and how the defining
foundational concepts are manifested within organizations today. Also, if there is value, what is
the process of educating future leaders so that they are prepared to create and sustain workplace
spirituality as part of the cultural fabric of their organizations? Last, there is a call for dialogue
between management practitioners and theorists as to whether the phrase, Workplace
Spirituality, can thrive within the management practitioner’s vernacular. Perhaps it is more
effective to refer to the workplace spirituality concepts under their covert labels and avoid using
the controversial “S” word. Keywords: leadership, management, spirituality, religion, manager-
employee interaction, organizational behavior, spiritual philosophies.

INTRODUCTION

The discipline of management has continuously responded to its changing environment. As
issues of diversity, gender equality, etc., emerged as social issues, with the potential to influence
employee productivity, leadership strategies adapted. For example, years ago a discussion of
“stress at work” was perceived as soft, negative, and weak. In a short time the work-stress
conversation found its way into mainstream management discussions.

The goals of management have not change; the foundational philosophy of the management
discipline is getting the work done, achieving organizational goals, and meeting stakeholder
needs. Often companies will suggest that their stakeholders include clients, shareholders, and
employees, but employees often have the least influence in the boardroom. Yet, without engaged
employees, neither shareholder nor client will be satisfied (Jain 2011).

Management tactics may need to once again respond to recognize the modern worker and the
emerging discussion of spirituality and the workplace. (Pawar 2009; Driscoll and McKee 2007;
Sheep 2006; Leigh 1997). Essential to this discussion is the understanding that Spirituality is not
religion (Leigh 1997). Rather, spirituality is part of the fabric of individuals, and individuals
populate organizations. Managers are certainly not expected to become religious leaders, but
rather to recognize the need many employees have for meaningful work and to feel connected to
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each other and to their environment. (Milliman, Ferguson, Trickett and Condemi 1999; Pawar
2009; Sheep 2006).

This paper considers the definitions of workplace spirituality (WS), lessons gained from the
spiritual philosophies, the value of WS, and how the defining WS foundational concepts are
manifested within organizations today. Also, if there is value, what is the process of educating
future leaders so that they are prepared to create and sustain workplace spirituality as part of the
cultural fabric of their organizations?

BACKGROUND

Workplace spirituality emerged with perceivable interest in the early 1990s with books and
articles published in respected journals, such as: Journal of Managerial Psychology, Journal of
Management Inquiry, Journal of Management Education, and Journal of Organizational Change
Management (Giacalone and Jurkiewicz 2010). The introduction of the Special Interest Group
(SIG), Management, Spirituality, and Religion, within the Academy of Management, provided a
respected venue for emerging research.

Pawar’s (2009) research identified four foundational concepts upon which workplace spirituality
can stand. They are Transformational leadership, Organizational Citizenship Behaviors,
Organizational Support, and Procedural Justice. Pawar tracked these four concepts back to their
founding disciplines, then their emergence in the field of Organizational Behavior, and finally
linked them together within the emerging discipline of Workplace Spirituality (WS). Pawar’s
findings place WS as an important sub-discipline of the well-established discipline of
Organizational Behavior.

Giacalone and Jurkiewicz show the research links between WS and other disciplines. The links
include: Agency theory (self direction, individual existence), Ethics and social responsibility
(moral behavior), Materialism (importance of possessions), Work values (importance given to
particular work-related outcomes), Workaholism (excessive time spent at work which leads to
detrimental life outcomes), Servant leadership (leadership that serves others), and Work-life
balance (establishing greater equality in time spent at work and home), to name a few.
(Giacalone and Jurkiewicz 2010, 17-18).

Leigh (1997) highlights stories of corporate programs and CEO testimony that suggests that
“there is a new connection happening in many organizations between employees and
management that is resulting in a happier workforce and real bottom-line improvements.” (Leigh
1997, 26). Briskin suggests that “soul and self are inextricably linked to who we are both inside
and outside of the workplace” (Cohen 1997, 57).

On the other hand, Pava (2003) concluded, after the review of popular books on WS, that
satisfactory models of legitimate workplace spirituality have not been found because of the
restrictive definitions of spirituality. Unfortunately, spirituality is too closely linked to religion,
which has no place in the business world. Some feel that drawing spirituality into the workplace
is divisive, excludes those who are not part of a particular tradition, can cause abuses, and may
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lead to the manipulation of employees (Mitroff and Denton 1999; Karakas 2010, Giacalone and
Jurkiewicz 2010).

Separating workplace spirituality (WS) from religion has been a strong focus within the
literature. Giacalone and Jurkiewicz stress that WS must be separated from the “faith blanket in
which it is frequently cloaked” (2010, 4). They further suggest that the work to separate WS
from religion is “equivalent to surgically dividing conjoined twins” (Giacalone and Jurkiewicz
2010, 4).

Ultimately the workplace spirituality literature can be summarized into the employee’s search for
meaningful work, a workplace community, and transcendence of self-interest. (Karakas 2010;
Pawar 2009).

DEFINITIONS FOR SPIRITUALITY AND WORKPLACE SPIRITUALITY (WS)

There are a range of definitions for workplace spirituality (WS). Karakas (2010) stated that there
are more than 70 definitions of WS. What makes it more difficult is that there are no standard
definitions for the root word, spirituality. Definitions of spirituality include concepts such as
inner consciousness; enlightenment; “a specific form of work feeling that energizes action;” and
a worldview with a path (Karakas 2010, 91). Karakas distinguishes spirituality from religion by
characterizing it as a “personal, inclusive, non-denominational, universal human feeling; rather
than an adherence to the beliefs, rituals, or practices of a specific organized religious institution
or tradition” (Karakas 2010, 91).

Ultimately, spirituality can be referred to as the deepest values and meanings by which a person
lives. Spirituality often is characterized by a need to feel connected to other people, the
environment, and to some higher reality. Workplace leadership would not address the
connectedness an individual worker may or may not have to a higher reality, but certainly it
would address the employee’s need to connect to a meaningful organizational goal, to the
environment, and to others in the workplace (Pawar 2009; Duchon and Plowman 2005). An
employee spends a majority of his or her waking hours at work; as a result, this desire to feel
connected to others, and to the environment, will pervade the workplace. Leaders must articulate
how their organization’s work is beyond economic purposes and serves a larger social purpose.
This articulation of transcendence will help the employee know how he or she is instrumental in
the organization and how his or her work supports that social purpose (Giacalone and Jurkiewicz
2010).

Daniel (2010) pulled together the following definitions Workplace Spirituality (WS):

e The recognition that employees have an inner life that nourishes and is nourished by
meaningful work that takes place in the context of community (Ashmos and Duchon 2000,
137).

e A framework of organizational values evidenced in the culture that promotes employees’
experience of transcendence through the work process, facilitating their sense of being
connected to others in a way that provides feelings of completeness and joy (Giacalone and
Jurkiewicz 2003, 91).
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e Spirituality in the workplace is an experience of interconnectedness and trust among those
involved in the work process, engendered by individual goodwill; leading to the collective
creating of a motivational organizational culture, epitomized by reciprocity and solidarity and
resulting in an enhanced overall performance, which is ultimately translated in lasting
organizational excellence (Marques 2005, 285).

Grzeda and Assogbavi (2011, 239) offer the following working definition for spirituality in
management: It “consists of those management behaviors driven entirely by spiritual values,
teachings, or beliefs, regardless of their source, creating connections between behavior and
personal spiritual meanings which are cognitively acknowledged and affectively valued by the
manager.”

Marques, Allevato and Holt (2008, 85) developed a working definition that states, “spirituality in
the workplace is an experience of interconnectedness among those involved in the work process,
initiated by authenticity, reciprocity, and personal goodwill engendered by a deep sense of
meaning that inherent in the organization’s work; and resulting in greater motivation and
organizational excellence.”

Giacalone and Jurkiewicz (2010, 5) suggest that the lack of consensus around a conceptual
definition for workplace spirituality hampers scientific study. Leigh (1997, 27) further suggests
that “no one definition can encompass this entire phenomenon” but it can be said that there is an
emphasis by corporate leaders to develop values-based businesses and to “recognize the need to
help create meaning and purpose for their employees, and to link an organization more closely
with its workforce.”

SYNONYMS FOR CONNECTIVITY AND SPIRITUALITY IN THE WORKPLACE

As an organizational behavior professor, could you walk into your classroom and ask your
graduate students if they value: fairness in organizations (procedural justice), the ability of their
leaders to inspire employee loyalty, the influence to get employees to collectively work toward
the higher order goals of the organization (transformational leadership), to create an organization
that cares about the employee’s well-being and contributions (organizational support), and
sustains employee actions that benefit others without seeking a direct reward (organizational
citizenship behaviors)? We suggest that those graduate students would agree whole-heartedly.
Yet, would you be as successful to gain these graduate students’ agreement if you asked them if
they support workplace spirituality? Research shows that people are mixed on how they view the
concept of spirituality and its relationship to formal religion. Mitroff and Denton (1999) found
that 60% of their subjects viewed spirituality positively, while the remainder held negative views
of spirituality as religion. Leigh (1997) found after interviewing CEOs that they prefer not to use
the “S” word, referring to spiritual or spirituality.

Pawar (2009) found that the four OB concepts of procedural justice, transformational leadership,
organizational support, and organizational citizenship behaviors, are foundational to workplace
spirituality. Relevant is the insight that leaders “do not explicitly use the term spirituality or
workplace spirituality. Rather, they include a different set of explanations for employee
transcendence of immediate, narrow, or economic self interests” (Pawar 2009, 254). Pawar
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further suggests that synonyms for workplace spirituality (WS) include: employee
transformation, social exchange, reciprocity and more (Pawar 2009, 254).

In summary, theorists and practitioners have created new terms that describe the support of the
modern workplace. Concepts such as team building, social responsibility, diversity, participative
management, servant leadership, job enrichment, theory Y, workplace integrity and of course,
business ethics, can be weaved together to describe our professional and human need to
transcend self-interest, feel part of something larger, and to connect to other human beings, even
within the workplace (Pawar 2009, Sheep 2006). The term spirituality mixed into the workplace
vernacular may find sufficient resistance to keep it solely within the pages of academic journals.

IS THERE VALUE FOR SPIRITUALITY WITHIN THE WORKPLACE?

It is not our intent to tie religion to workplace spirituality as we do not expect religion to enter
the work environment. The U.S. founders had the insight that religion was personal and our
individual rights were worthy of protection. No collective religious beliefs should influence the
capitalistic nature of a country that allows each person to benefit from the sweat of his or her
own brow. That being said, we do wish to discuss the lessons which the spiritual philosophies
and religions can offer to management theorists and practitioners. Also, there are other
management philosophies that address these same issues of connectivity yet do not use the word
spirituality.  Business ethics, social responsibility, organizational culture and climate,
transformational leadership, organizational citizenship behavior, organizational justice (Pawar
2009), valuing diversity, sustainability, connectedness, and conscientiousness, are all terms that
have found a home in the workplace. No fear is attached to using these words and phrases at
work; they all represent valued enhancements to organizational life.

Sheep (2006) cited Mitroff and Denton’s Spiritual Audit of Corporate America (1999) when
suggesting that there is evidence that leaders who consider their organizations to be spiritual,
also see their businesses as more ethical. Garcia-Zamor (2003) suggested that “bringing
spirituality into the workplace could create a different organizational culture in which the
employee would be more satisfied and would have an improved performance” (Daniel 2010,
445). Although some scholars suggest that spirituality should be an end in itself and not be used
to improve profits, there is a trend toward recognizing WS as tool to engage employees and
improve performance, ultimately impacting organizational results (Karakas 2010, 92).

Karakas (2010) reviewed close to 140 workplace spirituality (WS) articles, specifically seeking
insights on whether WS supports performance results at work. The findings are well
summarized suggesting that WS enhances the employee’s quality of life and well-being, helps
the employee find meaning and purpose at work, and offers the employee a feeling of being
connected to a community. The culture of the organization has a primary influence on the
employee’s perception of community, connectedness, and spirituality.  Reder’s (1982)
conclusions were cited as “unequivocally” suggesting that “spiritually-based organizational
cultures are the most productive and that by maximizing productivity they confer organizational
dominance in the marketplace” (Giacalone and Jurkiewicz 2010, 6). Further it has been shown
that cultural factors related to workplace spirituality override the economic-political influences
on the employees’ productivity (Giacalone and Jurkiewicz 2010).
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Giacalone and Jurkiewicz (2010, 20) suggest that scientific research within the discipline of WS
will bring improvements to workplace life, as long as they are “unfetted by legal and religious
phobias.” They identified the potential benefits that may emerge from successful collaboration
and controlled study of WS and its impact on organizations. These potential areas of benefit
include: Recruitment (how do we recruit candidates who desire a spiritual work environment),
ethics (increased ethical decision making), creativity and innovation (are spiritual workers more
creative?), public relations (repercussions for those accepting or rejecting spirituality), leadership
(is job satisfaction influenced by spirituality), work-family issues (what is the relationship to
work-life balance and spiritually at work?), and motivational/reward systems (are spiritual
workers motivated by different factors than non-spiritual employees?).

LESSONS FROM SPIRITUAL PHILOSOPHIES AND RELIGIONS

We have stressed the controversy around the linkage of religion to spirituality within the
workplace. There is no doubt that practitioners should not use religious rituals within their
business practices, but the lessons that can be gained from these rich and deep spiritual
philosophies can be translated into practices that business leaders can use to draw together the
spiritual beings at work.

Sacred Pipe = Management Consensus

The Lakota’s Sacred Pipe is the instrument used to ensure that all who meet come in peace. The
Lakota’s are a native tribe in the US, members of the Sioux tribe; their strength severely
diminished since the 19" century. This proud tribe brings rich tradition; we can learn from its
rituals. When a group of men, including the medicine man, would meet to make tribal decisions,
especially the development of their treaties with the US government, the Sacred Pipe was central
to the decision making and consensus-gaining process. The smoke from the Sacred Pipe travels
upward to the six ancestral grandfathers; it represents the respect toward the decisions that had
been made in the past (Neihardt 2008, 4). Neihardt cites Walker’s book, Lakota Belief and
Ritual, discussing how smoking the pipe brings peace among smokers and helps them remember
the decisions made by their ancestors. At the beginning of a meeting, the members would pass
the Sacred Pipe, allowing each man to reflect on the decision that was to be made that evening.
(Neihardt 2008).

Each tribe had its own Sacred Pipe. The host of the meeting would present the pipe to those
attending the meeting. The pipe’s decorations represent the establishment of the tribe. When you
see the pipe, you understand which tribe’s leader is hosting the meeting (Neihardt 2008, 3).
Smoking the pipe also represents to each man that he has the responsibility to be sincere, honest,
and devoted to bring forward the best decision for the common good. Though the men would
debate and perhaps argue as the decisions were being developed and made, once consensus was
gained, all members smoked the Sacred Pipe to seal the decision. Most important, the pipe
represents the solidarity among those who contributed to the decision. As everyone leaves the
meeting, all are in common agreement that the best decision had been made (Neihardt 2008, 5).
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In parallel, the Sacred Pipe still exists today in real-world business decision making. No, there is
no smoking at the meetings, but there are minutes gathered which allow those in attendance to
reflect on prior decisions. Also, attendance is taken so that the identity of each member at the
meetings is recorded and made public for all to see. Most important, managers who fight it out
during the meeting may find a social tradition at the end of the meeting to celebrate the
consensus gained among all parties. Regardless of where the individuals stand during the debate,
everyone walks out of the meeting supporting the group decision. Cocktails, dinner, cigars on a
fancy balcony, may all be part of corporate celebrations that are reflective of the spirituality
among the decision makers to work toward the common good.

Spiritual Reflection = Managerial Empowerment

Moberg and Calkins (2001) used the writings of St. Ignatius Loyola (1491-1556), the founder of
the Society of Jesus, to draw out the essential ingredients that can be translated into a process of
managerial reflection that may lead to better decision-making and true empowerment. St.
Ignatius’ process of reflection is over 500 years old. These Spiritual Exercises were developed
for Christian believers; the structure of these exercises used “imagination, role-modeling, and the
integration of reason with the emotions” as a means to enhance the spiritual reflection of these
Christian disciples (Moberg and Calkins 2001, 257).

Moberg and Calkins bring this process forward to us today as a four-phase process that leaders
can use in their daily routines. The process engages the manager’s emotions and imagination. It
is a strong model for reflection that begins with the individual’s experiences and moves toward
reflection, conceptualization, and then experimentation. Moberg and Calkins (2001) cite the
testimony of Bell and Howell CEO, Charles Percy. He would reflect for 45 minutes each night
before bed. This regular evening ritual is similar to the Hindu form of meditation. Percy’s
evening reflections were modeled after the exercises inspired by St. Ignatius’ writings.  His
meditative reflections allowed him to consider specific questions or simply focus on conflicts,
expectations, attitudes, and whatever else may have been on his mind.

The essential part of the process is that it allows the manager or the employee to draw on his or
her real-world experiences; these experiences may otherwise be lost in the hurried life-style of
today’s over-worked leaders.

The benefit of this reflective process is two-fold. These reflective practices can be used by
leaders, but they can also be taught to employees. As employees are given these advanced tools,
they will be more apt to offer solutions to workplace problems as they draw upon their
experiences within the realm of quiet reflection. Essential is that the reflective process remain
absolutely voluntary (Moberg and Calkins 2001). Once again, a process that has a spiritual
undertone must be presented to the employees cleansed of any religious reference.

In conclusion, Moberg and Calkins (2001) propose that St-Ignatius Loyola’s approach touches
many of the themes which are central to contemporary business ethics (virtue, role modeling,
emotional engagement, interpersonal relationships). Done well, the Spiritual Exercises offer
clear- headedness to both leaders and their employees.
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Eastern Spiritual Philosophies = Modern Management Vision Statements

Corner (2009) extends the theory on the relationship between workplace spirituality and business
ethics by integrating lessons from ancient Eastern spiritual traditions, such as yoga. The yogic
self control (“Yamas” in Sanskrit) is comprised of five practices for harmonizing and deepening
social connections in the Workplace within any community.

Most of the Eastern cultures are aware of yoga (in Sanskrit it means to join). Yogic practices
include Asanas (static posture), breathing practices (pranayama), and meditation (Sivananda
2007). These Yogic practices are relatively new to the West, when compared to the ancient
philosophies of Yama. The practice of yoga achieves a permanent state of peace, joy, and
selfless dedication to humanity (Satchidananda 2004).

The five practices of Yama come from an uncertain period over 3000 years old (Vishnu-
Devananda. 1981). They are designed to harmonize a person’s social interactions. Harmonized
relationships are needed because any discordance disturbs the mind (Corner 2009). Great
examples of those who practiced the Yamas is Mahatma Gandhi, who practiced non-violence,
“Ahima.” Charles Darwin demonstrated the use of truthfulness and honesty “Asteya,” when
reflecting authorship of his book, “Origin of The Species” in 1856.

Driscoll and McKee (2007) also bring forward the connections between spirituality in the
workplace, ethical organizational culture, and authentic transformational leadership. They
provide examples of spiritual storytelling by leaders that give employees the capacity to
understand the goals and objectives of the enterprise. A double win-win situation occurs: the
leader becomes more attainable and may feel more efficient in his or her work. Simultaneously
the work is accomplished by a conscious employee who’s more aware of the businesses vision
and values.

These spiritual philosophies can be foundational for the development of organizational mission
and vision statements. Values-based organizations that build their processes on such spiritually
healthy philosophies will enjoy longevity that will be felt for decades as the organization thrives
in the changing environments which are prevalent in Capitalistic cultures.

Jainism # Nazism

The philosophy of Jainism has similarity to Buddhism, Hinduism and the Tibetan philosophy.
The religion prescribes a path of total non-violence towards all living things. For example, a root
vegetable is not harvested, because it would be considered a practice of Killing, which is against
the philosophy of Jainism. We recognize that this practice may only exist with individuals who
are fundamentalists, but demonstrates the full range of this non-violent philosophy. The
existence of Jainism goes back over 2500 years. It’s the smallest religion but among those
considered most important (Foot 1999).

The Religious symbol of Jainism is the Svastika. Its definition is the state of goodness. The

Svastika represents the “Kosmos;” the four worlds: men, gods, fauna, and the world of devils.
The moral code of that religion possessed five vows (non-violence, sincerity, honesty, chastity,
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and non-attachment of material). The form was adopted by Adolf Hitler and the Third Reich as
its political party insignia in 1920. After World War I, this emblem was almost completely
eliminated in the West due to its connection to the evil outcomes of the Nazi’s. This is in
complete opposition with the pure philosophy of Jainism. (Changing Times 2005).

The lesson is that a leader may be able to use the values of a spiritual philosophy to manipulate
followers. This is warning that aligns with the concerns of some WS authors on the use of
spirituality in the workplace.

Extreme Example of Religion at Work = Warning To Practitioners

Proulx’s (2006) work focused on the presence of religion in the workplace. Though rare in
Quebec, she did find more instances in the USA, where religious artifacts and practices were
explicitly present in the workplace. She articulated in detail the story of one Canadian company,
Tomasso Corp. This company produces frozen Italian meals and is owned by Mr. Jean-Robert
Ouimet, who is a conservative Catholic. Proulx documented his model for leadership, which he
had developed while earning his doctorate. Mr. Jean-Robert Ouimet was so confident in his
business philosophy, that he said, “I challenge anyone to be successful in business without a
spiritual presence.” He further stated, “Without God, we don’t go far” (Proulx 2006). He had no
constraint in openly promoting his own values (Driscoll and McKee 2007). Proulx’s (2006)
work revealed less spirituality and more explicit religious presence within Ouimet’s
organization. Mr. Ouimet had developed his philosophy in the form of a Management Guide,
which he titled, “Gold Book.” The “Gold Book” (Le Livre Doré) was a direct summary of his
doctoral thesis, which was titled, “Management Tools for Maintaining Happiness and
Productivity.” Proulx found religious artifacts in the form of religious posters, a dedicated room
where employees could pray, the presence of prayer before board meetings, and the ability for
employees to volunteer at charity organizations during working hours. Proulx commented that
Mr. Ouimet even required a moment of silence before his meetings with her.

Mr. Jean-Robert Ouimet was very clear in his hiring practices. He was not shy in describing his
hiring philosophy, which is, “To work for me, you must believe; otherwise you won’t be happy
working in my business.” Before hiring a new employee, he would meet with both the employee
candidate and his or her partner in a social setting. This provided Mr. Ouimet an opportunity to
fully evaluate the spiritual life-style of the candidate. After hearing of this practice, Proulx asked
Mr. Ouimet what may happen if the employee candidate arrived at the lunch meeting with his
same-sex partner. Mr. Ouimet did not directly answer; there was complete silence. Ultimately
his response to Proulx was “no homosexual has applied to my business.” He did acknowledge
that it may happen one day. He finished by saying, “God loves everyone” (Proulx 2006).

Proulx did not find any conflict within the Tomasso Corp., but it is most likely due to the
owner’s hiring practices that resulted in a like-minded work group of practicing Catholics.
Everyone is on the same page. As of the writing of this paper, we are not aware of any filed
discrimination suits. Oddly, the conflict arose from the owner’s son, Mr. Robert Ouimet, Jr.
Proulx suggested that observers of Tomasso Corp. were perplexed by the owner’s explicit
display of religiosity. While Ouimet Jr. was working for the father’s parent company, he had
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confided to a journalist that he felt that religion has no place in a commercial business. That
conflict between the father and son nearly landed them in court.

On the opposite end of the spectrum Proulx (2006) offers the example of Cascades Corporation,
which considers spirituality less important. For example, if an employee candidate includes on
the application any reference to spirituality as a component of their personal life-style, there is a
good chance that this person may not get an interview. The company-position is that an
employee’s spiritual activities should be private. The company prefers focusing on employee
well-being and treating each with dignity and respect.

Proulx (2006) concluded by saying that there is a lack of consensus when discussing the meaning
of Workplace Spirituality. WS means different things to different people and Proulx’s extreme
examples demonstrate this lack of agreement. The lesson to practitioners is to strike the balance
where spirituality is inclusive, secular, non-threatening, and most important, non-discriminating.

ARE FUTURE LEADERS AND MANAGERS LEARNING ABOUT THE VALUE OF
WORKPLACE SPIRITUALITY?

Managers gain their knowledge and skills from a variety of sources, some directly from an
industry providing a lifetime of hands-on experience, others learn business skills from working
in their families’ businesses, others start businesses as entrepreneurs and learn as they grow, and
many come from business schools. Individuals who intentionally plan a career in business will
often enter a graduate business program leading to the Master of Business Administration
(MBA) degree. The International Assembly for Collegiate Business Education (IACBE) and The
Association to Advance Collegiate Schools of Business (AACSB) are the specialized accrediting
bodies for institutions that offer business education programs. Although business education
includes the disciplines of Management, Marketing, Accounting, Finance and Managing
Information Systems, this article focuses on the discipline of management, which is a dominant
discipline within graduate level business education (Mackenzie and Smith 2009). An
appropriate management curriculum, as defined by the IACBE includes 1) management
principles, 2) organizational behavior, 3) human resource management, and 4) operations
management. The IACBE standards are established to “ensure that students understand and are
prepared to deal effectively with critical issues in a changing global business environment”
(IACBE Accreditation Manual 2006, 73).

The Workplace Spirituality literature is nestled within the discipline of Organizational Behavior
(Pawar 2009), which is classified as a primary knowledge area for management education
(IACBE Accreditation Manual 2006). It may therefore be assumed that workplace spirituality is
part of the business curriculum. We suggest that is an assumption that cannot be made. We
further suggest that it is unclear as to whether WS is explicitly discussed in business school.
Perhaps the WS concepts are being taught, but without using the “S” word. Thompson (2000)
asks whether you can train people to be spiritual. He suggests that “trainers who help people
develop supervisory skills, teach them how to deal with difficult colleagues, or coach them on
their career paths are providing training in spirituality — just under different names” (Thompson
2000, 18). His research had found that High Schools are starting to provide spiritual training
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under the Character Education Movement, which gained impetus after the shooting at Columbine
High School in Colorado (Thompson 2000).

Grzeda and Assogbavi (2011) suggest that business education still focuses heavily on teaching
future leaders how to pursue profitability and exploiting every opportunity for continuous
growth. They draw from the healing disciplines, and more specifically Tikkun olam, to
recommend a conceptual approach for management education. Briefly, Tikkum olam, translated
“repair of the world,” encourages social action directed at the community or society with the
intent of healing social ills. Grzeda and Assogbavi (2011, 243) suggest that management
education needs to be authentically transformed by “essentially substituting an orientation
toward repair of the world to replace profitability as the ultimate business goal.”

Before we move forward with a transformation of management education, we recommend that
we look at what is being taught in today’s graduate programs. We recognize that general ethics
and philosophy is traditionally taught within the general education curriculum of undergraduate
programs. Business ethics is most likely integrated into the business and management
curriculum. Yet, we suspect that spirituality is limited to the academic disciplines of theology
and philosophy. Since management is the science of oversight, most often of labor, which
translates to mean people, we suggest that managers should actively learn to engage and manage
the spiritual person. Our proposal for research will allow us to better understand whether our
future leaders are receiving the knowledge and skills they will need to fully engage their
employees.

A PROPOSAL FOR RESEARCH

The purpose of this research proposal is to gain a better understanding of what WS concepts are
being taught to graduate students within business education programs. The study is designed to
be exploratory in nature (Morse and Richards 2002, 27-28) and will use descriptive statistics to
describe the data collected, and qualitative methods to draw meaning from the data and to extract
tentative conclusions and recommendations (Kidder 1981, 103). Any human subject research
will include approval by the Dowling College IRB.

The study will be conducted in three stages. Stage one will include a review of the business
curriculum for a random sample of graduate business programs. Stage two will include a
questionnaire to graduate professors that will probe and explore the results from the stage one
syllabus review. Stage three will include a questionnaire to current graduate students to explore
whether they have observed any reference to spirituality within their current or previous
workplaces. These students will be provided definitions of WS and asked whether they have
seen any such behaviors demonstrated within their current or previous work environments.

Stage One Sample
The population and sampling frame for Stage One is the colleges included in the most recent
publication of the US World Report on Best Colleges. The non-probability based, purposive

sample drawn from this sampling frame will be randomly selected. Ten colleges with graduate
business programs will be drawn from the group of most selective schools. Ten colleges with
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graduate business programs will be drawn from the group of more selective schools. Ten
colleges will be drawn from the group of selective schools. The sample size will be a total of
thirty graduate business programs in the United States.

Stage One Program Review

The program website for the graduate MBA program will be used to gather stage one data. The

following data elements will be collected:

e Is there any required course in the curriculum which includes the term spirituality in its title?

e Is there any elective course in the curriculum which includes the term spirituality in its title?

e Review the course description for any leadership courses and organizational behavior courses
to determine if the term spirituality is included in the description.

e Capture the name and contact information for the professors teaching Leadership and
Organizational Behavior courses within the program.

Stage One Syllabus Review

Search for the syllabus for the Organizational Behavior course offered within the graduate

program. Review those syllabi for the following:

e Any evidence that Workplace Spirituality is being covered within the course.

e Any evidence that Workplace Spirituality — like concepts are being covered within this
course.  This will include concepts such as: ethics, consciousness, transformational
leadership, organizational citizenship behaviors, servant leadership, etc.

Stage One Analysis

Descriptive statistics will be captured and reported.

Stage Two Sample and Questionnaire

One hundred percent of the professors teaching either leadership or organizational behavior will

be contacted to explore and probe the results gathered from stage one. These professors will be

asked to comment on the workplace spirituality concepts that are discussed in their classes.

Open-ended questions will be used to gather rich data.

Stage Two Analysis

Content analysis will be used to reduce the data from the responding graduate professors and to
draw tentative conclusions.

Stage Three Sample and Questionnaire
A sample of convenience of 50 current graduate MBA students will be provided descriptions of

workplace spirituality definitions. The students will be asked to describe any observed behaviors
or references they have experienced at their current job or any previous job.
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Stage Two Analysis

Content analysis will be used to reduce the data from the responding graduate students and to
draw tentative conclusions.

OPEN DISCUSSION FOR MANAGEMENT THEORISTS AND PRACTITIONERS

The literature suggests that there is a lot of controversy within the emerging field of Workplace
Spirituality. Many scholars’ basic aim is to “make the area of spirituality at work research more
legitimate and mainstream to organizational studies” (Karakas 2010, 92). The purpose of our
paper is to invite open discussion on the topic of spirituality in the workplace. To spur
discussion, we have presented knowledge drawn from the literature as well as lessons that have
emerged from the spiritual philosophies. We have also proposed a research process that will
explore academic business programs to determine whether workplace spirituality has entered
into the academic preparation of future managers. Perhaps we can now apply the once
considered New Age philosophies to current workplace strategies. On the other hand, perhaps it
more effective to continue to train and use the concepts of workplace spirituality under their
covert labels and avoid the controversy in using the “S” word.
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Summary

This paper offers a summary status of the introduction of formal ethical approaches in
corporations. After having sketched the outlines of the notion of organisational ethics, we
analyse the challenges and objectives of these practices, and propose a typology of the
formalisation and of the mechanism accompanying it. We then go on to question the
relevance of these practices.

Introduction

The themes of organisational ethics, of corporate social responsibility and of sustainable
development (these three concerns tend to overlap) are the focus of growing interest since the
late 1980s. This groundswell (nourished by several successive vogues) testifies to the
evolution in collective representations concerning the role of the corporation in society. The
desiderata of consumers, investors, employees and, in general, citizens, reveal a growing
social demand for greater integration of ethics in corporate life.

Ethics is branch of philosophy which, for many centuries, has been attempting to propose a
guide for the conduct of man in society. The proliferation of speculations on the issue
highlights the difficulty of drawing a distinction between ethical and unethical. Hence no
consensual definition of ethics exists: depending on the author, the concept oscillates between
reflection about the notion of Good and the enunciation of normative rules.

We propose to qualify, as ethical, reflection that occurs upstream of action and which aims to
distinguish between good and bad ways of acting.

Individual ethical behaviour eludes any easy definition. The task is further complicated if one
tries to clarify what is the ethics of an organisation, a college of individuals or a set of
contracts (implicit and explicit), mingling different, indeed conflictual interests. In such a
context, ethics is a field of tensions, lying between the interest of the corporation, the general
interest and the interests of others. The challenge is to find a balance where the interests of
the various stakeholders cannot be achieved simultaneously.

Stakeholders “are the individuals or constituencies that contribute, either voluntarily or
involuntarily, to its wealth-creating capacity and activities, and that are therefore its potential
beneficiaries and/or risk bearers” (Post, Preston and Sachs, 2002, p.19).

Organisational ethics defines the way in which the corporation integrates its values and key
principles in its policies, practices and decision making processes. This also includes the
quest for compliance with legal and internal rules.
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Ethical approaches of the corporation: origins and objectives

Since the late 1990s, many major corporations have adopted formal systems to manage the
organisational ethics dimension and to consolidate compliance with the law.

Many factors were combined at the emergence of these practices (see Van Parijs, 2004, p.
597):

- a technological evolution that increasingly impeded the precise control of the effort
and of the honesty of an ever more crucial fraction of the corporate employees;

- rapid globalisation of economic activity, which makes its regulation by national laws
increasingly difficult, and, faute de mieux and through fear of supranational state of
regulations, spurs self-regulation by corporate executives;

- growing sensitivity of corporations to their brand image. Corporations are faced with
difficult choices, whose economic and social consequences are scrutinised and judged
by public opinion. The ethical reputation of the corporation, in other words, its
integrity as perceived by the Stakeholders, has accordingly become an important part
of its capital.

Moreover, a growing number of executives consider ethics as a motor of success, and have
the conviction that only corporations that have succeeded in clarifying their values are likely
to succeed.

Ethics approaches appear to meet a dual objective:

- In response to environmental pressures, they appear as a tool for protecting the
interests of corporate management, and for managing risks of conflict with
stakeholders. In the United States, for example, the Federal Guidelines For
Sentencing Organizations adopted in 1991 have tended to blur distinctions between
legal and ethical aspects;

- they represent a tool for internal regulation and to standardise the organisational
culture, or to limit the discretionary behaviour of the employees.

This emphasises the importance of the institutional and organisational context in which
ethical problems and actions are played out.

Beyond these objectives, two main logics can be identified in ethics policies:

- cultural logic tries to standardise behaviours by eliciting the adhesion of the
stakeholders to the values and aims of the organisation and by encouraging ethical
aspirations;

- coercive logic is directed towards compliance and is based on respect for the rules,
strict monitoring of behaviour, and the presence of a punitive system in case of
violation.

These two systems are not mutually exclusive. Corporations can simultaneously seek the
internalisation of values and compliance with the rules.

Analysis of the ethics institutionalisation process

Formalisation is the keystone of any ethics approach and comprises three main elements:
organisational values, action principles and rules of conduct. These components, present in
variable proportions depending on the organisational culture, are often formalised in distinct
documents.
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More specifically, an important distinction appears between the formalisation of values and
management principles, and the formalisation of rules of conduct.

In the former case, the documents essentially contain considerations on the nature of the
corporation and its purpose, with the aim of eliciting the loyalty of its staff. The formalisation
of values and action principles offers the assurance to the stakeholders that the corporation
recognises this responsibility towards them and the legitimacy of their expectations.

In the latter case, the codes of conduct chiefly contain an ethical dimension. This is certainly
the simplest and cheapest tool for announcing the ethical intensions of the corporation and
clarifying the nature of the responsibilities devolving on its staff.

The codes are formalised as prescriptions and systematically address the following topics:
reminder of legal requirements, importance of integrity in relations with the stakeholders and
particularly clients, types of conflict of interest to be avoided, sensitivity to the issue of the
confidentiality of information.

In large corporations, the recent development of several ethics mechanisms attests to the
importance of the innovations introduced into management systems.

The production of ethics charters is merely one aspect of the more far-reaching process of
institutionalisation of ethics in corporate governance. Thus the formalisation has
progressively set up several mechanisms ensuring fulfilment of the commitments avowed and
aimed to establish trustful relations with the stakeholders.

At the Board level the ethics committee has the job of monitoring the application of the
formalised ethics. It becomes the guarantor of the corporate ethics policy and in charge of the
overseeing the compliance of executive and employee actions with legal and ethical
standards.

To do this, it has to set up adequate procedures to update the formal ethics policy, ensure its
dissemination and its application.

Within the corporation, ethics officers (or compliance officers) are progressively emerging,
named by the management. Their responsibility is to check the observance of the ethics
policy, its in-house dissemination, and also to report to their superiors on the behaviour
patterns observed and to advise the company staff.

Formalisation is also accompanied by ethics training seminars. To be effective, ethics
training must help to improve the ethical reasoning of the individuals:

- by promoting the identification of the ethics dimension present in any decision;
- by legitimising this dimension as an integral part of the decision making process;

- by helping individuals to apply an ethics analysis to everyday operations to identify
emerging problems;

- by securing an awareness of the ambiguous nature of the situation. The right answer
Is never obvious and can be open to discussion.

Training also serves to familiarise the staff with the importance of standards of conduct in
work and fosters a better understanding of the formal ethics policy and its application. It
develops an interactive environment in which problems of an ethical nature can be discussed
freely.

The organisation of a periodic ethics audit is one way to check whether the values and rules
announced are actually implemented daily. This offers the opportunity to examine closely the
practices of the corporation and to identify the factors leading it (or which are potential
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incentives) to unethical behaviour.  Practice helps to materialise the corporation’s
determination to follow through in an approach to continuous progress.

Major corporations (particularly mass merchandisers) are also encouraged to conduct audits
of their suppliers to ensure the observance of certain ethical or social criteria.

The elaboration of social responsibility (or sustainable development) reports is a recent and
fast growing practice. This enables the corporation to communicate to the stakeholders the
progress accomplished in the ethical field. It is not a matter of presenting an embellished
image to the public to persuade it of the corporation’s pure intentions, but rather to share the
dilemmas. This practice has become mandatory in France, for corporations listed on a
regulated market (NRE Law of 15 May 2001).

Are these ethics approaches legitimate and effective?

Many benefits are anticipated from these approaches: greater familiarisation of the staff with
problems of ethics, integrity and empowerment, determination to address the problems
openly, to disclose ethics violations, and to seek advice from the management to solve the
dilemmas.

Their advantage largely resides in their presumed aptitude to connect attitude with action.
From this standpoint, an approach focussed exclusively on compliance is liable to generate
very little ethics commitment, since it is based on a minimalist motivation: to elude
punishment.

Similarly, the formalisation of a restricted ethics can lead to dangerous manipulation.

French employees question the validity of the standards thus announced by the corporation
and appear to be sceptical concerning its wish to materialise the formalised commitments.
Most of them are also hostile to an American style drift in ethics, instrumentalised and
utilitarian. Some even express the greatest mistrust of mechanisms of Anglo-Saxon origin
(see D’Iribarne, 2002) which are spreading in French corporations.

However, to leave the ethical judgement completely to the discretion of each individual can
prove risky for the corporation. The company must formalise a frame of reference guiding
behaviour while leaving sufficient leeway to its staff for them to mobilise their own ethical
conscience.

We argue for the adoption of a measured position concerning the relevance of these
approaches. They sometimes only constitute a fagade, unconnected with real activities, but
they can also culminate in concrete changes in the functioning of the organisations (and the
ethics policies can be strongly connected to practices).

To analyse these efforts and investments exclusively from the legitimacy angle seems to us to
represent a too deterministic view, overlooking the importance of the discretionary latitude in
organisational decisions. The values and commitments of the executives certainly play an
essential role (Trevifio and Weaver, 2003) and the ethics policies can reflect their own
commitment to ethical behaviour.

Depending on the institutional context, corporations always seek a compromise between
moralism and idealism in ethics management and, generally speaking, between the logic of
efficiency and the quest for legitimacy.
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ABSTRACT

One of the most difficult issues that have arisen in international litigation is the conflict between
discovery rules of common law countries and personal privacy rules of civil law countries.
Common law countries place a high value on disclosure of information in litigation through the
discovery process in order to achieve a fair and just result. Civil law countries place a higher
value on personal privacy and do not have a discovery process similar to that of common law
countries. The conflict arises when parties from countries with different legal systems are
involved in litigation. This paper reviews this issue and the attempts to resolve it.

Keywords: Discovery, E-Discovery, Common Law, Civil Law, Cross-Border

INTRODUCTION

The conflict between common law countries and civil law countries over privacy rights in
litigation has been raging for more than three decades with no solution. When litigation occurs in
an international setting, particularly when it involves a party from a common law country and a
party from a civil law country, the problem arises immediately. In civil law countries individual
privacy rights take priority over all other considerations, while in common law countries
disclosure of all information that may be relevant to the case or lead to the discovery of
additional information that may be relevant to the case takes priority. The rationale for full

2011 Northeast Decision Sciences Institute Proceedings - April 2011 Page 155



disclosure in common law countries is the high priority placed on arriving at the most fair and
just result based on all of the relevant facts and evidence. Most of the highly reported conflicts
occur in litigation involving parties in the United States and parties in countries with strong
blocking statutes, such as the European Union. [20]

Even European countries such as Spain and Portugal without strong blocking statutes are so
concerned with citizens’ rights of privacy that they have enacted other laws to strengthen their
citizens’ rights of privacy. At the same time, common law countries have expanded their
litigation rules that provide greater access to data. Spain and Portugal, along with 23 other
European countries, have passed the European Union Data Privacy Directives with recent
amendments that provide penalties for violations of data breaches. As civil law countries tighten
their privacy protections, common law countries such as the United Kingdom and the United
States have passed new rules that provide stiffer sanctions for failure to provide the data.
Lawmakers in Spain and Portugal as well as in other European Union countries are aware that
the limits imposed by the EU Data Privacy Directives not only conflict with the nature of the
international realities of business, but specifically conflict with discovery obligations under
common law rules. The conflict between these ideologies can stymie business opportunities and
be costly from the point of view of both money and resources. [20]

THE BASIS OF THE DILEMMA

The common law countries include the United Kingdom, the United States, Australia, New
Zealand, South Africa, Canada and other countries that once were part of the British
Commonwealth. Most of Europe, Central and South America, and countries in Asia and Africa
are civil law countries.

The difficulty between the two legal system starts with the development of the systems of
government and legal systems. The common law countries developed from English law when
the Magna Carta was imposed on King John in 1215 by the lords. The Magna Carta limited the
power of the king and gave individual rights to landowners and barons. The Magna Carta is the
original basis of individual rights valued by all common law countries. Laws can be written by
the legislatures in common law countries, but most of the law has been developed through a
series of legal cases that are bound together through a legal principle of stare decisis. The legal
concept of stare decisis requires judges to follow precedents established by prior decisions. [14]
The rationale for this concept is that similar cases should be decided similarly. Civil law
developed primarily from Roman law and is codified into a collection of laws with the
legislature being the primary source of law. The court system is inquisitorial, ruled by specially
trained judges and not bound by precedent. [14, p. 27] In a civil law country there is a difference
between private law and public law. Private law is the area of law “in which the sole function of
government was the recognition and enforcement of private rights.” [14, p. 31].

Lawyers in civil law countries mainly conduct adversarial dialogue and argue various parts of the
law with the judges who are actively involved in the investigation and fact finding process. In
common law countries the lawyers gather and produce the information necessary for the
adjudication process. [14, p.31]. In common law countries civil case decisions are usually made
by a jury after hearing testimony and considering the evidence admitted in the proceedings. The
judgment is then enforced by the trial judge. The judge’s role is to maintain order, to ensure the
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proper procedure is followed, to interpret the law as applied to the case at hand. The judge does
not take part in the investigation process. [14, p. 33]

In the common law countries, the priority in litigation is finding all relevant information bearing
on a case or information that might lead to further relevant information in the litigation. As a
result, priority electronic discovery rules and case law have been evolving rapidly. The case law
in the various common law countries has been developing separately and in-sync with cases in
other countries. Many common law countries cite cases decided in other common law countries
as persuasive authority. [ 1] Despite the differences in privacy laws in these common law
countries, individual privacy is not the main concern. All common law countries are attempting
to determine litigants’ obligations and rights in civil litigation with the aim of making sure that
the litigation process is transparent and fair. [21]

In the past five years common law countries have rewritten their civil rules of procedure to
accommodate the changing technology in use with electronic data. Common law countries have
moved past the focus of retention and deletion of digital information to the more complex
electronic discovery issues involving the actual search process in culling out the digital
information. In general, common law countries now require litigants to have a plan and
methodology in place for retrieving all electronic documents and requiring meaningful meet-and-
confer sessions, agreements over search methods, claw-back agreements, and the like. The aim
of these requirements is to find all the relevant information which may or may not be used in the
trial. [20]

Common law trial courts are also considering the issue of appropriate search methods to make
sure all relevant information has been found in the discovery process. For example, should the
search be done via concept searching, artificial intelligence, or are key word searches good
enough? The U.S. Federal Rule of Civil Procedure 26(b)(1) allows parties to obtain materials
regarding any non-privileged matter that is relevant to any party's claim or defense. [6]The rule
also provides that information requested for production need not be admissible at trial if it
appears that the request is reasonably calculated to lead to the discovery of admissible evidence.
(Federal Rule of Civil Procedure 26(b)(1), 2007) . [6] Litigants can risk court sanctions if they
have not stored information in a retrievable format and have not preserved data from being
deleted.

Transparency is a key term in the civil law countries, too, but it is used in a different context.
Both systems adamantly assert that transparency in the litigation process is the goal, but each
system views the term in a different context with a different meaning. [12] In contrast to the
common law countries’ aim of making data available and discovery transparent to the requestor,
the civil law countries focus on keeping the process transparent and visible to the party from
whom the information is requested. This notion of transparency includes obtaining expressed
permission of the party from whom the information is sought. [16]

THE EUROPEAN DIRECTIVES

In an effort to provide a cohesive policy across the Europe regarding privacy issues, the
European Union has enacted legislation known as the European Directives. The European
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Directives consist of 34 articles. [2] The Union Data Directive 95/46/ adopted by the European
Commission in 1995, established principles restricting the handling and production of
electronically stored personal data. [2] One directive prohibits the further transfer of data to
countries that fail to have "adequate" levels of protection for personal information. The EU Data
Directive requires that before any personal data can be transmitted, the individual in question
must freely give consent to the transmission. Further, the use of the data must be lawful, fair,
adequate, relevant and accurate and may be used only as long as necessary and have adequate
security to protect the data at all times. This directive allows the use of personal data in litigation
only if the litigant can prove that the information exists, provide the location of the information
(without searching) and can prove the information is essential to the litigation. Although all EU
countries have adopted this directive, the countries interpret and enforce them differently.
(Council Directive 95/46/EC) [2]Further, this Directive permits only the "processing" of personal
data in limited circumstances. The requirement that it must comply with foreign legal statutes or
regulations is not considered as a valid reason. This Directive also requires that all processing of
personal data must inform the individual involved to know and approve of the data transfer
methods. Unlike common law countries this Directive does not allow personal data to be
retained past the necessary processing application. [2]

One of the most interesting provisions is that the EU Data Directive specifically prohibits the
transfer of personal data to the United States because data stored in the United States is not
considered secure. Further, the transfer of personal data to the U.S. for preservation purposes is
not permissible under EU law. [2]

The conflict of discovery requirements and privacy laws is inevitable. Currently, 93% of
multinational corporations are doing some form of partial outsourcing or out-tasking projects.
[4]In addition, there are approximately 3,000 multinational corporations with potential litigation
conflicts. [4]. There is also litigation involving citizens of one country damaged or injured by a
company or person of another country. In common law countries the discovery process is
considered the key to a successful litigation in arriving at a fair and just result. Attorneys
routinely serve discovery requests to obtain all information that might be relevant or lead to
something that is relevant in the litigation. The key to common law litigation is full disclosure.
In most civil law countries there is no discovery process and most of the civil law countries do
not allow the disclosure of any document that is not specifically allowed at trial. [3]

DISCOVERY VERSUS PRIVACY IN COURT

Exacerbating the problem is the fact that many of the civil law countries have passed blocking
statutes that provide criminal consequences for violation of privacy rights in litigation while
common law countries are sanction parties for failure to comply with discovery rules. From
1958 to the present United States courts have consistently meted out sanctions if a litigant does
not comply with discovery requests. [7] With the ever increasing amount of electronically stored
data, The United States and most common law countries require that the electronically stored
information must be stored in a retrievable format and deletion of data must be stopped as soon
as a potential litigant knows or should know that litigation is likely to be commenced.
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When litigation involves the United States and any foreign litigant, the United States courts rely
on the Restatement (Third) of Foreign Relations Law of the United States to compel litigants
outside the county to provide proper responses to discovery requests. [22] The court’s
justification is that persons and companies that conduct business in the U.S., or are within the
jurisdiction of the U.S., receive both benefits and legal protection of U.S. law, and therefore, they
have obligations that include complying with the discovery laws. [22]

As early as 1958, the United States courts sanctioned a foreign corporation for failure to comply
with discovery requests. In the Societe Internationale Pour Participations Industrielles et
Commerciales S.A. (a Swiss company) v. Rogersin, the district court dismissed the plaintiff’s
case with prejudice when the plaintiff failed to comply with the court order. The District Court
ordered the plaintiff to produce certain records of plaintiff’s Swiss bank. [17]The Court found
the records to be relevant and to be within plaintiff’s "control," within the meaning of Rule 34 of
the Federal Rules of Civil Procedure. The plaintiff failed to produce the records claiming the
production would violate Swiss laws and that they were served with an order prohibiting their
production by the Swiss Federal Attorney. Undaunted, the United States District Court found
that plaintiff had shown good faith in its efforts to comply with the production order, but found
that the bank records were in their control and that the records were crucial to the litigation. As a
result of their failure to produce the documents, the District Court dismissed the case. On appeal
the Supreme Court found that the District Court had wide latitude to deal with the
noncompliance including dismissal or negative inferences; however, it remanded the case to the
District Court to revisit the dismissal with prejudice and provide a different sanction. [17]

In one of the leading cases concerning the conflict between civil and common law litigation the
court lost its patience with noncompliance. In Societe Nationale v. District Court, the pilot and
passenger in a Rallye plane manufactured by the defendants, two corporations owned by France
(Societe), sued for personal injuries resulting from the crash of the airline. In the beginning,
Societe answered the complaint without challenging the jurisdiction of U.S. District Court in the
State of Iowa and answered the first set of discovery requests without objection. However, when
Societe was served additional discovery requests, it claimed the requests would violate French
penal laws. [16] Societe also claimed that the proper venue should be The Hague Convention and
responding to the discovery would violate French law since the information was located in
France. The government of France argued that, “The Hague Convention is the exclusive means
of discovery in transnational litigation among the Convention’s signatories unless the sovereign
on whose territory discovery is to occur chooses otherwise.” [17]

In 1970, the Hague Convention on “The taking of evidence abroad in Civil and Commercial
Matters” was passed in an effort to resolve some of the conflict that occurs in multi-national
lawsuits. Although the United States and 15 other nations agreed to the convention, the United
States has consistently maintained that the agreement is voluntary and not mandatory on
litigants. The purpose of the agreement is to give litigants the opportunity to receive help in the
collection of evidence from another country. The problem with the convention is that the process
is a slow process and neither side of the argument is willing to compromise their positions. [21]

Further, in the Societe Nationale case the French government argued that Article 2 of their
French Blocking Statute requires that the litigants secure a waiver from the French government
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before providing information.[7] The court found that there was no indication that the
defendants attempted to seek a waiver from the government nor was it likely that the French
government would have consented if asked. (Société Nationale Indust. Aérospatiale v. U.S. Dist.
Ct. for the S. Dist. of Iowa, 1987) Ultimately the court ruled that Societe, defendants must
respond to the discovery requests.[18]

In a 2006 case, the plaintiff requested data, including metadata, kept in Italy by and an Italian
corporation, and the court granted the request. The Italian corporation and its U.S. subsidiary,
the defendants, filed for a protective order alleging The Hague Convention governs the evidence
taking procedure and that the court did not have jurisdiction. The court cited the Supreme
Court’s decision in the Aerospatiale case and found that Italy’s objection against American pre-
trial discovery is not as important as the goal of the United States rules that emphasize a just,
speedy, and inexpensive trial.[8]

In a 2008 case, an oil tanker sank off the coast of Spain. Spain brought an action against the
American shipping company. The plaintiff (Spain) objected to the discovery demands served in
2004 that included producing electronic documents. Spain claimed it had failed to preserve its
electronic data as required by U.S. rules and refused to provide documents. The judge ruled that
the plaintiff’s actions were subject to sanctions. The court further ruled that the U.S. Federal
Rules of Civil Procedure discovery requirements were the proper rules for this international
action. The trial court’s decision was upheld by the higher court and found that the plaintiff had
received adequate notice concerning preservation and spoliation possibilities. The court ordered
attorney fees. [13] The court observed that “this litigation is in the Southern District instead of a
court in Spain.”[13]

In a 2009 case, the court found that The Hague Convention was only voluntary and that the
contested discovery issues “should and shall be conducted under the Federal Rules and not under
The Hague Evidence Convention.” [11]Maasvlakte, a Dutch corporation filed two proofs of
claim in a bankruptcy case. The debtors objected to the claims and the bankruptcy administrator
sought to compel Maasvlakte to produce information and submit to depositions in the United
States. Maasvlakte objected on the grounds that most of the requested information was in the
possession of a French corporation and further insisted that discovery must be conducted through
The Hague Evidence Convention. [11] Maaslakte was a member of a general partnership to
install a power plant in the Netherlands. The partnership signed an agreement with Air Liquide
Engineering, S.A. (ALE) in which they agreed that ALE would be the agent and attorney-in-fact
of the partners and agreed to delegate all matters to ALE. Thus, in the bankruptcy case,
Maasvlakte, argued that all requested information was in the possession and control of ALE.
Maasvlakte further contended that ALE was a non-party and therefore not subject to the control
under Rule 34 of the Federal Rules of Civil Procedure and the information was controlled under
the French Blocking Statute. Maasvlakte argued that to comply with the discovery requests
would result in sanctions and possible jail. In response, the bankruptcy administrator argued the
position that documents were under the control of Maasvlakte and the court agreed. [11]

In yet another case in 2010 in which a U.S. and German company were in litigation over a

breach of contract, the German company objected to providing electronic discovery based on the
German Blocking Statute and The Hague Convention. The U.S. District Court ruled that
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blocking statutes ““...do not deprive an American court of the power to order a party subject to its
jurisdiction to produce evidence even though the act of production may violate that statute.” [17’
p544 n.29.] The U.S. court also relied on the American Law Institute Restatement on blocking
statutes and discovery, which reads as follows: “Blocking statutes that frustrate this goal need
not be given the same deference by courts of the United States as substantive rules of law at
variance with the law of the United States.” [17]

In yet another case the plaintiff, a French company, objected to producing discovery claiming
producing the documents would violate the French Blocking Statute and some of the documents
do not exist. The court found that the documents were within the plaintiff’s control and the
search was not thorough enough. In addition, the court found that the plaintiff did not argue the
consequences of the French Blocking Statute until the motion to compel. The court ordered that
the plaintiff make a more thorough search for documents and awarded attorney fees. [ 17]

This series of cases involving countries with blocking statutes has underscored the position of the
United States courts in practice. It is clear that U.S. courts will not tolerate excuses for failing to
comply with discovery requests. Essentially, if the U.S. court asserts jurisdiction over a case, the
U.S. Federal Rules of Civil Procedure will be applied and enforced.

THE EUROPEAN UNION RESPONSE

In the past U.S. courts have disregarded the consequences of blocking statutes in their discovery
decisions and until recently there had been few consequences to those who provided discovery
despite the blocking statutes. However, in 2009 a French lawyer was fined €10,000 under the
French Blocking Statute for providing information in California proceeding. The statute in
question was the 1980 French Blocking Statute (the amended version of the 1968 statute) that
criminalized cooperation with discovery procedures.[7] The criminal penalties provided in this
law include up to 6 months in prison and a fine up to €18,000. In 1998 the California Insurance
Commissioner commenced an investigation against a French consortium for an alleged
fraudulent take-over of the U.S. insurance company Executive Life and its assets in the early
1990s. The California Insurance Commissioner felt that the French consortium led by Crédit
Lyonnais hid the identity of its controlling interest violating California laws regarding foreign
ownership of insurance companies. As part of its investigation the plaintiffs had a French lawyer
conduct an investigation to see if the executive board knew of the fraud. The lawyer for Crédit
Lyonnais provided the discovery requests as demanded by the California court and was later
charged and found guilty of violating the French Blocking Statute. The conviction was affirmed
by the French appellate court. He was fined 10,000 Euros [9]

In addition to increased enforcement of the blocking statutes, Spain and Portugal, like many of
the EU countries, have passed additional laws to protect and to enforce the data privacy of its
citizens. On June 23, 2010 Spain passed the Organic Law 5/2010 amending the existing
Criminal Code (Organic Law 10/1995). The purpose of this new law was to hold companies
responsible for failure to comply with existing laws. Violation of this law or any criminal statute
(including the data laws) can result in sanctions for companies that include the company’s being
suspended from operation, being involuntarily dissolved, being disqualified from public
contracting, among other possible court actions.
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Further, each individual member state of the EU has the ability to provide more stringent
protections. In addition to the increased enforcement of the Blocking Statutes, Spain and
Portugal have passed additional laws to enforce the data privacy of their citizens. On June 23,
2010 Spain passed the Organic Law 5/2010 amending the existing Criminal Code (Organic Law
10/1995).[23] The purpose of the new law was to make parties responsible for failure to comply
with existing laws. Violation of these additional laws can render a party subject to the same
sanctions that can apply with the basic blocking statutes. Thus, the EU has imposed draconian
measures to enforce all laws blocking disclosure of private information that will inevitably be
required in litigation brought in U.S. courts.

In addition to enforcing the EU directive, Portugal has a constitutional provision protecting its
citizen’s privacy rights. To enforce this constitutional right, Portugal has established a Comissao
Nacional de Proteccao de Dados (Data Protection Authority) with the authority to monitor
compliance. Failure to comply can result in criminal sanctions, fines, and prison. Both Spain
and Portugal have made the penalties much stiffer for individuals or companies to comply with
the discovery request involving litigation with a common law country. Although the EU has met
to consider whether there might be a way to resolve the differences with the common law
countries, but no resolution of the issue appears likely. [5]

THE SAFE HARBOR PROGRAM

In an attempt to resolve the conflict between legal systems, in 2001 a Safe Harbor Program was
negotiated between the U.S. Department of Commerce and the EU governments. A second
agreement was negotiated between the U.S. Department of Commerce and the Federal Data
Protection and Information Commission of Switzerland. These agreements were made to allow
U.S. companies to receive personal data from the EU country by a voluntary self-certification
process in which the U.S. companies certify that they are upholding privacy standards for
personal information. As part of the certification, the company must guarantee that it has
included the following:

(1) Give notice to the individual whose data is be transferred;

(2) Give the individual the choice to opt-out;

(3) Give the party notice and choice whether that the data would be transferred to third
parties;

(4) Give the individual access to his or her own personal information;

(5) Make reasonable security precautions to protect data;

(6) Include only relevant and accurate data; and

(7) Provide a complaint and enforcement mechanism.

While the Safe Harbor provided that complying corporations could transfer electronically stored
information (ESI), it still did not allow the processing of ESI for litigation purposes. Even with
this negotiated agreement and even if the companies complied with the Safe Harbor Program, the
company could still be sanctioned under an EU Blocking Statute or the Data Protection
Directive. On February 11, 2010, despite a signed agreement between a U.S. Bank and 27 EU
countries that data could be transferred through the SWIFT network, the EU decided that the
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privacy of its citizens was more important than any benefit of releasing their citizens’
information. [2]

OTHER RESOLUTION ATTEMPTS

The European Commission initiated a dialogue with non-EU/EEA countries in an attempt to
resolve the issue of the protection of private information when exporting personal data to those
countries. Yet after the meetings, the EU decided to tighten its restrictions and provide more
protection for their citizens’ privacy. The Vice President of the EU, Viviane Reding, wants to
widen the scope of privacy protection and to review the Data Protection Directive of 1995 to
determine what steps need to be taken to improve privacy. The Vice President has announced in
2010 that “upholding EU fundamental rights in all EU legislation” is a priority. [5]

In the United States the Sedona Think Tank in the United States has been trying to work on this
problem as well. It scheduled an international conference in Barcelona in 2009. While the
working papers offered some suggestions for resolving the problem, nothing concrete has come
of it. [4]

Both sides of the issue believe their laws, purposes and methodologies are correct. Multinational
corporations need to establish a litigation team as soon as the company ventures into another
country to conduct business. A local lawyer must be a part of that team. Obtaining an
agreement of all employees for sharing data in case of litigation is a possibility, but the EU does
require that employees must freely give permission. Companies must also do an assessment of
each country’s laws and develop a plan in case of litigation. It may also be prudent to maintain
information in more than one country. Before outsourcing information, a risk assessment should
be conducted. Some countries may be more able to comply with common law countries’
requirements.

CONCLUSIONS

In conclusion, currently the only serious efforts to bridge the differences in legal systems has
been to refer disputes to The Hague, but requiring litigants to go to The Hague to resolve
problems is also not a reasonable solution. At the present time neither side is willing to
compromise, so referring issues to The Hague is simply not a feasible alternative.

If there were movement by the EU, the common law countries could limit discovery to known
relevant information and not the information that might lead to relevant information. This action
would introduce the concept of proportionality in discovery based on the size of the case.
However, at this point neither side is willing to compromise. The most a multinational company
can do now is to keep this issue in mind when determining where companies are located before
deciding to conduct business.

A recent effort by the American Legal Institute and the European Institute for the Unification of
Private Law (“UNDROIT”) shows more promise than earlier efforts. These organizations have
established a system of legal rules that are intended for use during international litigation and
transactions. The system of rules is borne of practical considerations and gives signatories the
ability to create a bilateral agreement that specifies the rules that will be followed in legal
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proceedings should the need arise. In that case, more expansive discovery procedures can be
specified by the parties that might otherwise not be permitted. Flexibility in defining the terms
of the agreement between parties would give the parties the most freedom in defining their
relationship in a legal context. While this sort of an agreement could work well between
businesses whose relationship is of a contractual nature, rights in litigation involving some torts
with third parties may not be so easily resolved. [3]

Ultimately, there are no simple and universal answers to the challenges and issues posed in cases
of international litigation where the jurisdictions involved have enacted legislation that are
diametrically opposed to each other. All organizations that operate in multiple international
jurisdictions must be fully aware of the rights and duties of all potentially interested parties and
prepare for the challenges. It would not be reasonable for EU companies to do business in the
United States and expect special dispensations in lawsuits because of their country’s laws are
different. Similarly, companies from common law countries should expect the discovery rules to
change when litigation is commenced in an EU country. The adage “When in Rome ...” has
never been more appropriate.
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ABSTRACT

Shore Home Investment Properties (SHIP) is a unique house watching firm. Customers rely on
SHIP to monitor and maintain their shore homes during their absence. The owner of SHIP has a
goal of expanding into ten shore towns along the coast of South Jersey from Atlantic City to
Cape May in the next five years. The current information systems (QuickBooks) may cause
problems during the expansion. The case study outlines six recommendations for SHIP
information systems. Implementing the suggestions will streamline SHIP business operation and
bring SHIP to the forefront of property management companies.

About Shore Home Investment Properties (SHIP)

Shore Home Investment Properties (SHIP) is a house watching firm servicing homeowners in the
towns of Stone Harbor and Avalon, New Jersey. The company was established in 2001.
Customers rely on SHIP to monitor and maintain their shore homes during their absence. The
services required by each customer are personalized to fit their specific needs or desires.
Competing property management firms in the area may offer some similar services, but SHIP
offers more extensive and unique services.

SHIP is a very small company because it currently serves a very small region. Over the past few
years SHIP has handled between 30 and 40 accounts. The downturn in the economy has had a
drastic effect on the company. In 2008 SHIP had revenues of $71,806 and a net income of
$27,778. In 2009, SHIP suffered a 12% loss of revenue yielding $63,250 for the year and only
$21,075 in net income. For a complete listing of expenses, refer to the income statement in the
appendix. The company has experienced a loss in revenue due to the poor economy. Some
previous SHIP customers no longer needed the company’s services because they sold the
properties that SHIP managed due to no longer being able to afford shore real estate. Most of the
customers that SHIP lost required a wide variety of services which meant that they brought in a
higher amount of revenue. While a few customers may have been lost, SHIP also continues to
gain more customers through referrals from current customers. However, the new customers
have not been requiring as many services and therefore are not generating the same level of
revenue per customer. Also, some of SHIP’s current customers decreased the services they
required in an effort to save money. This explains why the number of accounts SHIP handles
has stayed the same, but their revenues have decreased over the years. It is important that the
company continues to grow because it needs more customers in order to earn more profit.
Without positive word of mouth, SHIP would gain very few new customers.

When SHIP acquires a new customer, a representative of the company sits down with them to
discuss the specific services they require. SHIP offers a broad range of services including, but
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not limited to: checking the customer’s home once a month during the winter when they are not
present, inspecting the customer’s home daily when they are not present to empty the
dehumidifiers, and helping customers set up their outdoor furniture for the summer and pack it
up for the winter, just to name a few. SHIP will also arrange for the customer’s car to be dropped
off at the local community airport before they land and take the car back to their residence when
they leave because the local airport is not large enough to provide long term parking.

SHIP’s customers are not local, and as such are not familiar with local contractors and services.
SHIP is also a general contractor and hires local contractors to do work on a customer’s house.
If a customer needs their bathroom redone SHIP will arrange for the carpenter, plumber, and
painter to arrive to complete the task. SHIP will be sure to schedule the workers and make sure
that the house is open when the contractors are supposed to arrive. The contractors are still hired
by the customer and not by SHIP so the customer is ultimately responsible for approving the
plans and paying the bills. Since the contractors are outside employees, SHIP can hire multiple
contractors to work on different properties simultaneously. This arrangement also allows SHIP
the opportunity to hire a specific worker if a customer has a preference. Since these contractors
are not SHIP employees, SHIP saves on liability insurance by not having a staff of contractors
employed directly. This is one of the largest differences between SHIP, a house watching firm,
and the property management firms that SHIP competes with.

In the Avalon and Stone Harbor area, there are currently four competing property management
and house watching firms. Some new companies are currently being formed. The types of
services that are offered are very similar, but SHIP strives to make sure every customer
experience is personalized to fit the specific needs of the customer. Despite the amount of
competition in the area, SHIP is the leading house watching firm for Avalon and Stone Harbor; a
position the company would like to maintain. In the future, they would like to expand their
target market to other shore communities in the Cape May and Atlantic County regions. The
owner of the company has a goal of expanding into ten shore towns along the coast of South
Jersey from Brigantine to Cape May in the next five years. This may be a difficult task at first
because the only technology that is currently in use is QuickBooks to maintain bookkeeping,
keep track of customer payments, and manage operating expenses. SHIP also utilizes a website,
but it is extremely outdated.

The current information systems may cause problems during the expansion. It would be
beneficial to the customers and the company itself if its information systems were updated.
There are four areas where an improved information system will assist with SHIP’s goals of
expanding:

e Creating a database management system which includes a better customer database,
inventory system, and accounting system

e (Giving the employees the ability to access information from the field via a property
maintenance system

e Increasing marketing

e Improving the website and creating an online customer access system.
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In 2010 SHIP expects to have revenues of about $52,000 and a net income of about $23,000.
With the increase of clients from expanding the company, the operating costs will increase
proportionately with the exception of incurring new expenses based on the initial setup costs for
the new information system. However, the benefits of having a new system in place will quickly
outweigh those initial costs. The streamline style operation backed by an information
management system will improve revenue, shorten the process and allow employees to become
more efficient, and create happier customers that will be able to see that the services they pay for
are taking place.

The Database M anagement System

SHIP currently maintains paper files on each of its customers. For SHIP to enhance the tracking
of customer information, streamline productivity, and ensure accuracy ,a database management
system (DBMS) should be developed. The advantage of using a DBMS is that the incorporated
information systems can change as the needs of SHIP change over time. This allows for the
development of new systems without destroying the existing data. The DBMS will be designed
as a relational DBMS that allows for communication between three separate systems or
programs and relays that information to the main customer information system database. The
three systems that will be connected are an inventory system, accounting system, and property
maintenance system. The DMBS will serve as a platform integrating various programs or
applications that are related to the three main systems. Figure 1. on the next page gives a visual
representation of the DBMS and its associated systems.

Figure 1. Proposed SHIP DBMS

Cust. DB
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Customer Information Database

The Customer Information database is the central system that all other systems relate to. It will
be used to record specific information about each customer. The creation of the Customer
Information database allows for SHIP to centralize all its information so that all staff would be
able to access it at any given time. The company can increase the personal information that it
collects so that a personalized level of service can be created and customized for each customer.
Capturing this customer information will reflect attention to detail and foster trust and
confidence that the customer has chosen the right company to perform the necessary services. It
shows that SHIP takes pride in getting to know its customers and is paying attention to subtleties
in customer preferences. The information that is recorded in the Customer Information database
will then be available across all systems so at anytime either the customer via a new website or
an employee in the field will be able to access customer information.

Inventory System

A unique feature of SHIP is stocking a property with whatever food, beverages, or supplies the
property owner would like prior to their, or their rental customer’s, arrival. SHIP has accounts
with various local vendors allowing the company to purchase items and then create a bill that can
be applied to a customer’s account for later payment. Currently SHIP has no inventory system in
place which allows for quick referencing of what supplies or products are needed for the
property or a record of the client’s product preferences. With the implementation of the
recommended DBMS, this will allow SHIP to keep a running record of what supplies or products
are currently in the house, what is running low, and what the preferences of the customers are.

Accounting System

The accounting system for SHIP is complex because all of the customers have different
arrangements to pay their bill. Customers have the option to pay monthly, quarterly, or annually
depending on the services that they require. Managing when payments are due for each
customer can be challenging. It may be easier to have a set of rules, but since everything is
personalized at SHIP, they are not able to standardize the bill paying schedule.

With this in mind, the company needs a way to electronically manage when bills for certain
customers are due. This will assist in the process to create and send out invoices. Once the
company increases the number of customers, it is important that a program can determine when
each customer is supposed to pay their bill. This is where an online customer access system will
help with the accounting system. Customers will always be able to view their bills, receive
notifications through the access system when it is time to pay the bills, and actually pay their
bills through the customer access system. Online banking is becoming more popular, so it is
important to have that as an option for bill paying.

The president of SHIP is also responsible for paying some of the utility/maintenance bills for a
few of SHIP’s customers. He pays for items such as cable, landscaping services, cleaning
services, or maintenance out of a joint account he has with the customer. The president of SHIP
also purchases household items, such as televisions or computers for some customers. The

2011 Northeast Decision Sciences Institute Proceedings - April 2011 Page 169



majority of the money for these purchases comes directly out of the joint accounts but sometimes
the president pays for these items himself. He must carefully keep track of these expenses so
that he can be fully reimbursed for his purchases. These accounts should also be included in the
online access system so that customers can monitor the bills paid and items purchased for them.

It is also important for the company to generate financial reports as needed. An upgraded system
will make it much easier to track incomes and expenses. The company needs to monitor their
accounts receivables to know who has paid their bills on time. An upgraded system will be able
to pull all of the pertinent information together to form financial statements such as balanced
sheets or income statements so that the employees do not need to spend their time doing it.

Property Maintenance System

Currently, each customer fills out an initial property management authorization form that
contains basic information about the property and the customer. It includes an area for describing
the service plan chosen, preferred contractors or vendors for services such as plumbing, electric,
landscaping, HVAC, etc. Again, all of this information is recorded on paper and filed. There is
no electronic organizing of this information. The Property Maintenance System will hold all this
information and relay it to the main Customer Information database. Once this information is
captured, any employee will be able to access this information and determine who they need to
contact when it is time to arrange for the pool to be opened, who to call when there is an HVAC
emergency, etc.

The best part about creating the property maintenance system is that the information in the
system can easily be accessed through an enterprise application via a smart phone. This
capability allows the employees to instantly record information on each of the properties he or
she visits as well as take pictures and then upload them to the client’s account. Once the
information is captured it is instantly changed in the customer’s maintenance history. Many open
source and cost applications exist so it would just be a matter of finding one that meets SHIP’s
needs and is fairly inexpensive, and easy to deploy.

By having this portion of the DBMS available and viewable to the customers, it will instill
additional confidence in the company and the services that are being paid for because the
customer will be able to see a service history through a customer account web page. Previously,
customers would find a piece of paper on their counter detailing the visits and any issues
addressed. Months could go by before the customer would see this. If there was an issue during
an inspection, the employee has to manually look up the customer contact information back at
the office, which is not a productive use of time. With the proposed new system, customers will
be able to see the information whenever they log onto the website and access the
maintenance/visit log.

Increasing Marketing
In 2001 when the company was established, an immense amount of marketing was conducted to

inform potential customers about the services that SHIP offered. Various direct mail campaigns
were carried out to individuals who owned second homes in Avalon or Stone Harbor. One
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campaign involved sending pizza-like boxes that were personalized by describing a potential
customer’s shore home and the services that SHIP had to offer. Assembling and personalizing
the pizza boxes required a tremendous amount of time and effort. It was also very expensive to
purchase the materials needed and to ship the finished products to the potential customer’s
primary residence. After the initial marketing campaign, SHIP did very little advertising. One
advertising method that has been utilized since the beginning is the use of yard signs. On most
of the houses that SHIP maintains, there is a sign in the front yard advertising that it is a SHIP
property. The yard sign, unfortunately, does not explain what the company has to offer. In order
for the yard signs to be more effective, they should explain that SHIP can take care of your house
when you are not present. Adding a simple phrase like “Do you know your house is safe? These
owners do. Call SHIP to find out more.” That phrase would draw people in and make them
wonder what the company had to offer. The only other type of advertising that has been
continuously used is word of mouth. This can be a very effective advertising method, but it is
very difficult to control. Most of the customers seem to be very pleased with the service that
they have received, so they only spread positive word of mouth.

If the company would like to expand their target market to other shore towns, they are going to
need more marketing than word of mouth. Word of mouth will not be effective for introducing
the company into a new market because it will be difficult to make the connections between
current customers and potential customers when they are located in different towns. SHIP could
use a direct mail campaign to introduce the company to new customers. However, the direct
mail campaign should only involve flyers or letters explaining the company. Creative marketing,
such as pizza boxes, should not be necessary.

Another way the company could advertise is in local publications, such as the weekly newspaper
that each island publishes. The local residents or visitors are likely to read it and recognize the
ad from the information that they received in the mail. SHIP should also focus heavily on
electronic advertising. This should be a priority for the company. Currently, the SHIP website
does not appear in any search engine results. This should be changed so that prospective
customers can find the website after they search for items such as “SHIP, Stone Harbor.” An e-
mail campaign would be effective to explain what the company has to offer. E-mails are
relatively easy to design and send out. The company can send out different e-mails, such as ones
that correspond with the seasons, to make prospective customers think differently about the
various types of services that SHIP has to offer. Before an e-mail campaign begins, the website
for the company would have to be improved. This is because whenever someone opens an e-
mail, they will be directed to the website for more information. The company needs to make
sure that they have a modern website.

Improving the Website

Currently, SHIP does not have a very engaging website. The current website was designed in
2001 when the company was started and it has not been updated since. SHIP’s homepage is very
plain and simple. This may make customers believe that the company is unprofessional because
they do not have a modern website. The information provided on the website is sufficient for the
company. It explains what the company has to offer as well as information about the towns
where SHIP is currently working. Also, it contains contact information for current and
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prospective customers who would like to get in touch with employees at the company. In order
to compete in this technologically advanced time, SHIP needs to upgrade their website.

SHIP should make their website more modern. The graphics could be upgraded. Something
more than just plain text on the page would be more attractive to a viewer. The only pictures on
the website were taken of a few houses on beautiful days. It does not describe the services of the
company well. Inclement weather scenes, such as a flood or a snow storm, could be shown so
visitors understand that some bad weather may affect their houses when they are not present.
Another approach would be to include visitors relaxing when they are on vacation because they
are SHIP customers, whereas non SHIP customers have to be busy maintaining their property
while they are on vacation. It is important to use the website as a marketing tool.

The website could also be used as a customer service tool. Implementing an online customer
access system or dashboard would be very valuable for this company. Customers would enter
this system through a log in feature on the website. They would require a secure user name and
password to enter their specific site to ensure their privacy is protected. The property
management applications for smart phones, proposed earlier, will allow the employees to update
the property management system (maintenance log, property photos, status of construction, etc.)
right from the customer’s house while they’re there doing a check, and it will appear in the
customer access system. The customer could then enter the access system and view when their
house was checked and see the updates on its condition. This access system would provide an
easy way to communicate between the customers and the SHIP employees. This access system
would also provide additional services, such as access to checking payment statuses, submitting
online payments, etc, which would come from the development of the accounting system and
associated application.

Conclusion

If SHIP implements the six improvements identified, it will have no problem achieving its goal
of extending to a total of 10 shore towns over the next 5 years. The increase in revenue will
allow for the expansion of staff which will be able to handle the increase in business and
property maintenance. Creating a database management system which includes a better customer
database, inventory system, and accounting system; giving the employees the ability to access
information from the field via a property management system; increasing marketing; and
improving the website; are all feasible and relatively inexpensive recommendations for
expanding the customer base. Considering that SHIP currently has no type of electronic
infrastructure, implementing the suggestions we have made will bring SHIP to the forefront of
unique house watching/property management companies and become a serious competitor.
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Appendix
Shore Home Investment Properties

Income Statement
For the year ending December 31, 2009

2008 2009
Revenue
Service Revenue 71,806 63,250
Total Revenue 71,806 63,250
Expenses
Advertising and Promotions 3,182 3,773
Auto Expenses 14,691 12,049
Bank Charges 9 45
Dues 425 830
Internet and Computer Services 400 1,350
Legal and Accounting Fees 995 1,300
Meals and Entertainment 6,816 4,655
NJ Corporate Income Tax 4,903 3,488
Phone 2,109 1,567
Postage 347 533
Rent Expense 3,600 3,000
Repairs and Maintenance 4,262 5,777
Supplies 2,491 3,361
Utilities 349 448
Total Expenses 44,578 42,175
Net Income 27,228 21,075

2011 Northeast Decision Sciences Institute Proceedings - April 2011 Page 173



Can we afford to be in the Trash Collection Business? — Is Privatization the
Answer?

Lynn Ruggieri Associate Professor of Accounting
Michelle Maczka Class of 2011
Roger Williams University

Carlos was tired, he put in a full day on the truck, and the meeting was lasting longer than usual.
There were a great many items on the town council agenda. He would wait; the men were
counting on him. He was nervous, he was not accustomed to speaking at a public forum but their
jobs were on the line. He needed to show the town council members why this was a bad idea.

Background

Barrington Rhode Island, a quaint suburban community of primarily single family dwellings, is
located nine miles southeast of the capital of Providence. The Warren river and Narragansett Bay
flow mightily through the town and no point is more than two miles from salt water. It is a small
town with a total land area of 16 miles only 9 of which is land while the remaining area consists
of inland waterways. It is a picturesque small town known for the quality of its schools and its
standard of living.

The Town operates under a charter form of government, which provides for a five member Town
Council elected at large, for staggered four-year terms. They are responsible for enacting local
legislation, and an appointed Town Manager executes the laws and oversees the administration
of the town government.

Barrington is primarily a suburban residential community. Residential property accounts for
89.9% of the total tax roll. In terms of real estate tax revenue, 88.62% of the Town's tax revenue
is derived from residential real estate. The town operated at a surplus for fiscal year 2009 adding
$1,183,282 to net assets. See exhibit | and 1 for detail.

1
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In 2000 Barrington was ranked 22nd in population among the thirty-nine cities and towns in
Rhode Island. Based on the U.S. Bureau of the Census, population in the Town from 1950 to
2000 was as follows:

Years Population
1950 9,105
1960 14,850
1970 17,375
1980 16,174
1990 15,849
2000 16,819

Source: U.S. Bureau of the Census, 1950-2000

There are approximately 6,000 homes in Barrington. It is not inexpensive to live in Barrington.
The median sales price of a home was $353,500 in 2010 and $305,000 in 2009. The town is also
known for its high property taxes with a rate of $16.10 on real estate per $1,000 based on 100%
valuation. The taxes on a median priced home were $5,691 in 2009.

The town offers the one of the top three school systems in the state and a multitude of services
including police, fire and a department of public works. The Town of Barrington Public Works
Department provides a full range of services including street maintenance, snow removal,
garbage and yard waste collection and disposal, and maintenance of Town property.

To Privatize or not?

The department of public works, which employees a staff of eight, provides the following waste
collection services:

e Refuse collection — once a week

e Recycling — once every two weeks

e Yard Waste — once a week

With property taxes already high and no end in the economic recession in sight the town had
decided to consider privatizing trash collection as an alternative to raising taxes. Proposals were
requested from trash hauling companies and the lowest bidder was MTG Mega Disposal at
$828,000.

2
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Other Bids received were
Coastal Disposal: $935,820
Waste Management: $964,000
M&M Disposal: $984,495
ABC Disposal: $1,439,521

The terms of the contract with MTG Disposal provide that for the sum of $828,000 per year
commencing on October 1, 2010 through June 30, 2016 MTG will provide the following waste
collection services:

e Refuse collection — once a week

e Recycling — once every two weeks

e Yard Waste — once a week from April to December

MTG also agrees to maintain worker’s compensation and liability insurance. The contract price
shall be adjusted after the completion of 12 months based on the annual evaluation of the cost of
living price index as published by the department of Labor, bureau of Statistics Boston Labor
Division of the Northeast Region.

The discussion grew heated at times but the bottom line was a basic financial question — would
contracting with a private vendor save taxpayers money?

Carlos remained patient while Peter DeAngelis, town manager, outlined the reasons for
outsourcing. Mr. DeAngelis said that if the town did not accept the Mega contract and continued
the trash collection through the Department of Public Works (DPW), it would have to invest in
two new trucks immediately —

e  $147,000 refuse vehicle and

e $210,000 recycling truck

He explained that costs of the DPW fell into two categories — operational and capital.
Operational costs included compensation and benefits for the workers and fuel and repairs for the
fleet of 7 trucks used. He provided the following costs for the 10 month period of September 1,
2010 through June 30, 2011. June 30 is the end of the fiscal year.

3

2011 Northeast Decision Sciences Institute Proceedings - April 2011 Page 176



OPERATIONAL COSTS

Salary

Overtime

Medical

FICA

Worker's Compensation
Pension

Total Compensation & Benefits

Insurance

Fuel & Repairs
Refuse vehicle fuel
Recycling vehicle fuel
Repairs

Total Fuel & Repairs

Total Operational Costs

W

279,452
13,391
68,398
22,403
27,923

7,593

23,941
14,205

11,988

27,151

S 423,555
S 7,593
S 65,297
S 496,445

It is anticipated that these costs will rise each year in the future as follows:

Salary increase of 2%

Repairs increase of 5%

o g s whE

Medical increase of 10%
Worker’s compensation and liability insurance increase of 5%

Diesel fuel increase of .25 for refuse vehicle ( 9,279 gallons were used in 10 months)
Diesel fuel increase of .25 for recycling vehicle (5,506 gallons were used in 10 months)

In addition, Mr. DeAngelis stated, if the town remained the provider of trash collection the
following capital expenditures would be incurred for equipment

PROJECTED CAPITAL EXPENDITURES

YEAR AMOUNT
2 S 360,000
5 S 215,000
4 S 219,000
5 S 200,000
6 S 228,000
TOTAL S 1,222,000

4
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“If we want to continue in this business we’re going to need to step up and purchase the
equipment,” Mr. DeAngelis said. “The town manager said the DPW currently has four refuse
trucks at a cost of about $200,000 each and three recycling trucks which cost about the same.
The $1.4 million fleet requires regular replacements, said Mr. DeAngelis, which had not been a
problem until budgetary constraints at the state level began trickling downhill toward
Barrington.”

The Town Planning Board Committee for the Town of Barrington meets monthly and its
members are appointed by the Town Council for 3-year terms. In accordance with Chapter 5,
Capital Improvement Program, of the Code of the Town of Barrington, the Planning Board shall
prepare an annual capital budget and six-year Capital Improvement Program for submission to
the Town Manager. The Recommended Capital Improvement Program for the Fiscal Years
2010-2016 was submitted January 9, 2009 and contained the following funding plan for refuse
and recycling vehicle replacement

PROJECTED CAPITAL EXPENDITURES

YEAR AMOUNT
2 S 360,000
5 S 170,000
4 S 170,000
5 S 170,000
6 S 170,000
TOTAL S 1,040,000

The DPW currently employs a force of 30 workers. “There are eight positions associated with
the privatization move,” Mr. DeAngelis said.

Mr. Pedroza, at last taking his turn to speak, said he views those eight positions in a different
light than Mr. DeAngelis. “Those are eight men with families, kids, mortgages,” Mr. Pedroza
said. “I had one of the refuse guys come up to me last week. He’s got two little girls. His wife is
out of work. He asked me what was going to happen. He wanted to know if he was going to lose
his job. “Those same eight guys they’re talking about eliminating, they also plow in the winter,
salt and sand, and do fields in the spring.”

The personnel matter weighs heavily on Mr. Pedroza and union secretary Kevin Braga, as do a
few other issues surrounding the matter. For starters, said Mr. Pedroza, the bid submitted by
Mega has some significant holes. He said the yard waste collection services offered by Mega
would start in April and end in December, a big step backward from the full-year yard waste
collection the DPW currently offers.

5
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Carlos Pedroza, chairman of the DPW union, said the analysis figures are not accurate. “The
numbers provided by the Town Manager for capital are not actual, and are misleading. A review
of the last 10 years of actual capital costs as listed in the yearly budgets for new refuse and
recycling vehicles is less than $80,000, not the $350,000 listed in the Town Manager’s summary
of in-house services,” Mr. Pedroza stated. “The consideration and evaluation of any bid must be
based on a comparison of actual cost, not assumption of projections. He provided the following
capital projection figures for the purchase of refuse and recycling equipment:

PROJECTED CAPITAL EXPENDITURES

YEAR AMOUNT
2 $ 360,000
5 $ 210,000
4 $ 110,000
5 $ 110,000
6 $ 120,000
TOTAL $ 910,000

“Plus, why was Mega so much lower than the other bids? Something doesn’t add up,” he said.
The next low bid to Mega’s $828,000 was Coastal Disposal’s $935,820. The three other
companies ranged from $964,000 to more than $1.4 million. Mr. Pedroza thinks the lower bid
might imply a reduced level of services, including fewer returns for missed pickups.
“Right now, residents just have to call and we’ll go back and pick it up by the end of the day.
Mega’s not going to do that,” he said.

Mr. Braga, who works on one of the town’s recycling trucks, said he has plenty of experience
with Mega Disposal. Mr. Braga lives in East Providence, which contracts with Mega for refuse
and recycling pickup.“If you don’t follow their rules, if everything’s not in the bin, they’ll just
leave it there,” Mr. Braga said. “lI can tell you we [the DPW] pick up everything.”

Mr. DeAngelis said he would not agree to hire a private firm unless the quality of services
remains the same, adding that he would also request an operations manager who would oversee
any calls placed by residents to the DPW about pickup  services.
He said his decision to explore privatization was not initiated by any complaints filed by
residents over refuse, recycling or yard waste pickup. “At the end of the day, there has to be a
high level of services... that’s as important as the savings produced,” he said.
Mr. DeAngelis said that if the town should decide to hire a private company, he would do
everything in his power to find jobs for the released DPW employees at the contracted disposal
firm.

6
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Ed Grindle and Joe Moraise are not interested in any job offers from Mega Disposal.
The two men are employees of the Barrington Department of Public Works and are being told
that should the town go private with its refuse collection, they — along with six other DPW
employees would be offered jobs with the private contractor, Mega.
The only problem is, Mr. Grindle and Mr. Moraise have already worked for Mega and have no
interest in returning to that company. “Not at all,” Mr. Grindle said, when asked if he would
want to work for Mega again. “That’s just not for me. I can remember what it was like.”
Mr. Moraise agreed.“l plan to retire right here,” Mr. Moraise said, referring the Barrington
DPW.“I’m very happy here.”

Mr. Moraise and Mr. Grindle said they can recall quite clearly what work was like at Mega
Disposal, which is based in Seekonk, Mass. Pay was based on the size of the route the individual
worked — Mr. Grindle, who was a driver, said he was paid about $140 a day for his route. The
pay did not increase year-to-year, meaning that he did not get a raise for the three years he
worked for Mega. The laborer on the back of the truck earned less, added Mr. Moraise, who
worked for Mega for about three years.

“l can remember | got one week vacation for the whole time | was there,” Mr. Grindle said. “The
co-pay for health coverage was very high... No sick days. You call out sick, you didn’t get paid.”
Mr. Moraise said his family could not survive with the benefits offered by Mega.

Mr. Pedroza also said the town was getting a bad deal if they agreed to sell their seven refuse
and recycling trucks to Mega for $350,000 as part of the deal.
“One of those trucks is just a one-year-old vehicle we have right now. We paid $220,000.
They’re offering to pay $350,000 for all the vehicles? No way. Trade-in value we’d get more for
the vehicles,” he said.

Both men said the town would lose control over the collection services if they contracted with a
private vendor. “Right now, the town has control over us, they hire us, they can fire us,” Mr.
Braga said. “Another contractor, the town will have no control over who they bring in. Are they
safe workers, felons? Does the town want to subject its residents to that?”

The DPW workers also said there was no need to switch from the bi-weekly recycling pickup to
the once-a-week pickup that Mega is promising. “We’re looking at eight guys here with
families,” said Mr. Pedroza. “I suggest they love working here for this town. | don’t see you
going out and getting another company. You don’t know what you’re getting. You get rid of
these trucks, you get rid of these guys and you’re at the mercy of Mega. You abide by their
rules.”

7
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Barrington Town Council Vice President Jeff Brenner said that officials owe it to the public to at
least examine potential cost-saving measures. “It’s not just about the money. It’s about the
money and the services. If you can get the same level of services for less money, it makes sense
to privatize,” he said, adding a few moments later, “I’ve lived in town for 19 years. | have no
complaints on the services of the DPW. Mr. Brenner, along with Council President June
Speakman, voted against drafting the contract with Mega. Both Mr. Brenner and Ms. Speakman
said they did not feel that there was enough evidence for savings that could be made with the
privatization switch. They also voiced displeasure at the pending termination of eight Barrington
Department of Public Works employees.

During the meeting, Mr. Brenner tried to explain the situation as he saw it: He said there were
two plans — Plan A is the town’s current situation where the department of public works handles
all refuse, recycling and yard waste collection; Plan B is hiring a private contractor.
“| just don’t see where the savings merit going from Plan A to Plan B. So, for that reason | would
not move forward of privatization of collection services ... for this year,” he said.
Ms. Speakman said she would support contracting with a private vendor for the collection
services if the savings warranted it, but after examining the figures proposed by Barrington
Town Manager Peter DeAngelis and Finance Director Dean Huff, she said making the switch
does not make good sense.

“For me, these men took a zero percent raise, and they were fabulous in the aftermath of the
storm. Then to tell these men that the town will terminate their positions, | thought that was not
the way to proceed. ... | did not find the savings to support the change,” Ms. Speakman said.

Councilors Kate Weymouth and John Lazzaro both supported the town manager’s initiative to
privatize. Ms. Weymouth said she trusted Mr. DeAngelis’ management skills and leadership. Mr.
DeAngelis has said that as part of the deal with Mega, the private company would offer jobs to
the eight DPW workers terminated from town employment. “We aren’t considering the fact that
Peter has a pretty good track record of negotiating contracts,” Ms. Weymouth said

Residents react

The public attending the council meeting appeared mostly opposed to the privatization of refuse,
recycling and yard waste collection services. Residents Mary Teixeira, Joel Hellmann and Mark
Mancino spoke against contracting with a private contractor while Dan Justynski shared
comments supporting the move.

Mr. Justynski said he manages millions of square feet of working space for his own job and
continually questions why the town is still in the rubbish-collecting business. He added that

8
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measures could be taken to ensure the performance of the private trash collection company.
“There are ways to contractually obligate the vendor,” he said.

Ms. Teixeira said the town has gotten itself into this predicament by deferring the purchases of
new trash and recycling trucks. Now, she added, officials seem willing to sacrifice their control
over the service.“l don’t live here for the schools. | live here because the streets are swept, the
roads are plowed. ... We have a beautifully manicured town hall lawn. ... | don’t see the point in
give up our control to somebody else.”Ms. Teixeira also questioned the amount of savings that
could be realized by switching to a private collection service.

Mr. Hellmann told the town manager and councilors that eliminating the refuse and recycling
department from the DPW is not the answer to budgetary issues.
He said the trash collectors did a standout job following the floods in the spring, and deserve the
town’s praise not the threat of termination.“l can’t support privatization.

Mr. Mancino wasted little time voicing his position on the issue: “l strongly oppose the
outsourcing of trash collection. These DPW workers aren’t disposable ... what about the human
element here? Our quality of life in Barrington exceeds a lot of other cities and towns. Have we
looked at any other areas to save money — administrative positions, the consolidation of
purchases with other municipalities for vehicles? “Why do we look at personnel before we look
at purchases? Let’s not make any mistake about it, I can assure you the Mega wages and benefits
are inferior to what the town is paying. Otherwise, they’d be working at Mega right now. | don’t
minimize your decisions, but I think it’s about time we treat our municipal employees with
dignity rather than as digits on a spreadsheet.”

9
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Exhibit |

Income statement for the Town of Barrington

Town of Barrington, Rl
Income Statement
For the Fiscal Year Ended June 30, 2009

Revenue:

Program Revenue:
Charges for Service
Grants & Contributions

General Revenue:
Property Taxes
State Aid & In Lieu of Tax
Other Revenue

$ 6,118,840.00
S 6,108,682.00

$ 49,739,166.00
$ 3,574,912.00
$  (116,935.00)

Total Revenue: $65,424,665.00
Expenses:
General Government S 2,292,203.00
Public Safety S 6,724,665.00
Public Works S 4,014,723.00
Public Library S 1,379,549.00
Senior Services S 130,052.00
Cemetery S 124,133.00
Recreation S 478,607.00
Inspections S 100,900.00
Conservation of Health S 46,500.00
Community Services S 271,691.00
Interest on Long-Term Debt S 836,727.00
School $44,462,190.00
Sewer S 3,379,443.00
Total Expenses: $64,241,383.00

Net Income for 2009:

S 1,183,282.00

10
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Exhibit Il Balance Sheet

Town of Barrington, Rl
Balance Sheet
June 30, 2009

Assets:

Current Assets:
Cash & Equivalents
Investments
Accrued Interest Receivable
Real Estate & Property Tax Receivable (net)
Betterment Assessment Receivable
Sewer Use Receivable
Due from Federal & State Government
Other Receivables
Inventories

$18,362,471.00
S 4,447,821.00
S 207,575.00
$ 2,366,514.00
S 4,080.00
$ 3,021,768.00
$ 991,691.00
$  358,138.00
S 15,145.00

Total Current Assets:

$ 29,775,203.00

Non-Current Assets:
Land
Depreciable Buildings, Equipment, etc (net)
Construction in Progress
Other Assets (net)

$12,148,064.00
$69,973,072.00
S 12,715.00
S 576,673.00

Total Non-Current Assets:

S 82,710,524.00

Total Assets:

$112,485,727.00

Liabilities:

Current Liabilities:
Accounts Payable & Accrued Liabilities
Due to State Government
Claims Payable
Accrued Interest Payable
Compensated Absences Payable
Long-Term Debt - Current Portion

S 3,919,320.00
S 173,388.00
S  203,164.00
S  199,101.00
S 58,885.00
S 3,837,562.00

Total Current Liabilities:

$ 8,391,420.00

Non-Current Liabilities:
Long-Term Debt
Compensated Absences Payable
Other Post-Employment Benefits (net)

$28,701,757.00
S  603,415.00
S 449,393.00

Total Non-Current Liabilities:

$ 29,754,565.00

Total Liabilities: $ 38,145,985.00
Total Net Assets: S 74,339,742.00
11
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INSTRUCTORS’MANUAL

Can we afford to be in the Trash Collection Business? — Is Privatization the
Answer?

CASE SYNOPSIS

The town of Barrington was faced with the immediate replacement cost of two refuse and
recycling vehicles. The town manager thought this was the time to consider privatization of trash
collection. It would also mean the termination of eight long time employees. Bids were accepted
and the low bid of $828,000 was weighed against the future cost to maintain trash collection
within the town department of public works.

The town must answer the question — would contracting with a private vendor save taxpayers
money? And which of several capital projection costs should be used? This case was developed
from primary sources from Town Council meetings, financial reports from the town and cost
projections provided by the Town Manager.

COURSES AND LEVELS FOR WHICH CASE IS INTENDED -

Courses: Managerial Accounting, Entrepreneurship, Human Resource Management,
Public Administration
Level: Undergraduate

KEY ISSUES -
1. Decision analysis
2. Cost comparison — projection of costs
3. Advantages/disadvantages of privatization
4. Human resources — personnel decisions

RESEARCHMETHODS-

1. Data Sources —

Town Council Meetings

Town of Barrington Financial Statements — Fiscal Year Ended June 30,
2009

Town of Barrington Refuse Recycling Contract

Cost projections prepared by Town Manager

Town Planning Board — Recommended Capital Improvement Program
report

VVV VY
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DISCUSSION QUESTIONS

1. Prepare a cost analysis for the 2 scenarios for a 5 year projection—
e leaving the trash collection within the town of Barrington by the department of
public works
e Contracting services with MTG Disposal
The capital costs differ between the town manager, the planning committee and the
union. The costs provided are for a 10 month period therefore the amounts have to be
annualized before computing projections.
See attached exhibits 1-3

2. Privatizing Trash Collection — what are the advantages and disadvantages

Advantages:
e Contractor buys all equipment and pays for upgrades, maintenance and repair, as

well as their employees' salaries and insurance.

e Price is set: the exact cost is known for the next 5 years.

e No labor disputes: Outsourcing trash collection eliminates the town's need to involve
itself in union negotiations or salary disputes.

e Lessrisk: If a contracted employee does something wrong and is sued, the
contractor, not the city, assumes full financial and legal liability.

e Guarantees: contracts include performance standards and completion guarantees.

e Tangible results: Residents can measure whether contracts are working by results:
reliable trash pickups.

e Pay for what you want: A contract can be tailored to the needs of the residents.

e Incentive to provide quality of Service - profits ultimately which depend on the
quality of service being provided and the public response to it.

Disadvantages

e Union resistance: Strong, politically influential unions will surely lobby against
losing their jobs to an outsourced firm.

e Rate hikes: Outsourced departments could raise rates at renewal time.

e Forfeits: If a contractor forfeits the job or goes out of business, the city may have to
scramble for a replacement, possibly inconveniencing residents.

e Loss of control of the personnel performing the service

e Since the equipment was sold it is difficult to change the decision made to privatize

13
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EPILOGUE:

Members of the Barrington Town Council voted 3-2 in favor of drafting a contract with the
private waste collection company, Mega Disposal, at a meeting on Monday, Aug. 2 at the town
hall utilizing the projection of costs submitted by the town manger.
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THE OIL SPILL CASE OF BRITISH PETROLEUS

Joshua Banger, Richard Stockton College of NJ, e-mail: bangerj@go.stockton.edu
Shaoping Zhao, Richard Stockton College of NJ, e-mail: szhao@stockton.edu

ABSTRACT
This case discussed and analyzed issues and consequences of last year’s explosion on the
Deepwater Horizon oil platform of British Petroleum (BP) in the Gulf of Mexico. It also
discussed safety violations of BP and corresponding operations improvement decisions.

Introduction

British Petroleum (BP) is one of the largest oil corporations in the world, and it produces more
oil and gas for the United States than any other company [10]. British Petroleum wields a great
deal of power and influence because of this. The company’s business category and financial

strength are showing in the table below from BP’s Annual Report and Accounts 2009

Factsand figures:

Sales and other operating revenues* $239 billion (year 2009)
Replacement cost profit 2 $14.0 billion (year 2009)

Number of employees 80,300 (at 31 Dec 2009)

Proved reserves® 18.3 billion barrels of oil equivalent
Service stations® 22400

Exploration and production Active in 30 countries

Refineries (wholly or partly owned) 16

Refining throughput 2.3 million barrels per day (year 2009)

For further information, please see the Annual Report and Accounts 2009 on BP’s website

The company first began in 1901 when William Knox D'Arcy was granted the right to search for
oil in the desert of what was then known as Persia. Little progress was made by D’ Arcy until
1908, when he discovered the greatest oil field of its time. The Anglo-Persian Oil Company was
formed out of this find. Winston Churchill realized the potential for an untold amount of wealth
and oil for the British military and with his help, Britain became the major stockholder in this
company [12].

Throughout the 1920s and 1930s, the Anglo-Persian Oil Company was very profitable as the
world started to rely more and more on oil. However, their workers often toiled in brutal
conditions where disease and discomfort flourished. Many of the native citizens resented the
company’s presence because of the way their workers were treated. In 1935, the company
renamed itself to the Anglo-Iranian Oil Company [12].
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In 1954, the company renamed itself again to the British Petroleum Company [10]. It sold
countless millions of barrels of oil to the Western World from the Middle East and started to
expand its borders in the 1970s. In the 1980s and 1990s, British Petroleum started to gain a large
presence in the United States [12]. This influence in the United States has been wrought with
disasters in recent years due to gross negligence from the high level managers. The most notable
was an explosion on the Deepwater Horizon oil platform in the Gulf of Mexico, which occurred
on April 20th, 2010. This disaster killed eleven workers and is considered to be the worst oil spill
in history [4].

Current Issues of BP Spill

The Deepwater oil spill ended on July 15, 2010, and the company faced consequences during the
event and will continue to face them for a long time afterwards. On June 16, President Obama
pressured BP to make it pay for the damages it caused. The corporation had to set up a $20
billion escrow to pay for the damages to the local businesses and workers impacted by the oil
spill. (See Chart 1)

Chart 1

Please tell me whether you approve or disapprove of
creating a fund of billions of dollars to compensate workers
and businesses that have been affected by the oil spill that
would be paid by BP but administered by a neutral party.

100%
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Source: June 16, 2010 CNN/Opinion Research Corporation poll.
W=534 adults nationwide, MoE + 4,

This graph shows that the large majority of people want BP to reimburse those who have been negatively impacted
by the spill that occurred on April 20, 2010.

2011 Northeast Decision Sciences Institute Proceedings - April 2011 Page 189



It also had to suspend dividend payments to shareholders to make sure that it would be able to
meet these and any future obligations for this oil spill. This escrow account has been taken over
by an outside party to make sure that the money is distributed fairly. This happened after
numerous complaints were filed about the complexity and unfairness in using British
Petroleum’s own claims processing center. President Obama also placed a six month freeze on
deep sea drilling in the Gulf of Mexico and required BP to give $100 million to the workers who
were idle because of this [15]. President Obama made it clear that this was not the limit of the
company’s liability because the full extent of the disaster has not been fully realized. The
company’s stock had taken a massive hit because of the disaster itself, and the stock became
even less desirable when investors got word that the company would be liable for such a large
sum of money. The fact that dividend payments were halted also made the stock unattractive for
investors. To this day, BP stock has got up some, but it is nowhere near where it was in the time
preceding the oil spill. The oil spill had cost the company $32.2 billion for the third quarter of
2010, resulting in a net loss of $16.97 billion during this time [17].

In addition to the amounts that the United States government is making BP pay to the workers
and businesses affected by their actions, the Clean Water Act states that BP can be fined for
$1,100 per barrel of oil leaked and up to $4,300 per barrel if it is found that criminal negligence
caused the accident [14]. The spill lasted for roughly 3 months and government estimates place
the amount of gallons of oil leaked to be about 206 million, so the oil giant is at risk of losing
billions of dollars more. Currently, BP lawyers are challenging these governmental estimates in
an effort to lower the fines. They are claiming that the government had used invalidated
assumptions and estimates that did not take into account some of the equipment BP had in place
that would have lessened the impact. The company is expected to argue that the real damage is
between twenty percent and fifty percent lower than what the government places the estimate at,
but it is unlikely that it will win this argument in its entirety. The government used multiple
independent experts utilizing different techniques to arrive at its figures, so BP will have to
present an extraordinarily persuasive case. However, the amount that BP will actually be fined
has yet to be determined. It could save between $1.1 billion and $10.5 billion if it wins the case.

Class action lawsuits have been a frequent occurrence for BP since the oil spill. These lawsuits
include oil related damages and the controversial methods that BP employed to clean it up. One
case was on June 18, 2010, when the Eastern District of Louisiana filed a case against the
company for the use of the chemical Corexit in the clean-up process. The plaintiff argued that
British Petroleum knew the toxicity of this chemical, but ignored the risks in an effort to clean
the oil up as quickly as possible [13]. This dispersant is said to be more toxic than the oil itself,
but it is less visible.

British Petroleum is currently on thin ice in the eye of the public and the government, and it must
work to prevent another catastrophe from happening. There are currently numerous requests and
petitions for either the assets of British Petroleum to be seized and for the disbanding the
company because of criminal negligence. If another BP oil disaster occurs in the near future, the
company could be dealt a fatal blow. Investors could lose all faith in the company or the United
States government could ban the company from operating anywhere near U.S. territories.
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To this day and for the foreseeable future, British Petroleum will be facing the ramifications of
the Deepwater Horizon oil spill. The company chose to hide as much of the environmental
damage as it could from the public by spraying the affected areas with dispersants. These
chemicals caused the oil to go under the surface of the ocean and millions of gallons of oil are
currently hidden from sight. Previous oil spills, including the Exxon Valdez spill in 1989, show
that oil traces can persist around the disaster site decades after the incident [16]. Clean-up crews
do their best efforts to contain the damage, but no amount of cleaning can completely restore the
affected areas back to normal. For years to come many sea creatures that fishermen depend on
for their livelihoods will have too much oil to be used for human consumption and hurricanes
could push the hidden oil into the swamps and other coastal areas of the Gulf of Mexico. It is still
too early to tell how many sea creatures perished as a result of this spill, including dolphins, sea
turtles, and endangered fish, but the public will sure to have a new surge of distaste for the
company responsible for the worst environmental disaster in United States history. Undoubtedly,
BP will spend billions of dollars on fines, lawsuits, and public relations over the next several
years.

The Deepwater Horizon oil spill ended months ago, but the ramifications of this event will last
for years for both the environment and British Petroleum. New findings are going to come up
over the next year or two. These will decide if criminal negligence was the primary cause for the
event, the extent of the damage, any long-term restrictions that will be put on the company, and
many other things that will affect BP at this pivotal moment in its life.

Safety Violations

Tom Jones has just been promoted to CEO after the former CEO was forced to step down due to
an overwhelming demand by stockholders and the public for his termination following BP’s
latest catastrophe. He knows that his company is on the verge of another tragedy. British
Petroleum faces a problem in their lack of compliance with safety regulations because it has been
placing short-term profits over basic safety and ethical practices for years [9]. Jones knows that
their priorities need to change drastically not only for their financial sake, but also for the sake of
the millions of people who are affected when their carelessness leads to disasters. Jones is a more
compassionate man than his predecessor, and he is more concerned about improving safety for
the environment, the local people, and his employees. Many local businesses are often affected
when these oil spills occur and most people want the responsible parties to compensate them for
their losses. He is also highly motivated to keep his company in the best shape possible, which is
why he was recently elected to CEO. He is an experienced businessman and knows that an oil
spill can be extremely detrimental to the company in asset damages, clean up costs, lawsuits, and
stock prices (see Chart 2 on next page).

Tom Jones pores over his company’s records in their entirety for the first time. The amount of
safety regulations broken by British Petroleum is astonishing, and he cannot believe how badly
things were being run. Corners had been cut at nearly every possible opportunity by his
company’s managers to save money in the short term. He does a quick comparison to other
similar corporations and finds that ninety-seven percent of all of the Occupational Safety and
Health Administration violations in the refining industry were found in BP’s oil refineries (see
Chart 3 on next page).
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This graph shows the rapid decline of British Petroleum’s stock prices following the Deepwater Horizon oil spill on
April 20, 2010. The company lost roughly half of its stock value at its lowest point [6].

Chart 3

OSHA Safety Violations: BP vs. Industry
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This graph illustrates the number of OSHA safety violations of the top five oil companies. Note that British
Petroleum is far above any of the others (Overview of BP’s Safety Record).
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Jones is appalled as he pores over the hundreds of safety violations that his company is currently
breaking, with thirty of them being serious risks [9]. He sits at his desk and thinks to himself how
greedy the decision-makers at British Petroleum had really been to have such a blatant disregard
for safety.

Jones plans to put a stop to this if he can. He knows that at one point cutting safety expenses may
have been profitable, but now that the company has grown so complex and large, these safety
concerns are going to come back to haunt him and the corporation. With so many outstanding
violations, disasters are nearly guaranteed to occur at some point if nothing is done to fix them.
When the inevitable disasters do happen, their money-saving tactics backfire. Not only did they
lose about half of their stock value at one point because of the Deepwater Horizon spill, but they
had to place $20 billion in an escrow fund to pay to those financially impacted by the
environmental damage [2]. “Why has no one at this company learned how bad it is to break all of
these safety regulations?” he asks to himself. “There is no question that eventually we will lose
more money than we saved.” The problems are so largely ingrained in the operation of British
Petroleum that Jones has trouble even figuring out where to begin to help improve his company
before another disaster struck.

I mproving Operations Management Decisions

British Petroleum will need a thorough and long process to fix these problems, and Jones decides
that the best way to implement changes is to start from the top. He plans to schedule a video
conference with his regional managers to tell them of the company’s drastic change in
management practices. First, though, he goes over in his head how to implement some of these
changes. He feels that new policies need to be put into place to prevent future incidents from
happening. Sparing no expense on safety equipment, better training and treatment of workers,
and changing where BP operates are all things that need to be addressed.

At the strategic level, BP will have to rethink their answer to the question of where to locate their
facilities. The Deepwater Horizon spill lasted for months because that oil platform was located in
very deep ocean water. When disaster struck, no humans could go down that deep to fix the
problem, and it took too long for an effective solution to be implemented with their current levels
of technology. The company currently has vital equipment in places where they have no way of
reaching in a timely manner in the event of an emergency. The costs of researching and
developing appropriate submersibles for all of their deep ocean oil platforms will be extremely
high at this point in time, though. Jones weighs the benefits against the risks and decides that
these oil platforms had been a bad idea from their inception and makes the decision to terminate
their use because it in the best interest in the company. The costs saved in drilling for oil in deep
water, where oil is more plentiful, is not worth the cost of developing and testing the necessary
safety equipment and vehicles until current technologies improve.

On the tactical level, Jones considers the many problems relating to his workforce. Due to the
lack of adequate training, BP faces a shortage of trained workers. He used to be a general laborer
at one of BP’s oil platforms in the United States for years until he worked his way up the
corporate ladder. He knows firsthand of how clueless he had been whenever things out of the
ordinary occurred and of how long his shifts had often seemed. He reviews some employee
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timesheets and sees that frequently the workers have been working sixteen to eighteen hour shifts
to compensate for the shortage of skilled workers [8]. He knows that a person working for such a
length of time will not be fully alert to what is going on around him or her. This causes avoidable
accidents to occur because of inevitable worker carelessness. Jones needs to emphasize the
importance of adding more shifts and spending more resources to train the workers. He knows
that it takes years to fully train an oil employee to fully understand how to react in virtually any
possible scenario, but he finds it necessary. This will ease the burden on the few workers who are
qualified to do this work by splitting the load amongst more people.

He begins thinking on the operational planning level. British Petroleum needs to make some
changes to which workers it assigns to specific tasks and to which jobs have priority. Once the
tactical planning has been implemented, these newly trained workers need to be placed only in
areas where they are confident in. The workers who are in charge of safety and vital equipment
need to have a very high priority, and only select individuals will work with these pieces of
machinery. They must also be given only the best equipment available to assist with their jobs.

Jones knows that working conditions had not always been ideal for the lower-level workers in
the United States, but he is shocked when he does some research and sees how bad it is for the
workers in parts of the world. This is especially true in countries where labor laws are not as well
enforced as in the United States. Those who work for BP in Columbia have been heard
complaining about low wages, no job security, unsafe working conditions, and a number of other
disturbing things [5]. Jones makes a note to emphasize the importance on improving working
conditions for all employees to his managers. Jones will use some of the corporation’s
discretionary income to go towards making life better for these people. Taking steps toward
better job design and worker empowerment will benefit the company, the workers, and society as
a whole. This will lead to happier workers, more safety, more productivity through better
efficiency, and a better public image.

Even with all of these radical changes, Jones realizes that oil drilling is a risky business. He has
thought long and hard about the things that his company should do in the aftermath of an
unavoidable disaster to reduce damages. Jones feels that being honest with the public is the best
way to improve their image when things go wrong. He remembers how the former CEO spent
too much effort and money on improving their public image and initially lied about how much
oil had been pouring into the Gulf of Mexico. This tactic failed as the oil continued to spew out
of the ruined well, and the problem became worse and worse because nobody knew how to stop
it. He will make sure that all nearby operations halt in the event of an oil rig explosion until the
disaster has been contained. All available personnel will be sent over to quickly repair the
damage and clean up the spilled oil and debris.

Tom Jones met with the regional managers and discussed his new strategies and policies for the
company. Though radically different than they were used to, these managers had always done as
they were told and immediately told their subordinates of the changes and made sure that they
were implemented. Jones made it very clear that their jobs depended on it. It took almost a
decade for these changes to work their way down to the lowest levels of the corporation, but
eventually the company became unrecognizable. Avoidable disasters ceased and British
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Petroleum became known worldwide as an ideal place to build a career, investors saw slower but
steadier profits, and it flourished overall.

Restoring Public Image

Public image, business reputations are vital for BP back to the feet and recover its operation.
Strategically, damage controlling is the first priority BP has to take care for after the disaster.
Frankly, the company didn’t do any good in the beginning. Covering up, lighting the affect
result, even lowering spill total were scattering from BP interview on TV and news paper. Under
sharp critics, BP improved. The company sets up a BP's Gulf Coast Restoration Organization
and opens a communication place on its website “Gulf of Mexico response”. Public can access
the place for updating video of Gulf Coast Restoration progress and Facebook Q&A sessions
handled by BP CFO, COO and VP respectively. These efforts may pay off positively for
reviving BP business image in the long run.
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Abstract

This teaching case documents the radical transformation of Lycoming Engines from an
organization losing millions of dollars to a Shingo Silver Medallion in just 4 years through the
rigorous implementation of Lean Six Sigma philosophy and methodology.

Keywords: Lean Six Sigma, Transformation Leadership

Introduction

This case was inspired by a field trip taken by students in Bloomsburg University’s Operations
Management courses to Lycoming Engines in December 2007. At the time, Lycoming Engines,
an aircraft engine manufacturer, was embarking upon its’ most aggressive operations-based Lean
improvement efforts. Upon arrival, the students were greeted by leaders and employees of
Lycoming, who displayed passion and humility as they relentlessly pursued a vision that would
transform it from a failing operation to a leading example of the transformative power of Lean
principles and tools.

Lycoming’s Lean success was affirmed in 2008, when it was awarded the prestigious Shingo
Silver Medallion, perhaps the most rigorous external validation of Lean in the country. In
evaluating Lycoming’s performance for the award, lean experts spent days turning over every
stone of their operation for the assessment. When we learned of the award, we approached
Lycoming and asked if we could tell their story.

This case fills a gap in the management case literature particularly in the area of Operations
Management by affording students and opportunity to engage in decision making, analyze
management’s actions, and apply their disciplinary knowledge in the context of a Lean
transformation. The case examines the cultural enablers of a Lean transformation, the use of
Lean Six Sigma principles and tools, the time horizons of a Lean transformation, the leadership
qualities embodied by transformational leaders, and the use of policy deployment. It is targeted
for use in upper-level, undergraduate business courses such as Operations Management, and it is
also appropriate for Organizational Behavior, Supply Chain, Labor Relations, and other
undergraduate and graduate Management courses.

Overview of the Case

This case describes Lycoming Engines, the world’s leading producer of piston aviation engines,
as it emerges from a company on the brink of failure to a premier manufacturer. In 2004,
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Lycoming was a fairly typical example of the mass production orientation. There were large
batch sizes, mountains of inventory, long lead times, little in the way of long-term supplier
relationships, and lengthy product development cycles. Sixty percent late on orders was
considered normal, and nearly 80% of engines that were delivered to customers had at least one
quality issue. Furthermore, Lycoming had recently experienced a crisis of failed engines that
resulted in a surge of liability costs from less than .5% to over 10% of gross earnings and an
impending loss of their reputation.

Lycoming also had a broken relationship with its unionized workforce. Massive outsourcing and
a union strike in the 1990s resulted in a hostile relationship between the workers and
management. The two sides had failed to agree to a contract for nearly 9 years. Excuses, finger-
pointing, lack of respect, and poor safety records dominated the workplace. It was so bad that
former employees once said that they had “escaped Lycoming.”

Combined with the effects the 2001 9/11 attacks had on the aviation industry, Lycoming was
decimated. The company was losing tens of millions of dollars per year, incurring its biggest
operating loss of $40 million in 2002. When compared to a roughly $125 million annual revenue
base, the prospects for reversing the losses were dim.

In 2004 lan Walsh was hired as the Senior Vice President and General Manager of Lycoming.
He started the company’s transformation by bringing in a new leadership team, developing
insight into the company’s problems, crafting a new vision for the future, and rebuilding the
relationship with the workforce. He initiated and sustained a rigorous Lean Six Sigma program
that radically changed the culture, mindset and outcomes at Lycoming. The results were record
revenue levels, superior competitive positioning, and the celebrated Shingo Silver Medallion in
2008.

However, the lull in challenges facing Lycoming since its transformation would be short lived.
The dramatic economic declines that accompanied the recent recession hit Lycoming hard once
again. It had to layoff roughly 25% of its workforce at a time when the employees had finally
regained confidence in management and bought in to Lean Six Sigma. Confronted with these
severe new realities, lan Walsh and his leadership team debated the next courses of action, and
Walsh must now decide how to guide Lycoming through the new challenges presented by the
economic downturn.
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ABSTRACT

In the administrative and decision sciences field, issues related to populations health have attracted
a lot of interest, probably because the government is a major stakeholder and the financial stakes
are enormous. On the opposite, little research and literature have focused on the decision process
when occupational health and safety issues are concerned. Although the government is present
through various boards [e.g. US’ National Institute for Occupational and Safety Health and
Occupation al Health and Safety Organization (NIOSH, OSHA), Québec’ Commission de la Santé et
Sécurité du Travail (CSST)] the decision process remains essentially internal to the organizations.
Presently, the importance of the costs related to occupational problems is well acknowledged as
well as the actual accelerated rising of the costs related to mental health problems. In Business
School, occupational health and safety are seen as domains being under the responsibility of human
resources. Everyone agrees that human resources management may be narrowly linked to the
occupational health problem. However, we are often short of teaching material — especially in the
form of documented case studies - to demonstrate these interactions. To overcome this gap, eleven
case studies were developed. Basically, the cases involved organizations that were struggling with
complex occupational health problems. The goal was to provide documents allowing the processing
of various questions. Among these ones: 1. How the actual problem could be related to previous
decisions? On the base of which elements did the organization decided to ‘attack’ and eventually
solve the problem?

Study design : The targeted organizations were enterprises which were facing a complex
occupational health problem involving the human resources management for their last three years.
That problem could have not been solved when data were collected. Human resources or
occupational health directors received an interview questionnaire in advance, in order to give their
consent and to get prepared for the interview. Eight of the eleven interviews were realized with
both human resources and occupational health directors. Interviews lasted around 90 minutes and
were recorded. Most organizations provided datas and material (e.g. statistics, reports, etc.). The
material was analyzed with Nvivo (version 8).

Results: Four issues will be presented and illustrated through extracts of different case studies: 1.
Why the organization decided to take an active role in the solving of the problem (occupational
problems are often recurrent). 2. How a (the) previous decision(s) played a significant role in the
emergence of the problem to solve. 3. The interactions between the societal context and the
decisions. 4. Difficulties to foresee the impact of decisions or actual situation on the human
resources management.
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1. What decided the organization to act: In all cases, the organization decided to move actively
and to invest itself in order to solve the problem into a climate of major crises. In most cases, the
problem manifested through an important increase in absenteeism or a severe lack of motivation
at work. Usually, there were previous clear signals. In half the cases, the crisis developed over a
short period of time. In the first case to be described, the sudden event that was decisive was four
workers occupying strategic positions that went on a simultaneous sick leave. In the second case, a
major epidemics event leads to a massive absenteeism problem.

2. How previous decisions had a significant impact. In most cases, the actual crisis was partly
related to a previous decision where potential impact was not foreseen. The critical decision could
come from the outside as well as from the inside. In the first case, the organization decided to
introduce a ten hour shift schedule in order to attract outside workers. In the second, an outside
organization decided to implant a new policy.

3. The interactions with societal questions. Most organizations felt deeply affected by societal
context. Some tried to cope actively, other felt exceeded. In the first case, the organization
changed its production to get access to new customers groups. In the second case, the
organization, which target young consumers, faced with delinquent problems.

4. Difficulty to foreseen impact. The various cases show that organizations have difficulty to
forecast how a decision based on production or economic criteria —or an absence of decision -
could change the work situations or impair on the capacity of the workers to get adjusted or to
accept a situation. In the first case, the organization underestimated the impact of losing
competencies as the work was seen as simple. In the second case, the organization used to be seen
as very a attractive one, has now difficulty to recruit and retain younger workers.

The discussion will focus on the elements that an organization needs to keep in mind to anticipate
if a decision can have or not a major impact on the work, the workers and the occupational health
and safety.
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ABSTRACT

The debate over the main responsibility of enterprises is immemorial [5] [7], and opposes those
who still claim that the sole responsibility of the company is to be profitable and those who claim
that the responsibilities to various stakeholders are much more extensive. Shareholders are
therefore a public trial for businesses. We therefore propose a study that consider the multiple
and complex relationships between different actors including: Canadian mining companies, the
home state enterprises (Canada), the media, investors, but also underlying variables, including
social responsibility, the legislative framework, the history of the area, socially responsible
investing, etc. Through a content analysis of corporate social responsibility news dealing with
Canadian mining companies and their international activities, we are looking to investigate the
link with their diffusion and the reactions of mining sector investors.

Keywords : CSR, Investor’s Behavior, Media

PROBLEM

Corporate social responsibility (CSR) has been widely debated, sometimes in a controversial
way, in the past three decades with no real consensus emerged. This debate is partly derived from
the proliferation of different conceptualizations of CSR. The debate about the link between
financial performance and social responsibility also remains unsolved. Indeed, empirical research
on the relationship between CSR activities and corporate financial performance has brought only
inconsistent results, influenced by a variety of methodological problems [4][1][6][9] [2] [11][8.
However, almost all agree that it is highly strategic, according to a study of Oracle Corporation
and The Economist Intelligence Unit, interviewing 136 managers from various industries and 65
investors', 85% of them put social responsibility as a paramount consideration in investment

1 The Importance of Corporate Responsibility, The Economist Intelligence Unit, 2005.
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decisions. This leads one to wonder exactly how much and what are the immediate impacts of the
release of news about social responsibility on investors?

SCIENTIFIC OBJECTIVE

The aim of our study is to clarify the disapointing empirical results disappointing from previous
scientific research and discover the presence of a link between the release of social responsibility
news and investor behavior in order ultimately to promote socially responsible business in a
given sector ; the mining sector, particularly at risk because of the nature of its activities. By
adopting a different methodology and a specific industrial sector, the proposed study addresses
the issue with an innovative perspective.

METHODOLOGY

The methodology privileges content analysis, both in terms of social responsibility news and
shareholder resolutions passed at meetings. It is also envisaged to conduct a triangulation to
gauge investors to determine the extent to which the publication of news, from the media or from
the company itself will influence their behavior. Content analysis will be conducted using the
press analysis method Morin-Chartier [3], which by hindsight it imposes, by its systematic
approach to dissect all documents dealing with a particular organization, enables to identify
scientifically fervor used by the media, in minimizing room for interpretation. It aims to identify
and understand the meaning and impact of information transmitted by the media in interpreting
both its quality and quantity. Through the method based on the key concept of "information unit",
it is possible to go further in tracing in the press content, not only the most debated topics, but
also the fervor of each medium, the evolution of news discourse in time, events or major issues
that have affected the coverage, efficiency of spokespersons.

Mining companies whose market capitalization was the largest on the Toronto Stock Exchange
TSX Venture were selected for analysis. Indeed, as their weight on the Canadian economy is
important, the public eye, the eyes of shareholders, the eyes of government and media are turned
to them. That is, the Toronto Stock Exchange (TSX) hosts the largest group of mining companies
in the world. At the end of 2008, 55% of public mining companies were registered there, or 1,427
companies, compared to 684 to 216 in Australia and London.

The TSX is a global destination of international project finance. It imposes standards of scientific
and technical stringent to registered companies (National Instrument 43-101). This standard is
increasingly seen as the benchmark for global mining disclosure, which can lead to think that the
disclosure of companies that are registered there will be more complete and uniform, allowing
analysts and financial journalists to access the information they need and thus promoting
dissemination.
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CORPUS

We conducted a search through the Eureka database, which provides access to over 3204
electronic, web or written medias, daily or weekly, as well as press releases, newswires, and news
agencies. For each company we reviewed all the items found with the search by name of mining
company to retain only those dealing with social responsibility.

Table 1 : Corpus of Canandian mining companies studied

Total
News
International Volume |CSR
Mining company | activities CSR News (2009) Report | Metals
Yes (South
Barrick Gold America, Australia, Gold,
Corporation Africa) 135 1235 | Yes minerals
Potash Corporation
of Saskatchewan
Inc. Yes 63 626 | Yes Potash
Yes (Latin and Gold,
Goldcorp Inc. South America) 37 760 | Yes minerals
Teck Resources Copper, coal,
Limited Yes (Chile-Peru) 155 932 |Yes zinc

HYPOTHESIS

Recent events in terms of social responsibility in the mining sector had a direct impact on the
share price of the company involved inclined us to think that there is an immediate effect of the
publication of news on social responsibility behavior of investors in the sector and it is
measurable through the observation of the fluctuating stock price, but also by studying the
behavior of shareholders.
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For instance, the company Manhattan Minerals Corporation has seen its price falls 30% in the
days following the holding of a referendum where the population of Tambogrande voted 93%
against the continuation of the mining project [4]. Cambior has seen its price falls by 23%
between Friday, August 18 and Monday, August 21, 1995 following the breakdown of the
tailings dam of the Omai gold mine in Guyana which has resulted in the release of 4 million
cubic meters of mine waste containing cyanide into the Omai River. Within five days after the
announcement of the bursting of a dam of a tailings pond and waste rock storage of the Los
Frailes mine in Spain, the action of the mining company Boliden Ltd. lost 28% of its value at the
Toronto Stock Exchange. July 15th 2002, the Kivalina Relocation Planning informed Teck
Cominco of its intention to proceed against the Company under the provisions of the Clean Water
Act, against which the company has committed over 3,000 crimes. Within five days following its
announcement, the share value of the company fell 10% [4].

Although these events are major and mean significant costs for the companies involved, they
certainly affect their assets and have a direct impact on investors, these cases suggest that events
of social responsibility interest and modify the behavior of investors.

By the NEDSI Conference in April, we plan to be able to present our results.
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ABSTRACT

A study of the perceptions of supply chain management professionals toward CSR was
conducted to determine whether exposure to codes of conduct and ethics training influenced their
behaviors in the workplace. Survey results revealed that most companies have corporate codes
of conduct in place. Having a corporate code of conduct did not have a significant impact on
employees’ commitment to CSR, but mandatory training on the codes did significantly impact
the level of commitment towards CSR. The level of perceived commitment to CSR impacted
how often the respondents witnessed various unethical behaviors within their respective
companies. Higher levels of inappropriate behaviors were observed among vendors’ employees
when one’s codes of conduct were shared with vendor employees. True commitment from top
management makes a significant difference in how employees perceive and respond to codes of
conduct and social responsibility.

INTRODUCTION

A shift toward corporate responsiveness began at the beginning of the twentieth century,
however the phrase corporate social responsibility (CSR) did not gain common usage until the
1960’s when firms were challenged to provide more than just goods and services to society[6,
29]. As social and environmental concerns grew, society turned its focus towards large
corporations, claiming that with great power came great responsibility [20]. Consequently, firms
were pressured not only to maximize shareholder value, but also to contribute to sustainable
development and social welfare in the global community.

In 1994 Milton Friedman’s concept of maximizing shareholder value was challenged by
Freeman’s publication on strategic management [14]. Contrary to Friedman, Freeman argued
that managers held both a fiduciary and social responsibility to all stakeholders in the company,
reinforcing the need for CSR adaptations in order for companies to remain competitive and
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maintain a positive reputation in the marketplace [14]. Consequently, in the late 1990’s, as more
companies turned attention to social obligations, firms were challenged to modernize Friedman’s
traditional microeconomic theory of solely maximizing shareholder value [3].

Policy makers have defined CSR as “a fundamental concept whereby companies integrate social
and environmental concerns into their business operation and in their interactions with their
stakeholders on a voluntary basis” [12]. This definition suggests that, while CSR is an essential
aspect of the business marketplace, CSR is, in essence, not obligatory. However, because
investors have modernized evaluations of performance based on the company’s ability to meet
social responsibilities and the demand for ecological products have increased exponentially,
companies must adopt CSR initiatives if they wish to stay competitive and maintain a positive
reputation [32].

As CSR implementation has the capability to repair damaged reputations and increase
competitive advantages in the market, the social initiatives sought after by companies have been
widely criticized as a marketing tool rather than an honest aim towards improving social welfare
[16]. Oil giant, Shell, developed a program to install health clinics in Nigeria in order to
maintain a stable working environment in the area and to improve perceptions of the company.
However, after only one-third of the projects proved functional, the audit showed that Shell was
trying to buy off the locals with gifts rather than trying to better the society [16]. Some
companies, such as Shell, seem to approach CSR solely from a cosmetic perspective; however
CSR is, in theory, a central business issue that, if used properly, can have a substantial impact on
most business operations [32].

First coined in 1982, Supply Chain Management (SCM) did not gain common usage till the mid
1990’s when businesses, large and small, began outsourcing operations to developing nations
[1]. As components of the supply chain became more compartmentalized, management lost
oversight of day-to-day operations, which increased opportunities for unethical practices and
exploited human and environmental resources [35].

According to some scholars, the supply chain has become the most important strategic tool in
today’s business word [30]. The supply chain holds an intricate balance of methodologies and
internal responsibilities that have expanded to include externalities left on the surrounding
environment. As more firms rely on outsourcing to lower production costs, ethics has become a
major component in the supply chain and furthered the rise of CSR initiatives [5]. As early as
1998, strategic partnerships among suppliers and customers started to become a major industry
trend. According to a study by Witt [34] an 85% of companies ranked SCM as essential to
success [34].

Ethical issues have become more prominent in the marketplace because, by nature, CSR
initiatives tend to promote some form of right-action, thereby attempting to improve unethical
conditions [35]. As a result, ethics has become a hot topic, and business leaders are increasingly
turning their attention to ways to incorporate ethical representation in business operations.
Evidence of this prominent message among business leaders was revealed through a simple
Google search on the words “ethics” and “business ethics” that yielded over 82 million hits.
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Ethics is defined by Stahl and Grigsby [28] as doing the right thing right the first time.
Therefore, as ethical scandals surface within and among the supply chain, companies are
adopting new codes of conduct to improve viability in the marketplace [31]. After facing sever
allegations of sweatshop labor in 1996, Nike took an operational approach towards corporate
responsibility and put a strict code of conduct in place that allowed Nike to monitor all aspects of
its supply chain. Nike has since taken a leadership position for worker protections in the textile
industry and has plans to aid other companies to improve existing factory conditions [31].

Studies have shown that companies with strong CSR programs tend to attract a committed
workforce because employees are proud to work for socially responsible organizations [4]. Top
management tends to hire people with similar values that have a pivotal effect on the behavior of
employees thereby reinforcing employee productivity and motivation through enhanced
organizational identification [4]. Also, CSR companies with less management ability tend to
manage CSR with less skill, so it has been argued that successful CSR initiatives tend to produce
greater benefits when coupled with experienced managers [9]. Furthermore, companies can
counteract unethical conditions through top management’s commitment to a positive ethical
climate found within CSR implementation [2].

In light of the trend in recent years for increasing numbers of firms to establish formal codes of
ethics as standards of behavior for both employees and suppliers, we were interested in
determining whether or not these codes appear to be influencing behaviors. Our research sought
to determine whether the existence of codes of ethics or codes of conduct have impacted
employee and/or vendor behaviors with respect to actions that would be perceived as constituting
socially responsible behavior.

METHODOLOGY
Questionnaire Development

Our questionnaire was developed in a six-step process. The first step was a comprehensive
review of the literature on ethics and the supply chain. Within this literature review, particular
effort was made to identify articles that addressed ethics in the context of Corporate Social
Responsibility (CSR). Based on the literature review, the second step was to draft the survey
instrument. The third step of the questionnaire development process was an initial test for clarity
by graduate students at a major US university. Using information from this test, the
questionnaire was modified to improve understandability. The next step was a test for clarity,
relevance, and technical accuracy and was administered to members of the Supply Chain
Management Institute (SCMI) affiliated with a west coast university. The final step was a
refinement of the survey instrument based on the results of the survey responses from these
SCMI members.

The survey instrument contained a series of questions to capture demographic information about
the respondents and their respective firms. The other questions in the survey were designed to
capture information about firms’ actions relevant to ethics and social responsibility. Most of
these questions utilized a five-point Likert scale with five representing the strongest or most
positive response and one representing the weakest or most negative response. Another set of
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questions was designed to assess observed behaviors to which respondents answered yes (coded
as 1) or no (coded as 2). For the purposes of this study, mean responses for both types of
questions were analyzed.

Sample Selection and Characteristics

The population for the survey was comprised of supply chain professionals /members of the
Institute for Supply Management ISM). A random sample of 5000 members, representing
twelve major industries, was provided by ISM from its membership list. The industries selected
were Agriculture; Mining; Utilities; Construction; Manufacturing; Wholesale Trade; Retail
Trade; Transportation and Warehousing; Information Services; Finance and Insurance;
Professional, Scientific, and Technical Services; Administrative and Support and Waste
Management and Remediation Services; Educational Services; Health Care and Social
Assistance; Accommodation and Food Services; Other Services (not Public Administration); and
Public Administration.

Of the 5000 names and addresses provided by ISM, 63 names were eliminated because of
incomplete mailing addresses. Hard copy surveys were mailed to the remaining 4,937
addressees obtained from the sample draw. Nine surveys were returned to sender, reducing the
population size to 4,928. Of these, a total of 421 completed and usable survey forms were
returned, for a response rate of 8.5%.

For the purposes of this study, we were interested in the beliefs, behaviors, and perceptions of
respondents who are specifically associated with the procurement function and who would have
direct knowledge of or interaction with vendors and customers. A subset of all respondents to
the survey whose job title identified them as individuals working directly in a procurement
capacity was selected for our analysis. Two hundred forty-eight respondents fell into this
category and constituted the sample used for our analysis in this study. Of these respondents,
18.1% were in lower level positions of responsibility (i.e., buyers), 41.5% were in middle
management positions, and 40.3% were in upper management positions.

Responding firms in the subset represent both multinational and US-based companies: 59.3% of
the respondents indicated their company is a multinational company and 36.3% indicated their
companies are not multinational. A small portion (3.6%) indicated they do not know whether
their companies are multinational. The vast majority of the respondents’ companies are
headquartered in North America (87.5%); 11.3% of respondents’ companies are headquartered in
Western Europe. The remaining companies have headquarters scattered in Central and South
America, Eastern Europe, or Asia. The vast majority of respondents’ firms (90.7%) identified
North America as their primary sales region; 87.5% indicated that their firms’ primary sources
of purchases were also from North America.

Survey respondents work in all of the industries represented in the original sample but the
majority are employed in three industries: Manufacturing (42.3%), Utilities (14.9%), and
Finance and Insurance (10.9%). Responding firms represent a wide range of firm sizes in total
annual sales but the majority would be classified as large: 28% of the firms have annual sales up
to $100 million; 20% of the firms have annual sales greater than $100 million and up to $1
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billion; and 52% have annual sales greater than $1 billion. Firm size, as represented by number
of employees, was similarly represented: 28.2% of the firms have 1000 or fewer employees,
36.3% have from 1001 to 10,000 employees, and 35.5% have more than 10,000 employees.

Findings and Discussion

To establish whether companies see a need to communicate corporate values to their employees
and vendors, we asked whether respondents’ companies have a policy regarding business ethics
(e.g., a code of ethics, a policy statement on ethics, a code of conduct, or any other guidelines on
ethical behavior). Ninety-five percent of the respondents indicated that their companies do have
policies regarding ethical behavior. To assess the prevalence of the dissemination of these
standards of employees, we asked respondents to identify the proportion of company employees
to whom the code of conduct had been communicated. Eighty-one percent indicated that their
company’s code of conduct had been communicated to at least 76% of its employees.

Having established that the majority of employees are exposed to corporate codes of conduct, we
were interested in determining whether this exposure impacted their commitment to social
responsibility. Respondents were asked to indicate their perception of the level of employee
commitment to social responsibility using a scale of 1 to 5, with 1 representing “not committed”
and 5 representing “completely committed.” ANOVA revealed that employees of companies
that have shared their code of conduct with the vast majority of their employees (i.e., more than
75%) were perceived as having a stronger commitment to CSR (mean = 3.93) than companies to
whom fewer than 75% of employees were exposed to the corporate code of conduct (mean =
3.67). The difference is not significant (p = .10) but the direction of the difference was as
expected.

While the results mentioned above looked for the influence of making a company’s code of
ethics available to employees, we felt it would be more insightful to see if mandatory training of
employees on the company’s code strengthened the commitment to CSR. The results showed
that training did strengthen employees’ commitment to CSR (p < .001): for companies with
mandatory training, employees were perceived to be more committed to CSR (mean = 4.02) than
were employees at companies without mandatory training (mean = 3.42). Similar results (p <
.001) were found with respect to top management commitment. Respondents from companies
with mandatory ethics training perceived their top managers as being more committed to CSR
(mean = 4.34) than respondents from companies without mandatory ethics training (mean =
3.67).

Next we were interested in whether employees’ levels of commitment to CSR would impact their
observation of illegal conduct or conduct violating a company’s code of ethics within their
company. The illegal conduct or violations of company policy that were addressed are listed in
Table 1.

As indicated previously, the perception of employee commitment was assessed on a scale of 1 to
5, with 1 representing "not committed" and 5 representing "completely committed.” We found
that the level of perceived commitment by employees impacted how often the respondents
witnessed certain unethical behaviors within their respective companies. Any level of
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commitment to social responsibility is likely better than none; however, being moderately
committed doesn’t result in the same behavior as being completely committed. This isn’t to say
that total commitment to CSR is necessary to see adherence to ethical behavior within the
company, but it does appear that complete commitment results in significantly more adherence
than does moderate commitment for certain behaviors. For example, in comparing those who
state their employees are “completely committed” to those who are “moderately committed,” we
find significantly less a) sexual harassment (Mcomp =2.00 Mmoq =1.82, p < .04), b) lying to
employees, customers, vendors and the public (Mcomp =1.95 Mumoq =1.70, p < .01) and c) abusing
or intimidating other company employees (Mcomp =1.95 Mmoa =1.71, p < .02). However, this
commitment did not impact all behaviors, for example, when asked whether “discrimination on
the basis of race, color, gender, or age” was witnessed, employees reported not witnessing these
unethical behaviors regardless of their perception of commitment to social responsibility by
employees.

TABLE 1. TYPES OF ILLEGAL CONDUCT OR CODE VIOLATIONS

Engaging in sexual harassment

Giving or accepting bribes, kickbacks, or inappropriate gifts

Falsifying records and reports

Lying to employees, customers, vendors, or the public

Withholding needed information from customers, vendors, or the public

Misreporting actual time or hours worked

Stealing, theft, or related fraud

Breaking environment and safety laws or regulations

Abusing or intimidating other company employees

Discriminating on the basis of race color, gender, age, or similar categories

Much has been written about the trend on the parts of companies to impose corporate codes of
ethics on their suppliers, particularly in certain industries [4, 7, 18, 21, 25, 35, 36]. The literature
reports that suppliers in the textile and clothing industries have been virtually mandated to adhere
to the corporate codes of ethics of their buyers [21, 35, 36]. Unfortunately, much of the literature
suggests that these suppliers are circumventing these codes of conduct in their own operations by
presenting false information to customers’ auditors, maintaining two sets of books, and coaching
employees on their behaviors when auditors or customer representatives are in contact with
suppliers’ personnel [11, 18, 35, 36].

We asked respondents whether their companies communicated their corporate codes of
conduct/policy with their vendors. Over 66% reported that the company’s code of conduct is
shared with vendors. Based on these responses, we then queried respondents about their
observations of the same illegal conduct or violations of these codes (listed in Table 1) by their
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vendors’ employees. The results are interesting. We found that sharing one’s code of conduct
with one’s vendors had little impact on the behavior of vendor employees. Only two categories
(“misreporting actual time or hours worked” and “discriminating on the basis of race, color,
gender, age, similar categories”) showed significant positive relationships between the sharing of
the code of conduct and the observed behavior of vendor employees. In fact, the results revealed
that more inappropriate or illegal behaviors were observed when corporate codes of conduct
were shared with vendors than when the codes were not shared.

It is assumed that top management commitment to CSR would set the tone for facilitating
employee adherence to the company’s code of conduct. To see if this is the case, we examined
the perception of top management commitment to CSR (described above) with responses to a
series of questions about respondents’ comfort level in dealing with misconduct and unethical
practices. Respondents who see top management as “completely committed” compared to those
who see top management as “moderately committed” were significantly more likely to agree that
“top management talks about the importance of ethics and doing the right thing in the work we
do” (Mcomp =1.05 Mmoa =1.29, p < .007) as well as “the head of my company sets a good
example of ethical business behavior” (Mcomp =1.03 Mmoa =1.21, p < .021). We realize that
these are almost tautological, but they actually serve as a nice check on their responses (the
questions were not near each other on the survey).

We also find that respondents in companies with top management who are seen as “completely
committed” (as compared to those who are “moderately committed”) to social responsibility are
more likely to agree with a) “if I observe misconduct within my own company that could hurt
my company’s profits or effectiveness, I would report it to my supervisor or to the appropriate
office” (Mcomp =1.06 Mmoa =1.25, p < .007) as well as b) “I can report unethical practices of
people above my job level without fear of negative consequences” (Mcomp =1.17 Mmoq =1.54, p <
.001). One reason for this feeling of freedom regarding the reporting of unethical practices is
seen in the response to the question “If I report my ethical concerns, I will be seen as a
troublemaker by top management.” Those who feel top management is “completely committed”
to social responsibility were more likely to disagree with that statement (Mcomp =1.87 Mmod
=1.63, p <.032). Interestingly, as stated above, employees in companies where top management
is perceived to have “complete commitment” felt that they could report supervisors’ unethical
practices without fear of reprisal more than those at companies with “moderately committed” top
management. However, level of commitment did not impact whether respondents felt at ease to
report unethical practices of people who were below their job level (Mcomp =1.06 Mo =1.13,
n.s.) indicating that regardless of an employee’s perception of top management’s commitment to
CSR, virtually all employees feel comfortable reporting misconduct on the part of underlings.

Employees who see top management as ‘“completely committed” tend to agree that “my
company’s concern for ethics and doing the right thing is an important reason that I continue to
work here” much more than those who see top management as “moderately committed” (Mcomp
=1.09 Mpoq =1.46, p <.001). Also, those who see top management as “completely committed”
are more likely to say “my company is serious about doing good in the community around it”
(Mcomp =1.02 Mpoq =1.17, p <.04).
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CONCLUSION

Today social responsibility has become a necessity, however there still lacks a single consensus
on how CSR should be implemented in organizations [13, 17]. Successful implementation of
CSR cannot occur without integrating these efforts into SCM.

Our research has revealed that most companies have a corporate code of ethics or a policy on
ethical behavior. Results indicate that sharing the company’s code of ethics with employees
resulted in improved ethical behavior on the parts of company employees, as reported above. In
fact, mandatory training in a company’s code of conduct leads to behaviors that are more
consistent with a company’s code/policy. Interestingly, sharing corporate codes of conduct does
not appear to result in similar good behavior on the parts of the employees of vendors. In fact,
worse behaviors were reported when the codes had been shared than when the codes had not
been shared. One possible reason why the procurement respondents observed more bad behavior
when their corporate codes of conduct had been shared with vendors could simply be that the
procurement people were aware of bad behaviors and, therefore, more likely to observe/be aware
of violations on the parts of their vendors’ employees. Another possible explanation is that the
respondents may not have had the opportunity to observe vendor employee behavior and,
therefore, tended to respond “no” to the question of observing bad behavior, regardless of
whether the code had or had not been shared. Alternatively, the results of the survey could also
be revealing evidence suggested in the literature that vendor employees modify their behaviors in
the presence of customer representatives and auditors [11, 25, 26].

In summary, we find that it is important for top management to demonstrate (by having a code of
conduct, especially a written code, and sharing that code with employees) that they are
committed to social responsibility. This demonstration impacts both ethical behavior of
employees as well as whether or not employees feel at ease reporting misbehavior of those
around them. It is also clear that many employees who work in organizations where social
responsibility is demonstrated by top management, do so because they want to work for an
ethical company. The results of this research indicate that true commitment from top
management makes a significant difference in how employees perceive and respond to codes of
conduct and social responsibility. These findings are consistent with the literature showing that
successful implementation of major corporate initiatives (e.g., TQM, ISO 9000, CSR) has hinged
upon top management commitment to these initiatives [7, 8, 10, 21, 27, 33].

There is still room to further investigate the role of sharing codes of conduct with vendors. It
appears that the link between sharing the code and then observing ethical behavior isn’t as clear-
cut as it is with employees. However, as we stated above, it could be that there is just not as
much opportunity for observing negative behavior (or any behavior) of vendor employees or that
vendor employees are modifying their behaviors in the presence of customers. We are excited to
investigate this and other possibilities in future research.
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Corporate Social Responsibility: The Case of Pharmaceutical Industry in African
Countries
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ABSTRACT

The Pharmaceutical industry is one of the most important industries in maintaining the
sustainability of human resources. This study examines the “Millennium Development Goals
Report” based on extensive data compiled and led by the Department of Economic and Social
Affairs of the United Nations. The research delineates how pharmaceutical companies can assist
in a worldwide economic development by alleviating child mortality, contagious diseases, and
other health risks that hinder such development in emerging countries.

Furthermore, this study examines the history of development of drugs and medicine in the
United States as well as Europe in addition to the pharmaceutical companies’ programs devised
to aid the developing nations. Several programs, such as Bayer’s Global Business Coalition
(BCG), that are developed to target diseases like HIV and malaria in African nations are
analyzed.

The final section of the study concentrates on the shortcomings of the actions by major
pharmaceutical companies that hinder achieving an accepted standard of health and welfare for
the African nations.
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ABSTRACT

In recent years, the formation of coalitions between NGOs and trade unions has
developed in various areas of action, including CSR (Gallin 2001). These coalitions
characteristically promote the adoption, by leading firms and public administrations, of
regulatory tools designed to ensure respect for human rights and minimal environmental
norms along supply chains (Palpacuer 2008, Vercher 2009). Typical among them are
coalitions fighting against the proliferation of sweatshops in the developing world. This
paper will discuss the conditions by which this type of coalition may acquire regulatory
power in respect of CSR issues. Several analysts consider such multi-stakeholder
initiatives as the foundation of a regulatory system better adapted to the globalization of
economies and better positioned to newly articulate social and economic factors on a
global scale (Cashore, 2003, Gendron and al., 2005, Robinson, 2007). New regulatory
platforms also appear well placed to mobilize personal and institutional consumers (of
product or services) by providing them with societal information or information
pertaining to a variety of corporate practices (Michelleti, 2003). Few studies have yet
shed light on the processes by which these regroupings develop capacities for common
action. This paper will thus present a diachronic analysis of the formation of a Quebec-
born NGO-trade union coalition active in the field of CSR since 2003. It will discuss the
specificity of such a coalition, the challenges it faces in the development of regulatory
capacities, and the obstacles it encounters in the institutionalization of regulatory tools
such as codes of conduct and responsible purchasing policies. It will conclude with a
discussion of how this type of regrouping could contribute to the development of a new,
global system of regulation by mobilizing the works of neo-institutionalists (Scott, 1995,
Campbell, 2004; Crouch, 2005) as well as Reynaud’s theory of social regulation (1997).
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ABSTRACT

The thinking and actions of co-responsibility of employers for education, the environment, the

country, have become a differentiator in its administration. As a result of Master thesis

defended at Federal University of Santa Catarina, Brazil, this article discusses how to
operationalize the objectives of the companies to adopt the slogan of "socially responsible”
and the concept of education borne by the entrepreneurs who participated in a social
education project. It is concluded that the goals of business education are the company’s,
focused on competitiveness and raising the educational level of the worker to ensure profits
and improved corporate image.

Keywords: Work and Education, Corporate Social Responsibility, Corporate Education.

Introduction

The following article is the result of research developed at the Masters in Education held in
2008, the Federal University of Santa Catarina, Brazil [1]. The overall objective of the study
aims, from the historical review of the company's option for Social Responsibility projects,

search for the purpose for which companies develop educational programs for Social
Responsibility.

The methodological assumption of the research was to investigate a specific research object, a
vocational training project for the young with a low-income and developed by Brazilian
companies, and also the analysis of dissertations on the subject.

For the theoretical analysis we used the category of "ideology" in this whole research process,
from Marx understood [2] as a logical, systematic and coherent representations and norms or
rules that indicate or prescribe society members what to think, value, feel and do. Thus, the
category of ideology at work is presented as an indicator of a political position, to reflect on
the general aspects of the real and essential, their connections and relationships, once the
hegemonic ideology that preaches the study filled the fight against poverty and social
injustice through corporate social responsibility in the search for a human, fairer social and
environmental development.

Restructuring productive and economic restructuration of capital: Corporate Social
Responsibility as business strategy

The globalization of capitalism carries with it the globalization of the world of work [3]. The
work process and production appears increasingly subsumed to capital movements.
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It is understood capitalism as a “civilizing” process that constantly reforms the conditions of
life and work, ways of being of individuals and communities, according to its logic. To the
extent that capitalism is facing crises, restructuring the relations of production and work. The
elements that constitute a crisis are very complex and involve the economic, social,
ideological, political dimensions and have strong repercussions in the ideal, in the subjectivity
and in the values that constitute the working class.

This restructuring, or “reengineering of capital” [4], hits the surface in a phenomenal form,
l.e. “restructuring without changing the basic pillars of the capitalist mode of production”[5,
p.36]. Examples have been given in the organizational field, the shift of labour relations, in
technology, the inclusion of so-called microelectronics-based technologies, and social, the
incorporation of "ethical values" and social concerns in administrative management. For each
segment there are a series of actions planned and unleashed. However, the study was
delimited to observe the manifestations in the social field.

Reengineering the social segment is based on actions based on a supposed "business caution
that is engaged in the pursuit of “quality of life” of society and in the concern about its
"corporate image" over consumers and the market. These actions took shape in the business
fronts such as volunteering [6], the theology of the market [7], the social merchandising [8],
social marketing [9] and Social Responsibility. Of these five, we focus on the latter.

Social Responsibility is entered by the business in exchange for the actions of the State,
linked the responsibility of society via social policies. In the current economic context, under
the aegis of neo-liberalism, the State was characterized as minimal, transferring part of their
social responsibilities of public managers to society at large. This society is called, via
discourses of solidarity, volunteerism and corporate social and individual responsibility, to
contribute to the alleviation of social problems. However, the capitalist organization, drawing
on methods used in its production process, by its own logic, distinguishes social actions that
could be transformative and lasting. At its limit, appease social problems in a superficial way
and limited in time.

Complements to this the fact that Social Responsibility is a tool of manipulation and social
inculcation in the hands of companies, which have acted as an ideological apparatus [10]. The
poor working conditions and exploitation by means of flexible accumulation are disguised by
the social function of the company, using strategies such as techniques of human relations, or
participation, allowing the gain relative and absolute at the same time necessary for the
reproduction of capital and its over accumulation.

One of the main definitions of Corporate Social Responsibility (CSR), used by the Brazilian
business community and by the Ethos Institute [11], considers it as a way of doing business
that makes the company a partner and co-responsible for social development [12]. So, for a
company to become socially responsible it should reconcile the different interests involved
(shareholders, employees, suppliers, consumers, community, government and environmental
preservation) incorporating them into the strategic planning of its activities.

As a matter of fact, a survey [13] conducted by the Institute ADVB [14] of Social
Responsibility (IRES) reveals that Social Responsibility is an important strategic tool in
making business decisions, for according to the same study, 97% of them use it in its
management.

The corporate-citizen, for the consumer, according to research from the Institute Akatu [15] is
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one that creates jobs, pays taxes and goes beyond the ethical obligations [16]. However,
among the less valued actions we have actions of political transparency [17]. The practices
identified by consumers delineate a paternalistic conception of CSR, philanthropic, in an
emergency and with a focus on the public in need.

Thus, identifying themselves as socially responsible development support to the community
where the company operates, the preservation of the environment, transparent
communication, the return to shareholders; synergy with partners, customer satisfaction, the
preservation of well being of employees and dependents. However, the area of education is
what has gotten more attention from entrepreneurs when it comes to taking a social project.

To have a run size of investments, according to the latest census of the Group of Institutes,
Foundations and Enterprises (GIFE) [18], only its members spent about $555.5 million

dollars, equivalent to 20% the investments of the domestic private sector for social, cultural

and environmental projects taken in a planned, systematic and monitored way [19]. The
prioritized area, education, received private investment of about US$ 68.8 million in 2005

alone.

The education conducted by the company: the social educational programs for
Corporate Social Responsibility and its implications

According to a survey released by GIFE [20], social investments made by companies in
education projects alone represent 85%, which shows the area of education as the main focus.
With globalization, the business community contributes to the strengthening of a pseudo-
minimal State to assume social policies and to adopt Education for them.

This concern demonstrates the recognition of entrepreneurs for the qualification of people and
is a consequence of the economic demands stimulated by the process of modernization and
flexibility. However, in this movement, the business community blames the Brazilian
educational system responsible for not meeting the requirements of the market, and gave
several reasons for that "failure”, among them, the lack of infrastructure and poor use of
resources. Supposedly, this situation would prevent companies from producing better and
being more competitive. Thus, entrepreneurs believe that their participation in educational
policies can contribute decisively to raising the educational level of the population. The
suggestions range from assistance through partnerships with schools to the establishment of
schools or school systems themselves.

The new points in this process are a concern and the discourse of reform coming from bases
organized by business class. It's understood that the educational relationship should be
governed by a mercantile type relationship and that should mimic the market model.

Nevertheless, recommendations for improving education are just mechanisms for quality
control by society and by government agencies, a system of collection and transfer of funds.
That is, the implementation of criteria for improving systems of assessment and management
of resources.

This speech demonstrates understanding of education as a productive investment in view of

an individual income. By way of economic organizations and international finance
companies, this conception is today, the ideological foundation of the new order world
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education. This thought has membership of international organizations and Western
governments, because it proposes a strategy of "sustainable growth” and represents an
economic justification for educational expenses.

However, the corporate education is used as a means of achieving competitive advantage as
well as the possibility of entering new markets. Outstandingly successful companies have
brought the school into their companies. In a research carried out in a company of Santa
Catarina, the food branch Sadia S/A, Cruz [21] points out that the school within the company
justifies its philosophy and contributes to the shaping of workers to the needs demanded by
structural changes. Moreover, companies that sponsor training programs have a competitive
edge with regard to the level of training of their employees, suppliers, customers and even the
communities where they operate.

Learning how to learn, communication and collaboration, creative thinking, technological
expertise and global business, leadership development and career self-management are
characteristics of a learning organization [22].

Educational processes are acquired by the enterprise initiative, serving private and localized
interests [23]. In this movement there is a historic reversal of what is meant by education. The
education model used by companies not even remotely resembles a vision of education.
Training is a process quite different from instrumental and/or behavioural orders practiced
within organizations. Private utilitarianism governed by the logic of profit replaces, therefore,
the principles of equal opportunity, democracy and solidarity that are structured around public
schools, sole unit and polytechnic from the standpoint of human emancipation. We seek to
commodity education as product and consider it nonsense of school spaces, or according to
Drucker [24] education can not be the monopoly of schools. It's in this sense, that the
companies now organize education in and out of its physical facilities.

Piccoli’'s studies [25] show that the benefits with education in the company range from
increased productivity to employee motivation, a decrease of 50% of its turnover. Therefore,
entrepreneurs "take" education because they have a glimpse that this adoption enables
competitiveness, agility and high level of adherence or appropriateness of educational
programs to the demands of the productive sector.

Corporate Social Responsibility: A consortium of value to the product and the image of
the “company-citizen™:

The educational ideals of the company are promulgated by the adoption of a socially
responsible attitude. Regardless of the CSR actions undertaken, all companies seek to receive
honors from the supposedly benevolent attitude towards society.

The responsible attitude of the company is seen as a sign of corporate reputation and brand
[26], and is widely reported as a strategy to add significant value to the brand as a corporate-
citizen. Furthermore, CSR is now seen as a business opportunity for companies, when they
take a stance considered "citizen", to receive various benefits, as evidenced Rampinelli [27]:
- in taxation, with the possibility of tax exemptions at the municipal, state and federal
sponsors or directly to the projects;

- for sale and image: the strengthening and loyalty to the brand and product;

- shareholders and investors: the valuation of the company in society and the in market;
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- the advertising revenue: mainly originated from the spontaneous generation of media;
- for productivity and people: the greatest commitment and motivation of employees.

Under the exemptions, according to data [28] of the Internal Revenue Service (SRF), only in
2007, the Brazilian companies that invest in Corporate Social Responsibility had incentives
and tax exemptions of more than US$ 611.1 million. According to information from GIFE
[29], an organization that brings together the 106 largest private social investors in Brazil with
about 70% of their actions aimed at education, there was a prediction that, out of the 871,000
Brazilian firms, only 178,000 were in the regime real profit, that is, they had to pay income
tax.

According to research conducted by IPEA [30] in 2006, the Ital Social Foundation, which has
assets of $205,5 million dollars, invested $18,3 million dollars. In 2007, according to Ana

Beatriz Patricio, superintendent of the foundation, the forecast was investments of $22,2
million dollars with a focus on education.

Figures on tax exemptions and benefits received arising from social activities are not widely
disseminated. However, the amounts invested are emphasized, as it is of interest to companies
and their linkage to its responsibility for society. The companies justify the high investment in
social marketing as a way to change social behavior for the sake adopted.
However, a study published in 2004 by IPEA [31] with the largest companies in the
southeastern Brazil, showed that 65% of multinationals admit bluntly perform social actions
to improve corporate image, while only 37% of companies national admit it, too.

Thus, the company considered socially responsible, has its corporate image linked to ethics
and morality, contrary to an institution that cares for the well as an end in itself, trying to
mask their ultimate purpose is to generate profit. Rampinelli is ironic about this situation by
saying that "by magic, all organizations are pledging their commitment to pressing
community, the consumer is no longer disregarded and all businesses now are 'best to work ".
He adds:

“The true corporate-citizen is full all hours of the day. One can even accept that citizenship, at
bottom, is an ideal type, as defined by Max Weber (1993). Something you would like to have,
but never reaches it. But well, companies that have in their DNA (with its own production
process, the products it manufactures and sells) a gene that leads to destruction of the
environment and the citizens (of their health, for example), or service provider companies
which act in flagrant disregard for the rights of their consumers, could never be recognized as
Corporate-Citizens by financing some cultural projects, sports activities or building
kindergartens” [32, p.51].

How to determine if the company is ethical, if it is taking attitudes and values of our society?
According to Melo Neto and Froes [33] a socially responsible company has a definite pattern
of social, economic, cultural and political behaviour. For a socially responsible action it is
necessary to ask themselves: what are the values of our society? What are the actions
resulting from these values? These settings are not highlighted or discussed by the companies.
Without pointing them out, the company can not claim that their attitude or decision meets
certain “purposes and values" of society and thus, one can not conclude whether or not the
company is socially responsible. And yet, one must question whether the company which
complies with legislated obligations would not only be honoring its duty.
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So there is subjectivity present in the definitions and limits of ethics for CSR. However, the
"conciliation" with the company's ethics has become a survival strategy, and its legitimacy
must be built linking the mark of a good image through social marketing. In Cattani
evaluation [34], the company covered with Social Responsibility is not a pure economic
agent, not just sell products, but manages its relationship with the public: its logo is its
greatest value.

The Corporate Social Responsibility is one of the factors added to the fetish of the product,
which has been successful in winning and retaining customers and the resulting profit for
shareholders. The company takes up the ethical and religious discourse, but its goal is to keep
as company. Ethical and social commitments are advertisements of the company, are
presented as a virtue, but have nothing to do with it. They are reasons to stay and accumulate
capital. As long as the attitude of being ethical favours their goals and not hinders them, it
will be an excellent deal for it to invest.

This new posture besides authorizing the company to seek profit, it allows the company to
add significant value to its product. Solidarity concerned has no moral value [35], but it has
commercial value. The assignment of value to products is only possible by marketing.
Besides the social value, there are other aggregators of value to products.

Thus, this is not just a matter of associating value to the product, but to infiltrate cultural ideas
and iconography, so that their brands can reflect ideas and images in the culture as
"extensions" of their brands [36]. Social issues related to the product have shown a growing
concern for consumers in purchasing decisions. In 2000, a survey of Valor Newspaper, in
partnership with the Ethos Institute for Business and Social Responsibility [37] pointed out

that 24% of Brazilians already consume taking into account the positioning of the company,

compared to the percentage of 46% of consumers Americans.

Actions so-called socially responsible coupled with good institutional marketing give the
company credibility, honesty and trustworthiness. It is important to clarify that social
responsibility can not be seen as marketing. Often actions are misunderstood; merely social
isolated actions and Social Responsibility, but they are actually social marketing strategies
[38]. Regardless of the marketing developed, what they aim is to spread the brand associated
with the awareness of people and a sharing of principles and ideals, loyalty to their customers
in order to obtain best results.

Rampinelli discusses two major criticisms of this movement:
"The first is that companies, just looking to cause more public appeal and more attuned to its
"calling" to social investment, no longer invest its resources in the causes considered
"difficult”, as juvenile offenders or children with AIDS. It sounds somewhat naive the idea
that companies should invest in all social causes. The second relates to a feeling that
companies would invest more resources in advertising its association with the cause than the
cause itself, decreasing, for lack of motivation, the legitimacy of the investment” [39, p.69].

An article, published in the Valor Econémico Journal [40], raises this controversy citing a
company that spent US$ 55,500 in a social project and, anxious to strengthen its image, has
invested $ 500 thousand dollars to publicize the program media [41]. The social activities of
businesses are so profitable that the stock market included the environmental and social
variables in financial analysis. Such data show that marketers believe in the power of building
a brand based not only on the rational and emotional, but also and primarily in ethical or
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spiritual dimension. Therefore, the importance of not only promoting the product but selling
an idea, need or image. This is the true cause embraced.

The idea that the relationship between profit and social action passes through the corporate
responsibility, is that the tensions between production and consumption are now overcome in
the due to a change of attitude motivated and fueled by a 'spiritual' conversion, for a
reorientation of principles. Azambuja [42] describes the situation as follows:

“The employee, worker, servant, employee, producer of surplus value is transformed,
magically, into the "collaborator”, i.e., someone who loves what he does, not denying ever,
always sees fairness in their dealings with employers, in which there is complete equilibrium,
full understanding, mutual support and unwavering sincerity (...) And he does it within a
"socially responsible” system; full of relationships in which only good is built, because it is
"managed" by superior people, only producing good products, good services and good ideas.
And more: a dynamic system, competent, harmonious and "proactive" and it is, therefore,
entitled to urge its players - regardless of their social positions - to fraternize in a common and
uninterested task in the evolution of mankind. So then ... bingo! Gone are the conflict between
capital vs. labour; eternal peace reigns between production and consumption. Even the most
partisan analysts with pro-administrative trends, opposed, for example, to the philosophy of
Foucault, would see a hint of hypocrisy in the discourse of "social responsibility ", not by the
need to be responsible, but by the inappropriateness of believing social”.

From this perspective, the spread "corporate-citizen" removes the social contradictions of the
scene and forces a synergy between the social and profit through CSR.
The relations between workers and bosses are interwoven contradictions and resistances, from
those which prevailed in the times of the Industrial Revolution, had a clash capital and labour,
clearly and explicitly. However, the situation we find ourselves in today, which reflects a
slow and painful process — no linear way - put labour and capital in such a situation of conflict
that reached a certain point, threatening the survival of the system itself. Thus, in business
discourse, ethics and company become no longer elements seemingly opposed, philanthropic
and educational actions are part of the purpose of the enterprise, and thus social responsibility
presents itself as one of the strategies that capitalist firms assume in the continuous and
necessary process to forge cooperation between labour and capital.

Final Considerations

The Social Responsibility practiced by the Brazilian business community is highly
contradictory, since it is within the objective conditions of capitalism and in a context in
which it does not have, in fact, public policies, once they are poor and insufficient. It appears
that the social actions carried out by companies are used for profit and competitive advantage,
providing for an institutional marketing rather advantageous.

It appears that CSR is a business strategy for the ability to make improvements in the "image,
performance and sustainability of the company” [43, p. 81]. Thus, the end-entity is benefited,
consumers feel good to consume in an ethical company and that company employees now
have more pride in belonging to its staff. In summary, there is an apparent view that all stand
to gain. The recipe of success achieved by the "socially responsible” company aims at getting
some benefit from the promotion of their image and reputation, to the extent that their
customers are sensitized to their social actions disclosed.
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There is no consensus as to the understanding and practice of CSR. However, the Brazilian
social projects undertaken are aimed at "managing poverty. " In the sense that they do not aim
to solve social problems, but stop them.

Corporate Social Responsibility is shown as a neutral speech, natural, free and disinterested
by the companies. The social activities offered strengthen the field of volunteerism, solidarity
and institutions of the Third Sector, giving repercussions in the sphere of citizenship, since
they allow companies to incorporate the demands of social reproduction.

The business took on CSR as a practice intrinsic to their concerns, however, it has neglected
to correct the imperfections of the State, but provide them, as alleged self-regulator. CSR has
facilitated the withdrawal of the State's role, and is not only a consequence of the diminishing
role of this to the social sphere. In addition, CSR downgraded the State, dismantling the
public policies and transforming the rights gained historically into mere favours that, thus,
prevent the development of citizenship.

Presenting the inefficiency of the State and the efficiency of the companies in solving social

problems is a way to promote and enhance the decrease of the power of intervention of the
State and to seek an affirmation of social power. So, a power struggle for social regulation is
at stake.

Furthermore, the adhesion of enterprises to social projects in education is within the scope of
social obligations to the rights and duties of the State, which has increasingly been out of
public policy.

According to M. T. J. Silva [44], under the banner of Social Responsibility, companies have
been broadcasting across the country, thing which is called the need to take responsibility for
education as a gesture of assistance with the formation of present and future society. In this
case, the educational dimension was reduced to the mere condition of moral formation. The
education conducted by business legitimizes the company's philosophy and capitalist
principles, contributes to the shaping of workers to the needs demanded by structural changes.
Add to it the fact that they are to be granted strategies for ensuring a competitive edge.

In this perspective, CSR is part of a broader process that is part of the restructuring of capital
strategy, from the crisis originated in the 1970s and serves as a mechanism for the
maintenance of ideological capitalism. And, as an example of what used to happen to the
sponsorship, it is one more instrument of domination and maintenance of the capitalist system
that pits the concept of citizenship, making individuals dependent on charity and welfare,
relegated to a forged citizenship.

When the companies get coated with socially responsible roles or ‘corporate-citizens',
"withdraw from the political and public arena the distributive conflicts and collective demand
for citizenship and equality" [45, p.390] and convert them into a voluntary altruistic
disposition on behalf of a business virtuosity when, in fact, they aim to achieve cronyism.
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