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FORWARD

The purpose of the conference is to provide a unique international forum to facilitate the
exchange of cutting-edge information through multidisciplinary presentations of new challenges
in global business and technology: strategies, policies and issues.

All full papers submitted to the Global Business and Technology Association Conferences are
subject to a peer reviewing process, using subject specialists selected because of their expert
knowledge in the areas.

Academicians, practitioners, and public policy makers at all levels throughout the world
submitted original papers for conference presentation and for publication in this Readings Book.
All competitive papers were refereed (subject to a peer review). The result of these efforts
produced 341 empirical, conceptual and methodological papers involving all functional areas of
business education with a special focus on international aspects. Of the 228 papers accepted for
presentation at the conference, 125 papers are published in this Readings Book.
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ABSTRACT

This paper identifies and discuses problems in the implementation of cost transparency in supply chains.
Previous research implies that failure is largely the fault of the supplier. Utilizing a framework that emphasizes
the roles of both buyers and suppliers in the formation and development of inter-organizational relationships
this paper contests that notion. In fact, in a case study of a buying firm and five suppliers in the retailing industry
problems associated with the implementation of supply chain cost transparency largely relate to past and
current interaction between the parties rather than to the supplier’s activities specifically. Such problems
include collision between transactional exchange activities and the implementation of cost transparency, goal
incongruence, group dynamics detrimental to implementation, a suspicious atmosphere as a result of past
interaction, difficulties in re-defining the nature of the relationship, the threat represented by power
asymmetries, and lack of relationship-specific competence.

BRIEF LITERATURE REVIEW AND PURPOSE

Studies of cost structures in many industries indicate that costs of purchased good are substantial,
frequently representing upwards of 60-80% of total costs (van Weele, 2005). This means that a firm’s
profitability is often largely determined by the efficiency of its suppliers (Cooper and Slagmulder, 2004; Gilley
and Rasheed, 2000). Buyers therefore increasingly direct attention towards identifying and eliminating
inefficiencies in the supply chain (Dyer and Singh, 1998). In effect, many of the concerns traditionally
considered internal to suppliers become the concerns also of buyers. In some industries we see, for example, that
suppliers and buyers jointly develop products (Agndal and Nilsson, 2009), that buyers help coordinate suppliers’
purchases for greater leverage (Carr and Ng, 1995, Lamming et al., 2006), and that suppliers’ logistics are
streamlined (Mclvor, 2001).

Such collaboration tends to require a greater degree of openness concerning costs than traditionally
associated with exchange between independent firms (Agndal and Nilsson, 2008). In recent years, several reports
of attempts to increase supply chain cost transparency (a.k.a. open book accounting/policy/negotiation) have also
been published (Dyer and Chou, 2003; Kajiiter and Kulmala, 2005, Lamming et al., 2005). Consensus is that
buyers’ efforts to implement cost transparency are associated with significant difficulties, though. E.g., based on
a study of four supply networks Kajiiter and Kulmala (2005) identify several impediments to increasing supply
chain cost transparency. Echoing arguments by Dekker (2004) and Drake and Haka (2008) they find that when
cost structures become known suppliers fear exploitation by buyers, e.g., in price negotiations or buyers playing
off one supplier against another (cf., Seal et al., 1999). Kajiiter and Kulmala (2005) further argue that this
perception may be intensified when suppliers experience no incentives for cost data disclosure and the authors
even find examples of suppliers arguing that cost data should never be disclosed to other firms. This may be
exacerbated by the fact that, although some scholars (Lamming et al., 2000) argue that true transparency is bi-
directional, in practice buyers tend to require cost data from suppliers without providing similar information in
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return (Ellram, 1996). Other problems in Kajiiter and Kulmala’s (2005) study concern the system for cost
transparency; suppliers may not possess the ability to actually provide requested data due to poorly develop cost
accounting systems and/or may lack the resources needed to develop such systems.

Although Kajiiter and Kulmala (2005) recognize that buyers may also be at fault for failure in
implementing cost transparency — for example by not providing incentives or assistance to suppliers — it is
implicit in much of the research that problems relating to implementation primarily stem from suppliers’
inability and unwillingness to participate. However, cost transparency is a tool to manage an inter-organizational
relationship and its implementation should be considered in the complex and dynamic context of that
relationship (Lamming et al., 2005). In line with this, much of extant research argues that suppliers’ distrust is a
reason for failure (Caglio and Ditillo, 2008; Vosselman and van der Meer-Koistra, 2009). Trust, however, does
not exist in an organization. Rather, it is built over time between two organizations as they inferact and, thus,
takes on properties unique to the individual relationship at a particular point in time (cf., Morgan and Hunt,
1994). Rather than attempting to assign blame for failure to either of the parties, additional complexities relating
to implementation may therefore be identified when focusing on the inferaction between the buyer and supplier.
That is the purpose of this paper. More specifically, drawing on an empirical study of a Swedish retail buyer and
five of its suppliers, this paper identifies and discusses problems relating to the implementation of supply chain
cost transparency.

In pursuing this purpose, the paper intends to make three main contributions. Firstly, it aims to extend
current research by presenting a range of complexities either not addressed or insufficiently discussed in extant
studies of supply chain cost transparency. Secondly, by undertaking an empirical study in a largely new context
— namely the retailing industry — this research adds to the bulk of research which has primarily been concerned
with cost transparency in a manufacturing context. Third, drawing on these insights, the paper also aims to
present recommendations that may guide managerial practice as attempts to implement supply chain cost
transparency are undertaken by more and more firms and in more and more industries.

THEORETICAL FRAMEWORK: THE INTERACTION
MODEL

First published in 1982, the Interaction Model represented an important contribution to the debate on
how exchange between firms should be understood, presenting the buyer-supplier relationship as such as the unit
of analysis (IMP, 1982). Although developments of the model have since been proposed, its five main
interrelated dimensions remain purposeful for analyzing exchange.

(a) The Parties. The actors involved in the relationships constitute the starting point of the model. They
are defined in terms of their aims and goals, competencies and experiences, access to and control over resources,
as well as organizational structures. These characteristics evolve over time as the parties interact and are
influenced by their environment, either in an evolutionary manner or guided by strategic initiatives (Gilley and
Rasheed, 2000).

(b) The Exchange Process. The exchange process involves the day-to-day transactional activities that
are the primary focus of and reason for the relationships, including exchange of products, services and
information for monetary compensation. Thus, exchange is one form of interaction process involving the two
parties.

(c) The Relationship-Building Process. A second interaction process involves the creation of the
relationship between the parties, a long-term oriented process. A relationship develops as firms carry out day-to-
day transactional activities, i.e., exchange processes (Naude and Turnbull, 1998). In a sense, the relationship-
building process represents the totality of exchange processes, in the course of which the parties adapt to each
other’s ways of doing business and behavioral patterns become institutionalized (Sheth and Parvatiyar, 2000).

(d) The Atmosphere. A relationship exists in an atmosphere particular to that relationship. As the

relationship develops, so does its atmosphere which is often described in terms of power, expectations, trust and
commitment (e.g., Helper, 1991). Power refers to the distribution of power in the relationship, which to a large
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extent determines how the parties act (Cox et al., 2000). If power asymmetries are not abused, this can engender
trust between the parties (Hakansson and Gadde, 1992). Trust is thus largely connected to expectations regarding
the behavior of the other party (Johanson and Mattsson, 1987). Goodwill trust refers to the expectation that the
other party will not behave opportunistically when given the chance to do so, whereas competence trust refers to
beliefs in the abilities of the counterpart in the relationship (Sako, 1998). With increasing levels of trust, the
parties may become more and more committed to the relationship (Helper, 1991; Nooteboom, 1999) in terms of
relationship-specific investments such as adaptations of business processes. The creation, shaping and deepening
of a relationship is therefore often described as an iterative process of trust-building and commitment (Dyer and
Ouchi, 1993). In a sense, the atmosphere of a relationship represents what the parties are willing to do for each
other and what they are willing to risk.

(e) The Environment. The Interaction Model recognizes that the relationship as such does not exist in a
vacuum; rather, each relationship is part of a complex web of interrelated relationships, often referred to as
business networks (Hékansson and Snehota, 1995; Wynstra, 1998). The actions a party may take within a
particular relationship are both constrained and enabled by the other relationships that party belongs to (Dyer,
1996). This also serves to temper behavior; abusive practices in relation to one supplier may generate distrust by
other suppliers (Axelsson and Easton, 1992).

Jointly, these five groups of interrelated variables are intended to enable the analysis of interaction in an
inter-organizational relationship. Based on this framework, when attempting to identify problems relating to the
implementation of cost transparency we will address the following research questions:

e How is implementation influenced by day-to-day interaction and long-term ambitions for the
relationship?

How does a mismatch between the parties’ expectations and aims influences implementation?

How do experiences from past interaction influence current attempts at implementation?

How does power distribution between the parties influence implementation?

Does the firm’s embeddedness in a network context influence implementation? If so, how?

METHOD: A CASE STUDY APPROACH

The research presented in this paper represents an embedded, multi-site case study (Eisenhardt and
Graebner, 2007) of a buying firm and five suppliers in the retail industry, a sector poorly explored in the context
of cost transparency (Dekker, 2003). Since the unit of analysis in the Interaction Model is the inter-
organizational relationship, both the buying and selling firms have been studied. Data were collected through
semi-structured interviews with 18 key informants, representing the buying firm (11 respondents, including
current and former Chief Purchasing Officers, Purchasing and Category Managers, Project Managers, Analysts,
and Supply Chain Managers) and five suppliers (7 respondents, including CEOs, Market Managers as well as
Key Account Managers). Respondents were interviewed on 1-5 occasions during a period of 1.5 years. Most
interviews were done in person, the majority by two researchers. All interviews were recorded and transcribed.

The qualitative content analysis process followed several steps. First, the dimensions of the interaction
model were used as a way of sorting data. Subsequently, answers to the research questions were sought in sorted
data. As common in qualitative research, findings were then challenged by iteratively returning to raw data (cf.,
Miles and Huberman 1994).

CASE FINDINGS: SUPPLY CHAIN COST TRANSPARENCY
IN THE RETAILING INDUSTRY

We have studied the attempts by a large Swedish retail buyer to implement cost transparency in its
supply chain. Due to confidentiality, the names of firms and individuals are withheld (the buyer is referred to as
Buyer, and the suppliers as Supplier 1-5), as well as product categories, firm sizes, etc. (see Table 1 for main
observations).
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Table 1: Most important impediments observed per case

Relationship | Main impediments to implementing cost transparency

Supplier I  |-Suspicions regarding buyer’s intentions based on prior interaction as well as observations from
buyer’s practices in regard to other suppliers.

-Unwillingness to risk opportunistic behavior since buyer will not reciprocate in data exchange.

-Hazards relating to power asymmetries are presented as an argument to refuse any proposition by
the buyer to even discuss cost transparency.

Supplier 2 |-Clash between organizations’ short-term goals relating to distributive exchange behavior and
ambitions to establish long-term collaboration.

-Different people in both organizations had different goals and ambitions with the collaboration.

-Realization grew that there was less goal congruence than thought initially.

-Maintaining enthusiasm proved difficult once easy gains had been realized.

-Changes in staff changed group dynamics and there was disagreement over what had been

decided.

Supplier 3 |-Staff turnover at the supplier and changes in ownership as well as reorganization at the buyer
meant that the collaboration slowed down when implementation groups changed.

Supplier 4  |-The type of collaboration existing before implementation of cost transparency was put into

question by members of both parties’ organizations.

-Disagreement over transparency procedures, level of detail of cost data to be shared, and who
should drive the project.

-Fears regarding buyer’s use of data based on past experiences with buyer.

-Developed policy not to share detailed cost data.

Supplier 5 |-Different initial expectations and poorly communicated expectations during the initiation and
(attempted) implementation process.

-Buyer unable to elicit cooperation from supplier’s representatives due to organizational changes
at the supplier.

The project takes its starting point in Buyer’s desire to lower costs, partly brought on by increasing
competition from new market entrants. The implementation of cost transparency represents one aspect of
attempts to achieve closer collaboration with selected key suppliers. Together with external consultants a
tentative model for implementation was developed and the first suppliers were approached in 2006. It is clear
that implementation was problematic, and when analyzing the empirical material several themes emerge.

Much of the interaction around transparency is characterized by a great deal of suspicion on the side of
suppliers, suspicions that Buyer does not always manage to allay. A Category Manager at Buyer comments on
her own organization’s fault in creating distrust, “/ think maybe some of my colleagues have misunderstood the
uses of open books, that they put too much pressure on the suppliers.” Echoing this, respondents at Supplier 1
express doubts regarding Buyer’s intentions concerning use of cost data, citing past experiences with Buyer as
well as observations from other relationships as important reasons. One respondent there notes, “[t]he perception
in our industry is that [Buyer] is not quite as fair as they want to make out. [...] They talk a lot about partnership
and things like that. But if it’s a partnership, than it’s two-way, and so far it’s only one-way, so it’s not a
partnership. And then there will be no open books.” Supplier 1 thus refused any participation in the supply chain
cost transparency project, also citing the fact that Buyer might use Supplier 1’s position of dependence on Buyer
(who represents 50% of turnover) to forcibly extract cost information unless a clear position is taken. Similarly,
the CEO of Supplier 3 argues, “[Wle, and probably many others, are a bit worried about this open business
model. It’s based incredibly much on some form of trust, that you understand each others’ business, that you
understand each others’ need to make money and that you can see that this thing is useful for both of us.”

The collaboration with Supplier 4 is somewhat different than the other relationships in that already two
years before the supply chain transparency project was initiated Supplier 4 had been granted what may be termed
favored supplier status. Although this generated a volume boost, the financial outcome was initially quite poor
for the supplier due to the discounts they had to give Buyer to become favored supplier, which generated internal
criticism at the supplier and the nature of collaboration was questioned. Also at Buyer there was some hesitation
whether to continue this type of collaboration with Supplier 4, which influenced subsequent interaction around
cost transparency. According to a Category Manager at Buyer, “We had some initial meetings in the first quarter
[of 2007], we were in complete agreement regarding what we wanted to achieve. But we never got past the

4 ©Copyright 2010 by the Global Business and Technology Association




threshold [...]. We were a bit too naive”. As representatives of Supplier 4 expressed a great deal of skepticism
regarding Buyer’s requests for cost data, it was agreed that only limited transparency would be granted, and then
only when it was clearly necessary to achieve joint aims. According to the Category Manager, “When we started
the collaboration with [Supplier 4] we even made a statement that we were not out to cut their margins.”
Supplier 4 then became more enthusiastic and suggested that their own business development department should
handle the development of the value chain project. Representatives of Buyer did not want to give up control,
however. According to the Category Manager, “[1] guess it’s an historical thing, a buyer-supplier thing, that
we re not entirely confident that they always look to our best, but rather to their own good. A Key Account
Manager at Supplier 4 explains the reasons for withholding cost data: We don’t have open books with [Buyer].
[...] We're quite open in our dialogue, but we don’t have any agreement that regulates open books or insights
into our organization. We've had such discussions but we 've found a level that both parties say that ‘this is fine,
we can both live with this’.” According to Buyer’s Category Manager about Supplier 4: “There we would have
liked to come much further than what we’ve done. They haven’t opened up. We're really discussing
hypothetically, where is the potential? But we haven’t made any calculations or looked at actual costs. [...] They
can’t give up any numbers. [...] But I think the more trust you have in each other, that this isn’t about ferreting
out information and using it against them, I think they will soften.”

A Project Manager at Buyer comments on the relationships with Supplier 5, again noting skepticism on
the side of the supplier and how interaction failed when this was not address properly. “You have to take it to the
highest level in the firm or business group, to get an ‘OK’ to share such information. [...] And if you look at the
case of [Supplier 5] we hadn’t done that...we hadn’t been clear enough about what we expected. [...] I'm not
saying that it’s completely ruined; I think we can still move forward, but it takes some work [...].”

At the same time, the CEO of Supplier 5 resigned, and the firm — in itself representing the result of a
previous merger — was split into two firms. People who remained in the organization that would normally have
been Buyer’s contact people were unwilling to make decisions about closer collaboration. Buyer was also
entering a process of reorganization, which meant that staff there was unwilling to take much initiative.
According to a Category Manager, “[W]hen we announce that there’s going to be organizational change, all
development work grinds to a halt.” Efforts to implement transparency therefore were not driven actively by
Buyer and, obviously, Supplier 5 took no further action.

Also in other relationships can we see how sensitive interaction relating to cost transparency
implementation is to turnover in staff. For example, regarding the collaboration with Supplier 3, a Category
Manager at Buyer notes, “[O]ur dilemma in the case of [Supplier 3] you might say that there is more or less
status quo, which is mainly due to turnover in staff. [...] In the middle of this process, they changed owners
because [previous owner| sold [Supplier 3] to an investment firm. [...] They 've had to reallocate resources to
focus internally. So we re just waiting for them to get a new CEQ, so we can start over.”

The importance of identifying the right people in the supplier’s organization is emphasized by a
Category Manager at Buyer. “Something else we 've learnt is that the people we normally talk to, on the supplier
side, they don’t have the holistic view. They can’t answer our questions. We have to get out to their facilities and
ask those who are either production managers or logistics managers, to get an answer. The people we normally
talk to have never even considered the idea [of sharing cost data]. Sometimes we even know more about
production than the supplier’s contact person... [...] they’re the old salespeople, and so on, they’re used to
talking campaigns and product ranges. And then we try to talk value chains and analysis and a holistic view...”
The Category Manager at Buyer continues, “More than 50% of the success factors are people, not just

chemistry, but also competence, interests, ability to see the whole picture. And that didn’t work with [Supplier
2].73

Another problem can arise due to turnover in staff; based on experiences from several such projects, a
Category Manager at Buyer agues “It’s very important that it’s documented, what’s been said and what’s been
done, so that you understand this if we change people, so you don’t have to start all over.” Even with the same
staff, maintaining momentum on the side of the buyer and acceptance by the suppliers may prove difficult over
time. A Category Manager at Buyer comments on the collaboration with Supplier 2: [W]e started in 2006, and
carried on in 2007, now, in 2008, were starting to notice that were running out of steam, and we can’t have
that. So we have to redouble our focus internally, make sure that our people prioritize this.
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Several representatives, both of Buyer and of the suppliers, also note how difficult it is to change
behaviors established during years of price negotiations. According to the Marketing Manager of Supplier 2, [1]n
parallel [with attempts to implement cost transparency] we have also had the whole traditional thing, with
negotiations and tough “nos” and things like that. [...] We see consequences of people in our own organization
who have goals that are not the same as the company’s overarching goals and that do not match what we want
to achieve together, then there is a clash. This is reflected in the response by a Category Manager at Buyer when
asked about the relationship with the Supplier 2. “Right now we’re involved in really tough discussions with
them, about prices obviously, and that’s connected to that we don’t really feel that they’ve shown us the type of
open books that we expected. So, I think we had different ideas from the outset. Still, we 've worked excellently
together and we’ve looked at a number of components throughout the value chain, but if we end up in
discussions about what we want to pay for a certain product, then they shut the door. Then they take on their old
supplier role.”

CONCLUDING DISCUSSION: PROBLEMS IN ACHIEVING
SUPPLY CHAIN TRANSPARENCY

We started out challenging the commonly presented view that failures in implementing cost
transparency in the supply chain are largely due to suppliers’ unwillingness and inability to participate. Relating
our case findings to the Interaction Model and the research questions we formulated, we present a slightly
different picture and identify a number of problems hitherto not well addressed in the literature. We highlight
eight main problems relating to the interaction between the buyer and seller. To a large extent, these problems
relate to lack of trust between the parties and, in that way, support the extant literature. However, when looking
more closely at the interaction, further complexity can be added to the dynamics of trust and distrust than what is
revealed by many prior studies.

(i) Day-to-day exchange vs. long-term relationship building. The Interaction Model highlights that the
process of relationships-building is interrelated with the exchange process represented by day-to-day
transactional activities (IMP, 1982). To these two processes we may add a third process, namely the special
project of implementing cost transparency. Fundamental to the interaction model is that the atmosphere of a
relationship to a large extent is determined by how transactional activities are carried out. For example, for
goodwill trust (cf., Sako, 1998) to form over time trusting behavior has to be shown and be reciprocated in daily
exchange. We can make a similar observation concerning implementation of cost transparency. In fact,
respondents point out the difficulties in implementing something as sensitive as cost transparency, which is
intended to generate joint long-term benefits, when simultaneously the two firms are involved in price
negotiations that in turn tend to focus on short-term benefits of the individual parties. In effect, we see a reversal
to distributively oriented behavior that cost transparency is intended to counteract. This, in turn, may generate
suspicion on both sides; suppliers fear that cost data will be used to their detriment by buyers while buyers may
suspect that suppliers are less than forthcoming in regard to the data they do disclose. In summary, transactional
exchange activities may constitute an important impediment to the implementation of supply chain cost
transparency.

(ii) Goal incongruence. The Interaction Model highlights that the goals and aims of the organizations
are a fundamental determinant of how they interact. It is difficult to create the type of positive atmosphere
crucial for implementing cost transparency when there is (perceived) goal incongruence. They buyer’s purpose
with cost transparency is typically to lower its costs of purchased goods, whereas the supplier wants to guarantee
and/or increase sales levels. In themselves these are not incongruent goals, and both cost management efforts and
the related incentive structure can be supported by transparency. The difficulty lies in aligning the parties’ aims
and expectations and then designing a system that sustains mutually beneficial cooperation.

(iii) Group dynamics. Relatedly, the case shows that implementation is sensitive to group dynamics.
Goals cannot only be seen at the level of the organization, but also at the level of the individual as emphasized
by the Interaction Model. Respondents comment on how easy it is for implementation to derail when the people
involved — on the buying or supplying side — are replaced by other people who may not have experience from the
particular relationship or who may have different ideas about implementation. A related challenge concerns the

6 ©Copyright 2010 by the Global Business and Technology Association



large number of people and wide range of competencies involved in a relationship where joint cost reduction is
on the agenda. It is clearly difficult to ensure that all members of staff “pull in the same direction”, especially if
prior interaction (i.e., exchange) between the firms has been managed by a much smaller group of people whose
skills are largely in line with transactionally oriented activities.

(iv) Past interaction. The Interaction Model presents relationship-building as a cumulative process. The
current state of any relationship represents the totality of exchange and other joint activities in the past. If the
atmosphere is one of trust, a mistake by either party may be overlooked. Similarly, consistent opportunistic
behavior in the past cannot easily be overcome by the buyer suddenly behaving in a benevolent manner. This is
very apparent in our study. Some respondents argue that their firms have not been treated well by the buyer in
the past, and are distrustful of the buyer’s current attempts to introduce a closer form of collaboration supported
by cost transparency. This is reflected in interaction patterns. Even when the buyer does offer the supplier the
opportunity of becoming preferred supplier (with larger volumes, longer contracts, etc.) there remains reluctance
to share cost data, reluctance relating to past interaction.

(v) Lack of relationship-specific competence. Continuing on the theme of past interaction, the
Interaction Model presents relationship-specific competence, i.e. adaptations to and insights concerning each
others’ business processes, as something that happens over time. If there is a lack of such competence or
“relational insights”, e.g., in an early stage of a relationship, the buyer may approach the supplier in the wrong
way and the supplier may misinterpret the buyer’s advances. Therefore, attempting to implement cost
transparency in the wrong stage in a relationship life-cycle can be damaging for the relationship as such.

(vi) Re-defining the nature of relationship. Past interaction determines the current atmosphere of a
relationship, the atmosphere determining what the parties are willing to do for each other. In our study,
implementing cost transparency constitutes part of a deeper collaboration between buyers and suppliers, i.e., part
of a process of redefining the nature of a relationship and its atmosphere. It is clear that representatives of both
the buying and selling side find this confusing; having once been involved in fierce negotiations, suddenly they
are expected to be benevolent partners acting in each others’ interest. Not all employees agree with or even
understand this transformation.

(vii) Power relations. The Interaction Model highlights power relations as an important part of the
atmosphere of a relationship. This might relate to the overt exercise of power asymmetries, but the mere
existence of unequal distribution of power may also influence how the parties interact. In fact, one supplier
respondent argued that the threat of the buyer sometime in the future making use of its power advantage was
sufficient reason to refuse sharing any cost data. This may thus be a very fundamental form of almost
institutionalized distrust that is difficult to overcome regardless whether trusting behavior is displayed by the
buyer.

(viii) Industry norms of behavior. Although we did not identify any specific problems relating to
embeddedness in the network context as such, we do note that implementation processes are likely to be strongly
influenced by industry norms. Unlike, e.g., the automotive industry where supply chain cost transparency is a
natural part of buyer-supplier collaboration and represents the norm rather than the exception, in the retailing
industry this practice represents a novelty. Since there has traditionally been little in the way of joint product
development and since negotiations are often highly distributive in nature, there is a greater degree of suspicion
between buyers and suppliers, which makes implementation more problematic.

Although not the express purpose of this paper, it is also worth mentioning that we did identify a
number of problems relating largely to the buyer, problems not raised in extant research. These include lack of
support from top management, poorly developed work processes, poorly developed knowledge management
processes and lack of coherent mindset inside the buying organization. We also found problems relating
primarily to the supplier, problems largely reflecting those particular to the buyer: lack of top management
support leads to short-term orientation, lack of coherent mindset in the organization leads to conflicts between
those charged with implementing cost transparency and those focusing on transactional activities. Our findings
also support Kajiiter and Kulmala’s (2005) study in that we find insufficient resources deployed by the supplier
to be an important impediment. Similarly, the policy among some of the buying firm’s suppliers is not to
disclose any cost data, in particular the multinational firms. These are also in a position where the buyer cannot
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force cost data disclosure as power relations cannot easily be exercised. One of the main problems identified by
Kajiiter and Kulmala (2005) was suppliers’ inability to actually present the cost data requested by buyers due to
poorly developed cost accounting systems. We did not encounter this particular problem in our study, although
the relevance of this issue arguably depends on the type, size, experience etc. of the suppliers involved. We may
simply have encountered suppliers with more developed administrative processes than Kajiiter and Kulmala
(2005).

Strategic Recommendations

In conclusion, what can be done to facilitate implementation of supply chain cost transparency? Since it
is a process initiated and largely managed by a buying firm (Ryals, 2006), we present five recommendations that
such a firm may consider if it wants to create a positive atmosphere:

¢ Have well developed routines in place before contacting suppliers. Approaching suppliers in an ad-hoc manner
will not help build competence trust; in fact, it may even reduce it. When suppliers are distrusting of buyers’
ability to use cost data, they may also become more reluctant to share it.

e Demonstrate that data sharing is necessary to achieve specified aims (product development, streamlined
logistics, etc.). Avoid asking for data when its uses are unclear or long before data are needed. Demonstrating
that data sharing is need-based is important if you want to create goodwill trust, without which suppliers are
more likely to resist disclosing cost data.

e Suppliers should be presented with clear incentives for data sharing. These may relate directly to disclosed data
— such as efficiency improvements — but may also constitute rewards for data sharing, such as longer contracts.
Caution should be exercised when presenting the latter form of incentive, though, since as such it does not
relate to joint benefits from transparency and does not justify transparency to suppliers as being need-based.

o Extant research shows that transparency is typically one-sided. Suppliers may become more trusting of buyers’
intentions if the latter also take a risk by disclosing sensitive information.

o Cost transparency projects should involve those who manage day-to-day exchange, both on the side of the
buyer and the supplier. This helps create a coherent internal mindset, without which mixed messages may be
sent between individual members of buyers’ and sellers’ organizations.

Limitations
On a final note, it should be recognized that this study suffers from a generalizability problem since it is

based on a case study. Future research could test the external validity of our findings in large-scale surveys in
different industry, country and culture contexts.
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ABSTRACT

The purpose of this paper is to present a conceptual model for sustainable innovation process, arguing that the
integration of sustainability thinking into innovation processes is in best business interests. From a real case
within a large energy company in Brazil, this work addresses issues raised in the ‘lessons learned’ and
improvements from implementing the proposed sustainable innovation model. The model emphasizes
transformation of whole socio-technological regimes, rather than separately analyzing and promoting more
environmental or social technological products and processes, assuming that the path to sustainability requires
strategies that guarantee financial success, managing simultaneously environmental and social responsibilities.
Based on empirical evidences, this paper focus on the contribution of transition management, adaptive planning
and socio-technical approaches towards the effective implementation of a sustainable innovation model.

INTRODUCTION

The paradigm of sustainable development presents a challenge to companies that conduct cutting edge
research and endeavor to create new distinctive products and services. It also challenges the markets and society
for which new products and services are destined, shaped by cultural value systems and political frameworks.
Based on the assumption that future technologies will stimulate more sustainable business, the challenge of
really integrating sustainability thinking into business processes is significant. The core issue is how can
companies capture the business potential of sustainable development and integrate economic, social and
environmental criteria into their strategic decisions, particularly those related to technological management.

As defined in the Brundtland Report (WCED, 1987), the principles of sustainable development are
grounded on inter- and intra-generational solidarity, public participation, environmental protection and social
equity, integrated with economic development. In the business sphere, sustainable development means the
adoption of business strategies that meet the needs of the enterprise, as well as its stakeholders, while protecting
and sustaining the resources that will be required in the future. This new business model requires a new
corporate strategy formulation process that integrates two of the basic dimensions of business on an extended
scale: profitability and legitimacy. Normally applied to Government authorities, legitimacy became perceived by
economic agents through the expansion of social and environmental problems, turning into an important element
in building up sustainable competitive advantages.

Based on the assumption that future technologies and technological innovations will drive more
sustainable businesses, offering companies new options for creating value, the challenge is to discover how the
companies operating in increasingly more complex contexts can include the vision of economic, social and
environmental sustainability — equally complex — in their technological strategies. Whereas:

= new technologies may offer revolutionary solutions that can make obsolete the bases of many of

today’s industries, making efficient use of raw materials and energy; as well as drastically
reducing human ‘footprints’ on the planet (Hart; Milstein, 2003; 1999);
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= responses to the new environmental problems require more substantive transitions in the coming
decades, which mean major changes in energy, mobility, materials, and agricultural systems.
These system changes are defined as ‘socio-technical’ because they demand new technologies,
and also changes in consumer behaviors, regulations, and cultural meanings (Geels, 2004);

= the socio-technical theoretical framework stresses the need for adapting and making compatible
organizational processes and technologies (Trist, 1981; 1976; 1976a; Emery & Trist, 1960; 1965;
1973; Cherns, 1976), as well as adaptive planning approaches that treats planning as an ongoing
learning process (Burns, 1981; Pava, 1980; Melo, 1977; 1991, 2003);

= a transition of the energy sector towards a renewable-based system is one of the challenges that
results from the debate on the global climate problems and diminishing fossil fuels. This will
demand access to sustainable innovations in energy production and usage (Jorgensen, 2005);

= areview of the transition management literature reveals a strong emphasis on the importance of
learning in the process of induced change towards sustainability (Brown et al, 2003), .

In the first section of this paper, sustainable development is conceptualized from the business
standpoint, based on the assumption that technological innovations will drive more sustainable businesses. Then
a conceptual model for sustainable innovation process is proposed in the second section, integrating elements of
transition management, adaptive planning, socio-technical and organizational learning approaches. As this is an
empirical work of organizational learning in a socio-technological transition process towards sustainability,
based on an action-research project in a large Brazilian energy enterprise, it is believed that the dissemination of
the proposed model may foster significant organizational changes compared to current technology management
practices in energy sector, still tightly focused on economic or financial payback of innovations.

CORPORATE SUSTAINABILITY AND TECHNOLOGICAL
INNOVATION

The concept of corporate sustainability is rooted in concerns that emerged during the early 1970s, with
the demographic explosion and impacts caused by economic growth, more specifically the indiscriminate use of
natural resources. For the business enterprise, sustainable development means adopting business strategies and
activities that meet the needs of the enterprise and its stakeholders today, while protecting, sustaining and
enhancing the human and natural resources that will be needed in the future (IISD, 2009).

Corporate sustainability is defined by Hedstrom et al. (1998) as an approach able to create prosperity
within a long-term time-frame, through integrating strategies spurring economic growth, environmental
preservation and social equity. The pressures imposed by social systems urging companies to adopt the vision of
sustainability as quickly as possible were triggered largely by the need to align their processes with these three
objectives. Within this context, O’Riordan and Voisey (1998) address the transition to sustainability as an
ongoing process, based on the assumption that ‘pure sustainability’ is an idealized state that can never be
attained. The authors propose a sustainability scale that varies from the weakest sustainability stage, with minor
alterations to environmental practices, to the strongest sustainability stage that is self sustainable and
inclusionary, taking into account the interests and needs of the many stakeholders involved in the decision-taking
processes.

As the outcome of an evolutionary process that began during the late 1990s, important approaches and
models have appeared for corporate sustainability, addressing companies eager to operate in sustainable ways.
One of the most important tools of this type is the Triple Bottom Line approach proposed by Elkington (1998),
which has been steadily fine-tuned since then. In addition to the Triple Bottom Line approach, The Natural Step
(The Natural Step, 2000) model is also identified, as well as the Natural Capitalism approach (Hawken et al,
1999), and the Capital Theories model (Porritt, 2001; Dyllick & Hockerts, 2002).

The adoption of the Triple Bottom Line approach to sustainability for organizational processes
involving technological development, its strategic choices and innovations, calls for a conceptual framework that
puts the mutual dependency of social and technical systems at the centre of the analysis. Such dependency has
been also stressed by innovation studies, particularly from an evolutionary economics background (Nelson and
Winter, 1982; Dosi, 1982; Freeman, 1992).

From this perspective, innovations are embedded through technical systems or technical regimes;
through the embodiment of knowledge as tacit knowledge, at cognitive level; and through the orienting and
focusing function of technological paradigm. For this reason, Freeman (1992) arguments that organizational and
institutional innovations are deeply associated with technical innovations. Moreover, actor-network studies have
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demonstrated the intricate connection between users and producers of technologies by analyzing perceptions of
users constructed in the design process and embodied in technologies (Callon, 1992).

Transition management literature emphasizes the importance of learning in the process of change
towards sustainability (Brown et al., 2003), and learning-by-doing has been considered by several authors as its
essence (Loorbach and Rotmans, 2006). Beyond the learning aspect, it is also reinforced that a system change
may require not only new insights into the strategic options, but also changes in the normative level, including
values, standards and rules that direct decision-making processes and the actions of organizations (Kerkhof and
Wieczorek, 2005; Almeida, 2006).

The evolutionary view of learning implies that there can be no learning without a reflexive action.
From the theoretical background conceived by Argyris and Schon (1978, 1996), which is based on concepts of
single and double-loop learning, debate emerged about distinctions between incremental and transformational
change and boundaries between the two. From cognition-behavior debate on organizational learning, it is
important to mention the analysis presented by Fiol and Lyles. They state that “it is essential to note the
difference between cognition and behavior, for not only do they represent two different phenomena, but also one
is not necessarily an accurate reflection of the other” (1985, p. 804). They also suggest that learning involves
changes in cognition, while adaptation involves changes in behavior. For purpose of this paper, we accept a
broader definition of learning, whether it has a cognitive focus, a behavioral focus, or embraces approaches that
mix altogether.

From the transition management perspective, Kerkhof and Wieczorek re-conceptualize organizational
learning as “a collective process in which stakeholders generate new insights into, and a better understanding of,
the different perceptions, ideas, interests, and (normative) considerations that exist with regard to the nature of
the transition themes, as well as with regard to the appropriate strategies to induce the transition (i.e., the objects
of learning). These new insights may lead to a change in actors’ way of thinking and to joint actions that aim to
contribute to inducing the specific transition (i.e., the results of learning)” (Kerkhof and Wieczorek, 2005,
p.736).

In a complementary way, the socio-technical principles (Cherns, 1976), the organizational learning
approach (Argyris and Schon, 1978, 1996; Fiol and Lyles, 1985; Kerkhof and Wieczorek, 2005) and the
transition management literature (Geels, 2004; 2005; 2007; Loorbach and Rotmans, 2006) stress the view that
sustainable technological development will have to go along with a process of change of social and
organizational contexts.

Given the rising importance of sustainability issues, one can anticipate that the survival of
organizations can only be assured through a well-established innovative process, designed to deal with
complexity of interrelationships and uncertainty that characterizes the meta-problem of sustainable technological
development. Moreover, such innovative process encompasses fundamental changes that cannot be confined to
one subsystem of an organization. In the words of Trist (1976, p.233): “the larger system either negates it or is
transformed by it. The sustaining of such transformation requires the working out of a new organizational
philosophy. This must make explicit the relevant implications of the value change in terms acceptable to
understandable by all concerned at all levels. It must also show how individual and organizational purposes may
be reconciled, and how these purposes relate to wider societal changes”.

A SUSTAINABLE INNOVATION MODEL BASED ON AN
INTEGRATED CONCEPTUAL APPROACH

The sustainable innovation model was implemented in Petrobras — a large Brazilian energy company
through four action-research experiments covering all company’s technological system: (i) upstream
technological sub-system concerning oil exploration and production activities; (ij) downstream technological
sub-system, and (7ii) gas & alternative energies’ technological sub-system.

The implementation process involved the participation of around one thousand specialists and
managers from the many different areas of this company, validating the model in the ‘process’, pursuant to the
favorable assessments after the workshops organized for each experiment. As a result, from July 2004 onwards,
the model and a digital system were disseminated more easily throughout all the organizational units involved in
research, development, upgrading, adapting and applying technologies related to the end-activities of the
Petrobras System.

Before describing the model as such, it is necessary to present the analytical framework and
assumptions on which its conceptualization was based. The model components are described together with their
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inter-relationships, stressing the importance of four organizational elements that are rated as critical for bringing
it into operation: (i) leadership; (ii) strategic technology alignment; (iii) organizational culture; and (iv) learning
curves, following the ‘double-loop’ and ‘single loop’ concepts of Argyris and Schon (1978, 1996).

Table 1 presents the analytical framework with the variables, the characteristics of innovation
management on sustainable mode, and the main contributions from the theoretical referential briefly presented in

the previous section.

Table 1: Sustainable Innovation Management: Analytical Framework

Variable Characteristics of sustainable innovation management and contributions from the
theoretical referential
Period + 2004 onwards.
Mode + Sustainable.
+ Contributions from IISD (2003); Hedstrom et al.(1998); Hall & Vredenburg (2003); Hart
& Milstein (2003); GRI (2002); Partidario & Vergragt (2002).
+ Socio-technological regimes and transition contexts (Geels, 2004; 2005; 2007).
Emphasis + Profitability and growth (Porter, 1989; Roussel et al., 1991; Miller & Morris, 1999).
+ Social responsibility and environmental accountability (WBCSD, 2000).
Sustainable + Triple Bottom Line with broad-ranging classifications (Elkington, 1998; 1999; Dyllick &
development Hockerts, 2002).
approach + Normative nature due to the changes required (Ozbekhan, 1973; Melo, 1977; 1991).
Organization for ¢ Technological cooperation networks and partnerships (Rothwell, 1994; Callon, 1992).
innovation
Stakeholders + Broad-ranging networking with the S&T community, the government and other players in
engagement the value chain (Rothwell, 1994).

+ Learning and stakeholders participation in transition processes towards sustainability
(Kerkhof; Wieczorek, 2005).

Innovation strategy

+ Alignment of technology strategies with business strategies (Roussel et a/, 1991) and

and strategic
corporate planning

assumptions strategic headroom for high-risk/high-reward R&D activities over the long term (Miller &
Morris, 1999; Freeman, 1974).
+ Focus on long-term vision and sustainability (Almeida, 2006).
Links between R&D | ¢ R&D contributes to corporate strategic planning, looking for business opportunities based

on promising technology developments (Miller & Morris, 1999; Christensen, 1997; Hart
& Christensen, 2002).
+ Technological alignment with current businesses (Roussel et al. 1991).

Drawing up
innovation strategies

+ Technological maturity, competitive impact of the technology, competitive technology
positioning (Roussel et al, 1999).

+ Social and environmental impacts (Almeida, 2006).

+ Adoption of adaptive planning approaches due to the high complexity of the social and
technical sub-systems (Burns, 1981; Pava, 1980; Melo, 1977; 1991).

Organizational
culture and learning
curves

+ Stress on the dual cycle learning curve and finding an even balance between the single
and dual learning cycles, striving to develop along sustainable paths (Argyris & Schon,
1978; 1996).

¢ Culture favoring technology management on sustainable bases (Almeida, 2006).

The conceptualization of this model encompasses the socio-technical approach that stresses the need
for adopting and making compatible organizational and technological processes, as well as adaptive planning
approaches that address planning as an ongoing learning process. It also considers elements of Ozbekhan’s
Normative Planning (1973) and the dual and single cycle organizational learning concepts (Argyris & Schon,
1978; 1996). From transition management literature, the model encompasses the understanding of the dynamics
of technological transitions within a co-evolutionary and socio-technical perspective (Geels, 2004; 2005; 2007).

A description is given below of how companies can define their innovation strategies in relation to
sustainable development, lining up with the principles and value of this new paradigm and then establishing and
managing the R&D projects portfolios, extending their innovation capacities based on social, environmental and
economic criteria, with a long-term view that extends beyond the 10-year horizon that is normally used by
strategic planning processes. The organizational system in question is the technological system of the company,
consisting of groups and units that share responsibilities for the same set of decisions related to the technological
function of the organization (Friend, Power & Yewlett, 1974).

Figure 1 presents a graph showing the components of the proposed conceptual model and their inter-
relationships.
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Figure 1: Conceptual Model of Sustainable Innovation Management
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The main blocks in this model are: ‘context’ (block 1), encompassing the environment outside the
company and the corporate environment, within which the technology function is included; ‘strategic direction’
(block 2), which covers the corporate vision, mission, values and principles, strategic plan and business plants;
‘technological direction’ (block 3), that consists of the technology strategy, more specifically the long-term
management and technology guidelines; ‘action’ (block 4) that corresponds to the R&D portfolio and innovation
management; ‘consequences’ (block 5), reflecting the assessments of the level of accomplishment attained by the
technology programs and projects (efficiency) and the economic, social and environmental impacts caused by
the use of new technologies (efficacy). Four critical organizational elements are identified for bringing this
approach into operation: leadership, strategic alignment of the technology (ellipse 6); single and double-loop
learning (ellipses 7 and 8) and organizational culture (not shown in Figure 1, as this influences all the blocks and
ellipses).

The ‘organizational context’ (block 1) may be divided into internal and external. The ‘external
context’ refers to the social, political, economic and competitive setting within which the company operates, as
well as the perception, action and construal of policies and events in the outside world, such as the impacts on
the company of alterations in environmental laws. The ‘internal context’ is related to the organizational culture,
structure and strategy, as well as the in-house political context that triggers the motivation for shifting to the
sustainable mode (Pettigrew, 1987, 1992). Even with a context that demarcates or curtails the ‘strategic and
technological directions’ and the ‘actions’ (blocks 2, 3 and 4, respectively), the company is still in a position to
select its strategies provided that adequate controls are in place and the means are selected through which the
desired outcomes can be attained.

The ‘strategic direction’ (block 2) covers the processes of drawing up corporate and business
strategies. This is structured in two tiers: regulatory and strategic. At the regulatory level, the main activity is
defining the ends, based on analyses of the values of the consequences, which may be determined as the
probable outcomes of the actions under consideration (Ozbekhan, 1973) while the strategic level encompasses
procedures to be selected, offering insights into the differences between the known options and their possible
consequences. At this planning level, corporate and business strategies defined ‘what can be done’ based on the
timeline and situation context.

The ‘technological direction’ (block 3) encompasses the strategic technology planning, including
analyses of technological maturity, competitive impacts and competitive technology positioning (Roussel et al.,
1991) as well as social and environmental impacts (Almeida, 2006). It adopts adaptive planning approaches, due
to the high complexity of the social and technical sub-systems, basically grounded on the Innovatory Planning
methodology proposed by Melo (1991), whose scope includes action research practices and the organizational
learning approach (Argyris & Schon, 1978; 1996). In this block, the ‘space of action’ covers the total field of the
decisions to be taken under the aegis of the corporate technology system (Friend, Power & Yewlett, 1974). This
system consists of the groups and units working on researching, developing, upgrading, adapting and applying
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technologies to the end-activities of the enterprise. As an open system, this in turn interacts with the other
outside stakeholders, such as government entities, academic institutions, customers and suppliers.

Through demarcating the focus of the approach, the formation of the inter-organizational domain
(Trist, 1976) may be supported through an appropriate networking technology, consisting of an ‘articulative
task’ and an ‘articulative tool’ (Melo, 1977; 1991). In the conceptual model proposed here, there are two
‘articulatory tasks’: drawing up the technology strategies for the business areas based on analyses of the
technological maturity and the competitive, social and environmental impacts of the technologies covered by the
planning, and an action research project designed in keeping with the purposes and values of the sustainable
mode. The ‘articulative tool” may consist of standards and procedures adopted during the planning process and
presented through the intranet portal of the company for communicating the technology strategies and other
technologies supporting the implementation of the strategies, such as a Balanced Scorecard system, for example,
focused on the technology function.

In order to ensure the convergence of stand-alone actions undertaken by autonomous entities, it is
initially important to share prospects and values, creating the conditions for reflecting on the commonly-desired
directions in the sustainable mode. In the model, the ‘articulative agents’ are committees set up by the decision-
takers in the technology system, committed to the purposes and values of the sustainable mode, who nudge the
members of the system towards the changes desired in each business area. The ‘actor-networks’ are inter-
function technology intelligence networks that interconnect system managers and specialists with different views
(R&D, market, process, engineering, intellectual property and prospecting), around the technological clusters or
topics under analysis. In turn, these networks interact with representatives of the outside stakeholders.

The ‘action’ block is related to R&D and innovation management (block 5). This block is called the
action structure, corresponding to the tactical technology planning level and the implementation of the R&D
outcomes, meaning the dissemination of the technological solutions throughout the operations, services and
products offered by the company (technological innovations). This block defines the criteria for selecting and
ranking the priority of R&D projects, the R&D portfolios assembled to meet the objectives and comply with the
guidelines of the ‘technological direction’ (block 4) as well as the R&D portfolio and technology innovation
management actions as a whole, through to the phase when these new technologies are widely disseminated.

The ‘consequences’ (block 6) assesses the implementation level of the technology programs and
projects, as well as the economic, social and environmental impacts caused by the use of these new technologies.
In greater detail, the scope of the assessments in this block encompasses: measuring the implementation levels of
the actions in terms of the established objectives (efficiency); corrections during the action implementation
process (management shared among the technology system units); feedback through the single and dual learning
cycles (ellipses 7 and 8 of Figure 1); noting convergences (peaks) and possible gaps between the expected and
actual outcomes, analyzing their causes and implications; annual balance sheet showing the performance of the
units in the system, focused on profitability, growth, social responsibility and environmental accountability
(sustainable performance indicator system); assessment of the direct and indirect impact of the actions compared
to the guidelines and objectives stipulated in the technology directions block (efficacy of the actions).

CONCLUSIONS

The case study, presented in previous work (Almeida & Melo, 2004), was object of a doctoral work at
Pontifical Catholic University of Rio de Janeiro developed during the period from 2002 to 2005. It illustrates
how action research posture, adaptive planning and transition management could help the focused company,
particularly its technological sub-systems to establish and implement an integrative and learning-by-doing
strategy for sustainable innovation management. These approaches also contributed to a better understanding of
the organization, considering their change-oriented perspective and the flexibility they provide. In fact, they
constituted a powerful means to reinforce active adaptation and learning, enhancing a process propitious for both
social and technological innovation. Like many others action research projects, it is situationally unique, but
there are elements in the methods used that can be replicated in the other referred areas, within different
circumstances and subcultures.

The sustainable innovation model presented in this paper was developed, implemented and validated
by a large-scale energy enterprise in Brazil. This model presents the following characteristics: (i) it can be
tailored to the situations of other companies in different fields of business, through stressing a variables section
with archetype sustainability criteria; on the other hand, it allows factors to be investigated that are specific to
each organization, especially during the action phase, encompassing R&D processes and technology innovation
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management; (7i) it is tailored to the multi-dimension and multi-level (individuals, groups and organizations)
nature of analyzing the phenomena of sustainability and technological innovation, taking contextual (top-down)
influences into account as well as (bottom-up) emerging processes; (iii) applicable to open, dynamic systems, it
allows interventions at the strategic level while drawing up technology strategies with feedback for corporate
strategic planning, as well as operating aspects that are focused more on R&D portfolio management at all
phase; and (7v) it represents an organizational innovation in terms of the models described in the literature and
the so-called best practices opted by companies with R&D and technological innovation capacities.

In terms of the outcome of its implementation in the Petrobras’ technology system, important
methodological advances are particularly noteworthy, acknowledged by its management staff involved in this
process, rated as improvements over the practices adopted in the earlier technology management cycles of this
company. These advances include: (i) mobilization of technology networks by business area, substantially
shortening the analysis times and with closer integration among the participants; (ii) sustainability analysis of 44
technology clusters, including the environmental impacts and social contributions of the associated technologies,
in addition to assessing their competitive impacts, as this is already being implemented throughout the entire
Petrobras Technology System since 1996; and (iii) analysis of the criticality of some 508 technologies through
analyzing their technological alignment with the Corporate Strategic Plan / 2015, and the level of effort required
to develop them.

Although the conceptual model presented in this paper has been implemented and validated only at
Petrobras, based on the above conclusions, it is believed that enterprises and in other fields of activity that are in
the transition stage, moving towards sustainability, may also benefit through a better understanding of the social
and environmental impacts of their technology-based activities, as well as the possibility of including social and
environmental variables in their technology and innovation strategies.
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ABSTRACT

This paper presents the results of research that identified a set of factors which can contribute to the
effectiveness of boards of directors in the management of strategic implementation. It also proposes a reference
list of constructs and observable variables which can be used as an instrument to measure the extent to which
such factors are present in a board of directors. Following more recent research strands on corporate
governance and boards, we have focused on non-structural factors of board effectiveness in managing strategy
implementation, related to cognitive, behavioral, work process and power dimensions. Such factors may enhance
and complement the explanatory power of structural features of boards (such as board size and demographics)
where the latter’s effectiveness is concerned. Based on a review of the extant literature, three thematic areas
were developed in the paper: board effectiveness, board involvement in strategic management, and board
involvement in strategy implementation. From an analysis of the research in these areas, we identified seven
major constructs of board effectiveness in strategy implementation: cohesiveness, presence of knowledge and
skills, use of knowledge and skills, effort norms, cognitive conflict, task performance, and information
architecture. Each of these factors was divided into sets of observable variables, which were then consolidated
into an instrument - reference lists - with a view to helping scholars and practitioners in assessing how boards
rank in these specific factors.

INTRODUCTION

“(The 2008 crisis) was a combined failure of corporate governance, of responsibility
and accountability by banks and bankers, of credit rating agencies and of domestic
and international regulatory authorities”.

Gordon Brown (2009), United Kingdom’s Prime Minister

The world’s major corporate governance codes and legislation hold boards of directors collectively
responsible for the success of corporations. A prevailing view that boards occupy a central role in modern
capitalism is shared by governments, shareholders, regulators, academics and society in general. As a
consequence, pursuant to the 2008 global crisis, boards of directors are under severe pressure and scrutiny. The
growing emphasis on compliance with regulatory requirements may have narrowed the boards’ strategic
perspective, reducing risk management activities to a defensive and non-strategic dimension (Kocourek, Van
Lee, Kelly, & Newfrock, 2004).

The translation of strategic plans into actions is influenced by various factors. Nevertheless, boards are
naturally distant from the strategy execution playfield (Mace, 1971; Tashakori & Boulton, 1983). Strategy
execution decisions are usually made at several organizational levels away from the boards, in different
subsidiaries and geographies. This is especially relevant in the context of global companies, as the actors
involved in strategy implementation decisions are substantially influenced by different cognitive, behavioral,
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political, environmental and social factors. Thus, it is important to understand how boards can ensure that key
execution decisions are consistent with planned strategies with a view to adding value.

Several episodes of corporate governance failure have illustrated the boards’ distance from the realities
of strategy execution. As recently exemplified by international corporations such as Lehman Brothers and
Aracruz Celulose (a global pulp and paper company with headquarters in Brazil), boards’ work practices may
not be effective enough to anticipate, assess and mitigate strategy execution risks.

Ensuring that corporate strategies are effectively implemented is a central management concern because
strategy execution failures destroy firm value (Allio, 2005). A recent study performed by the consulting firm
Booz & Company revealed that 60% of the value destroyed by firms in their sample resulted from strategic
mistakes (Kocourek et al., 2004). Corporate decisions that are not consistent with strategy formulation do not
necessarily result from poor governance, but there is a growing consensus that boards must be able to manage
strategy implementation activities effectively (Schmidt & Brauer, 2006).

However, this subject has received sparse attention in the literature (Li, Guohui, & Eppler, 2008;
Schmidt & Brauer, 2006). This may stem from a somewhat simplistic view on the part of some authors on
strategy that considers implementation as a strategic afterthought (Siciliano, 2002). Although some scholars
provided indications of how boards can work towards a sound strategic execution, few studies have analyzed
these indications systematically to identify influencing factors. There are few integrated models upon which to
develop propositions and base future empirical work on the subject. In our view, such a gap in the extant
research on corporate governance is critical.

This paper presents the results of research that identified a set of factors which may affect the
effectiveness of boards of directors in the management of strategy implementation. It also proposes an
instrument which can be used to measure the extent to which such factors are present in a board.

Following a more recent line of research, as indicated by Johnson, Daily & Ellstrand (1996), we have
focused on non-structural factors of board effectiveness in strategy implementation. Such factors relate to
cognitive, behavioral, work process and power dimensions, and may enhance and complement the explanatory
power of structural features of boards (such as board size and demographics) where the latter’s effectiveness is
concerned.

Based on a review of the literature, three thematic areas were developed in the paper: board
effectiveness, board involvement in strategic management, and board involvement in strategy implementation.

We intend to contribute to the literature on corporate governance and board effectiveness in several
ways. First, we attempt to expand the understanding of how boards can play strategic roles. Secondly, we
present a set of constructs and observable variables that can be used in the formulation of theoretical propositions
and empirical tests. Although the literature provides some characteristics of how boards may perform strategy
implementation management tasks, no studies compiled such characteristics in order to define specific factors or
constructs. In third place, we provide scholars and managers with an instrument — reference lists - that can be
used to assess how boards rank in terms of specific features and work practices that may affect their performance
in managing strategy execution.

Our research considered the following delimitations, here characterized. The level of analysis is the
board of directors, understood as semi-autonomous organization structures with specific goals, shared among
board members and aligned with corporate objectives. We focused on non-structural dimensions of board
effectiveness, since the existing literature on corporate governance has numerous studies on structural and
demographic features in detriment of behavioral, social and process dimensions (Amaral-Baptista & Melo, 2009;
Huse, 2005; Huse, Minichilli, & Schening, 2005; Macedo-Soares & Schubsky, 2010). Finally, our objective was
not to formulate propositions on the nature of relationships among the identified constructs and strategy
implementation, organizational performance or other dependent variable.

The paper is structured into six sections including this introduction. Section 2 presents definitions and
contextualizes the research’s thematic areas. Section 3 presents the research method. The constructs resulting
from the research are presented in section 4. Section 5 contains a proposed instrument to measure these
constructs. Section 6 concludes the paper.

DEFINITION AND CONTEXTUALIZATION OF THEMATIC
AREAS OF RESEARCH
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Three thematic areas were selected from the results of literature review: (1) board effectiveness; (2)
board involvement in strategic management; and (3) board involvement in strategy implementation. We briefly
discuss them next.

Board effectiveness

As important corporate assets (Maassen, 1999), effective boards may provide firms with a competitive
edge by influencing organizational performance and creating value through better governance (Charan, 2005;
Nicholson & Kiel, 2004). According to Barton & Wong (20006), the effectiveness of a board is related to a
firm’s cost of capital. A McKinsey & Company research, reported by the authors, revealed that institutional
investors are willing to pay a 20-40% premium on stock of firms with effective boards. The notion that boards
are by themselves a competitiveness factor has received growing support from different fields of research in
corporate governance (Maassen, 1999).

However, defining and measuring board effectiveness is not a simple task (Allen, Renner, & English,
2004). Board effectiveness precedes and may exert influence on firm performance (Forbes & Milliken, 1999).
Forbes & Milliken (1999) proposed that a board’s effectiveness may be measured by its task performance,
defined as the board’s ability to perform its control and service tasks effectively.

Literature suggests that boards have four groups of tasks: monitoring, service, strategy and resource
provision. Monitoring is a task supported by the agency theory framework (Fama & Jensen, 1983), related to risk
management and shareholder wealth protection. The service task is grounded on stewardship theory (Donaldson
& Davis, 1991), comprising advice and support to management (Lorsch & Maclver, 1989). The strategy task
comprises activities ranging from strategic direction (Phan, 1998) to management of strategy implementation
(Stiles & Taylor, 2001). The resource provision task relates to a board’s ability to provide access to resources
such as capital, relationships with stakeholders, experience and legitimacy (Ong & Wan, 2008).

Most board effectiveness models present in the literature comprise structural or non-structural
dimensions. Structural dimensions relate to demographic board features such as board size, CEO-chairperson
duality, director independence and director experience, among others. Albeit extensively studied, relationships
among a board’s structural characteristics and performance are mostly uncertain (Bhagat & Black, 1999) because
non-structural intervening factors restrict direct associations among them (Finkelstein & Hambrick, 1996).
Studies of non-structural factors are more recent in the literature, covering cognitive (Forbes & Milliken, 1999),
behavioral (Huse, 2005), work process (Dulewicz, MacMillan, & Herbert, 1995; Huse et al., 2005) and power
dimensions (Pettigrew & McNulty, 1995).

More recent board effectiveness models tend to employ structural and non-structural perspectives in a
complementary approach. Such complementary models may be divided into two categories: process and
mediation (Ong & Wan, 2008). Process models emphasize non-structural dimensions in an attempt to explain
board effectiveness (Pettigrew, 1992). Mediation models of board effectiveness combine the approaches of
structural and process models, by the assumption that there are contingent relations among a board’s structure,
processes and performance. Ong & Wan (2008) noted that mediation models follow a systems argument
contained in input-process-output approaches, by which a board’s structural features will influence its processes
before results can be observed.

Board involvement in strategic management

Literature displays a growing consensus about the importance of boards’ role in strategic management
(Demb & Neubauer, 1990; Hoskisson, Hitt, Wan, & Yiu, 1999; Judge & Zeithaml, 1992; Pugliese et al., 2009;
Sadtler, 1993; Zahra, 1990). Several codes of best practice in corporate governance recommend that boards
emphasize strategy tasks. For example, the OECD Principles of Corporate Governance (2004) state that one of
the key roles of boards is to guide and review corporate strategy. The United Kingdom’s Combined Code of
Corporate Governance (Financial Reporting Council, 2008) says that companies should be led by an effective
board, collectively responsible for the firm’s success and responsible for providing corporate leadership, for
defining strategic objectives and for reviewing management performance.

There is also a growing body of empirical evidence supporting the involvement of boards with strategic
management activities (Demb & Neubauer, 1992; Golden & Zajac, 2001; McKinsey & Company, 2006;
Siciliano, 1990; Stiles & Taylor, 1993).
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Boards are more actively involved in strategic management for a variety of reasons, such as higher
legal exposure of directors, greater activism on the part of shareholders and other stakeholders, and threats of
hostile takeovers (Judge & Zeithaml, 1992). However, their involvement in the strategic agenda is not always
perceived as effective, due to impediments such as insufficiency of information (Nadler, 2004) and authority
conflicts with managers (Mace, 1971).

The understanding of the multiple ways in which boards may address strategic issues is still incomplete
(Hendry, Kiel, & Nicholson, 2009), particularly in the behavioral aspects of interactions between boards and
management (Nadler, 2004). According to Maassen (1999), academic research has privileged studies of boards’
supervisory roles of strategy development. In Charan’s view (2005), boards are not supposed to lead the
formulation of strategies, but must act decisively to ensure their consistency by means of robust work processes.

Board involvement in strategy implementation

Several definitions of strategy implementation can be found in literature. However, few of them simultaneously
emphasize the roles of top management (Schaap, 2006), process perspectives (Hrebiniak, 2006), behavioral
perspectives and environmental influence (Lehner, 2004). We built on the definition proposed by Li et al. (2008)
in an attempt to include these aspects. Thus, strategy implementation is here defined as a dynamic, interactive
and complex process, comprised of several decisions and activities carried out by boards, top management and
employees, affected by interrelated internal and external factors, aimed to convert strategic plans into concrete
actions so that strategic objectives can be met.

Although strategy formulation is a task of high complexity, making strategies work is even more
complex (Hrebiniak, 2006). Strategic management deviations occur more frequently during implementation than
in any other phase (Drew & Kaye, 2007). Thus, given the responsibilities of boards in strategic management,
their involvement in strategy implementation management is critical (Brenes, Mena, & Molina, 2008) because
planning and execution tasks are interdependent (Hrebiniak, 2006).

Some authors suggest that boards should expand their monitoring role to explicitly assess the
determinants of corporate success and address strategy implementation inconsistencies (Charan, 2005; Schmidt
& Brauer, 2006). By doing so, boards will trigger a positive dynamic of strategic interactions with the CEO and
senior management, preventing strategic inertia and setting the agenda towards a sound implementation of
strategic plans (Schmidt & Brauer, 2006). Thus, boards’ involvement in strategy implementation is not only
required by their responsibilities towards corporate success, but can also be a management instance of high value
creation potential (Charan, 2005).

However, scholars’ attention to boards’ involvement in strategy implementation has been sparse. Recent
literature displays four proposals for board involvement in strategy implementation. Donaldson (1995)
developed a strategic audit tool for the use of boards. Its implementation should be carried out by a board’s
committee assigned to define and monitor strategy implementation performance criteria. The main objective is to
embed a formal strategic monitoring mechanism within the organization’s governance system. Siciliano (2002)
developed a similar tool, employing a balanced scorecard methodology (Kaplan & Norton, 1992). Schmidt &
Brauer (2006) conceptualized a strategic consistency construct. Strategic consistency was defined as the extent
of alignment between resource allocation decisions and strategic plans. According to the authors, ensuring
strategic consistency is a priority for boards.

Drew & Kaye (2007) also proposed a strategic assessment tool for use by boards. Two dimensions of
management are proposed: strategy implementation and strategic risks. The first attempts to monitor and ensure
that key initiatives defined at strategic formulation instances are implemented as planned. The second evaluates
the extent of exposure to external factors which can potentially impact the firm’s ability to reach strategic goals.

RESEARCH METHOD

The research method was based on a review of the pertinent literature, aimed to identify a set of
constructs and observable variables which may affect the effectiveness of boards in the management of strategy
implementation. Bibliographical research focused on the state of the art in the three thematic areas described in
section 2.

In order to examine the literature and select the sources required for the bibliographical research, we
followed a method outlined in Villas, Macedo-Soares & Russo (2008) with adaptations. Bibliographical sources
were initially selected by structured searches to the EBSCOhost, ProQuest ABI, Business Source Premier,
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SAGE, Sciencedirect, JSTOR, Wiley Interscience and Google Scholar databases. We searched for publications
which simultaneously contained the keywords “board of directors” (or “board”) and “strategy implementation”
(or “strategic execution” or “strategic implementation” or “strategy execution”). We also made searches with the
keywords “board effectiveness”. Peer-reviewed articles from high impact factor journals were prioritized. We
then searched for additional publications included in the references section of the articles selected initially. We
also included seminal articles and articles in which major subjects include board effectiveness or board
involvement in strategic management. Theses, dissertations, magazine and newspaper articles were included
selectively. Editors’ letters, book reviews and non-indexed academic papers were excluded.

The limitations of the research method are as follows. We primarily collected publications from the
sources contained in the mentioned databases. Thus, some important viewpoints in strategy implementation and
boards of directors contained in academic books and essays may have been ignored. However, some of the
publications selected use concepts from such books and essays, mitigating this limitation at least partially. In
addition, the search method using keywords may have omitted important articles. We believe that the subsequent
inclusion of referenced articles and seminal publications helped mitigate this problem.

DEFINITION OF CONSTRUCTS

We present next the constructs that were identified as a result of the research. We attempt to present
operational definitions for each of them, as well as indications of related operational variables present in the
literature. Seven major constructs of board effectiveness in strategy implementation were identified:
cohesiveness, presence of knowledge and skills, use of knowledge and skills, effort norms, cognitive conflict,
task performance, and information architecture.

Cohesiveness

Following Summers, Coffelt & Horton (1988), cohesiveness is defined as the extent to which different
organizational actors are attracted to each other and motivated to stay in an organization. Cohesiveness was
previously proposed by Forbes & Milliken (1999) as a factor of a board’s effectiveness.

Cohesiveness represents the ability of board directors to work together (Ong & Wan, 2001). Because
board tasks are complex and require high degrees of interaction, communication and deliberation, directors must
have sufficient interpersonal cohesiveness to execute them well (Forbes & Milliken, 1999). An effective board is
a social system in which trust is built by means of openness to diversity of thought, willingness of all members to
contribute and ability to say what they think (Huse et al., 2005). These features are especially important in the
context of organizations such as boards. Since most boards meet periodically, their performance may be
impaired by low levels of cohesiveness because the nature of relationships among directors is typically weak
(Park, 1995).

O’Reilly, Caldwell & Barnett (1989) suggested that a board’s effectiveness in strategy tasks is
positively related to social integration of directors and consensus. Cohesive boards are expected to display higher
levels of cooperation, communication and identification, thus contributing to a better implementation of
decisions (Guth & MacMillan, 1986).

Excessive degrees of cohesiveness may be detrimental to a board’s effectiveness in some circumstances
(Forbes & Milliken, 1999). A highly cohesive board may be distracted by a proliferation of interpersonal
exchanges and by groupthink (Mullen, Anthony, Salas, & Driskell, 1994). Thus, according to arguments of Janis
(1982) and Forbes & Milliken (1999), the optimal functioning of a board in decision making tasks may happen at
intermediate levels of cohesiveness. In a different line of reasoning, Byrne (1997) argues that groupthink is more
prone to arise in highly cohesive groups in which members display low cognitive conflict; that is, where
members tend not to disagree on viewpoints and opinions (cognitive conflict is further described as a construct in
section 4.5). Thus, effective boards may be characterized by high cohesiveness and high cognitive conflict.

Presence of knowledge and skills

Presence of knowledge and skills is defined as the extent to which the knowledge and skills that are required for
a board to perform its strategy and control tasks effectively are collectively present in a board. The fact that a
given set of knowledge and skills is available in a board does not mean that it will be ultimately used. Thus,
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following Forbes & Milliken (1999), use of knowledge and skills is defined as a separate construct (section 4.3).

Knowledge and skills relevant to boards are classified by Forbes & Milliken (1999) into two
dimensions: functional and organization-specific. Effective boards require that directors have a specific set of
functional skills or relationship skills with external networks to obtain information and analyze business issues
(Ancona & Caldwell, 1988). Organization-specific knowledge and skills relate to the possession of detailed
information about the organization and to a deep understanding of operations and internal management issues
(Forbes & Milliken, 1999).

Directors must possess explicit and tacit knowledge of internal operations in order to make consistent
strategic decisions (Drew & Kaye, 2007; Nonaka, 1994). As an example, to make substantiated strategy
implementation decisions in the context of a merger or an acquisition, boards need to have a detailed
understanding of how the organizations involved may leverage each other’s resources (Farjoun, 1994).

Knowing the external environment in which a firm operates is also critically important (McGrath,
MacMillan, & Venkataraman, 1995). To perform its strategy tasks effectively, boards must have a deep
knowledge of the industry, of the competitive scenario and of environmental influences that may interfere on the
focal organization’s strategic formulation and implementation.

Use of knowledge and skills

As mentioned in section 4.2, the ability to use a given set of knowledge and skills is not necessarily related to its
presence in a board. Use of knowledge and skills is operationally defined as a board’s ability to activate,
mobilize and employ the existing inventory of knowledge and skills in order to perform its tasks (Forbes &
Milliken, 1999).

The construct relates to behavioral and social dimensions of a board’s ability to cooperate. It refers to
the work processes by which contributions of individual directors are coordinated, and not to the contents of the
contributions. In order for boards to perform strategic tasks effectively, robust processes must be in place to
integrate the existing functional, organization-specific and external knowledge which is available at individual
director level (Forbes & Milliken, 1999), because individual knowledge and experience may benefit other
directors and the board as a whole (Carlson, 1998).

In order to use their knowledge and skills, directors must be capable of influencing other directors. Huse
et al. (2005) identified that some directors with high influence in discussions may not necessarily possess the
knowledge and skills needed to perform their duties adequately. Thus, the authors suggest that influence and
knowledge should be simultaneously present in the characteristics of an effective director.

Effort norms

The use of effort norms as a construct which may affect board effectiveness was previously suggested by Forbes
& Milliken (1999). Following Wageman (1995), effort norms are a group-level construct defined as the shared
beliefs held about the degree of effort that each individual should dedicate to a given task.

Effort norms may be formal or informal. In the context of boards, effort norms may include
expectations about values, ethical norms, availability and use of time, extent of authority to evaluate and make
strategy implementation decisions independence, and the quality of a board’s contribution to strategy
implementation tasks (Huse et al., 2005).

Prior studies show that boards perform their tasks with different levels of participation and contribution
(Forbes & Milliken, 1999). Effort norms may influence individual behavior, especially in interdependent
workgroups such as boards (Forbes & Milliken, 1999). Effort norms should increase the quantity and quality of
directors’ efforts (Wageman, 1995), thus contributing to improve the performance of a board. According to Huse
et al. (2005), board that display high expectations about the quality of individual directors’ effort and
interventions tend to perform better in strategy implementation management tasks.

Cognitive conflict

Drawing on Ong & Wan (2001) and Forbes & Milliken (1999), we employ cognitive conflict as a construct of
board effectiveness in strategy implementation. According to Jehn (1995), cognitive conflict is defined as
disagreements about the content of tasks being performed, including differences of ideas, perspectives and
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opinions, as well as disagreements on definitions of workgroup or individual responsibilities. Cognitive conflict
may be evidenced by different characterizations of problems and by contrasting points of view about possible
responses to problems (Dutton & Jackson, 1987).

As interdependent workgroups that deal with complex and ambiguous tasks, boards are especially
subject to cognitive conflict (Forbes & Milliken, 1999). The presence of cognitive conflict in boards may have a
positive or negative impact in the management of strategy implementation. On the positive side, disagreements
in boards may be conducive to richer and deeper discussions of strategic issues (Forbes & Milliken, 1999). They
may lead to an increase of a board’s critical investigation ability. This ability may, in turn, induce management
to a need to justify, reflect upon and possibly modify their position regarding strategic matters. A higher degree
of cognitive conflict may also lead boards to consider an increased number of alternative courses of action. Thus,
boards may benefit from a variety of points of view which will potentially enrich analyses and decision making.

However, excessive levels of cognitive conflict may have dysfunctional affective consequences. In high
degrees, cognitive conflict may trigger negative emotions which may impair the quality of interactions, leading
directors to manifest lack of interest and commitment to the board (Mace, 1971). These affective conflicts relate
to interpersonal animosity issues, which may negatively affect a board’s collective performance (Ong & Wan,
2001).

Task performance

Task performance is defined as the extent to which boards can perform their tasks effectively (Forbes &
Milliken, 1999).

According to Park (1995) and Drew & Kaye (2007), boards that display high performance in strategy
implementation tasks have a clearly defined mandate and specific processes to enable their timely and thorough
intervention upon the factors that are driving poor firm performance. Other practices noted by them are
establishing access paths to managers to gain a “real-life” perspective of barriers to strategy implementation, and
assigning responsibility at board level for reviewing and approving high-relevance resource allocation decisions.

To be able to manage strategy implementation issues, boards should take an active part in strategy
formulation and in the definition of strategy implementation priorities (Li et al., 2008; Siciliano, 2002).

In order to gain added insight on strategy implementation progress and barriers, boards may delegate
specific tasks to committees or external consultants, enabling analytical depth and a more efficient use of board
time.

Information architecture

One of the reasons why boards may fail to manage strategy implementation is difficulty to gain access to
relevant information (Siciliano, 2002). Boards have specific information needs in order to understand the key
issues of strategy implementation, but the amount and nature of information available to them may result in a
dysfunctional involvement in such issues. Excessive detail may entangle boards in minutiae and non-strategic
discussions. Executive presentations prepared by the CEO may narrow a board’s span of intervention.

Although a review of financial statements may provide insights as to why a given strategic decision has
failed, such information may not be enough to provide boards with a clear understanding of operational drivers
of strategy implementation deviations. In addition, some strategic decisions that yield high short-term financial
returns may lead to future negative consequences such as loss of market share and customer dissatisfaction,
eroding firm value.

Thus, boards should set up specific sessions to manage the progress of the main events of strategy
implementation, supported by task-specific tools and metrics (Donaldson & Davis, 1991; Drew & Kaye, 2007;
Park, 1995; Schmidt & Brauer, 2006; Siciliano, 2002; Steinberg & Bromilow, 2000).

Siciliano (2002) elaborated on the importance that boards be proactive in defining their specific
information needs, in line with strategic management objectives. Siciliano and Drew & Kaye (2007) highlighted
the need for boards to prioritize the strategic management dimension in setting their agendas and information
needs, as a means to include strategic management in their scope of intervention and decision making. In her
case study, Siciliano identified the following information dimensions: financial, service level (customer
satisfaction, customer retention, volume of transactions, processing times), physical activity of products and
services, human resources training and development, status of progress of key projects and strategic initiatives.
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Agenda-setting should be negotiated between the board and the CEO (Drew & Kaye, 2007), and should not only
comprise topics but also the formats, scope and depth of information to be presented to the board.

REFERENCE LISTS

With a view to helping scholars and practitioners interested in assessing the performance of boards in
factors which may affect the management of strategy implementation, in this we section present reference lists
that might be quite useful to that purpose (Table 1).

In line with our research’s delimitations, the reference lists concentrate attention on the most relevant
non-structural constructs which may complement the explanatory power of structural features of boards in the
strategy implementation management dimension.

The reference lists include sets of related observable variables and metrics as identified in the review of
literature. The proposed metrics may be operationalized in a Likert-type scale. Metrics for expected positive
implications are shown in bold type.

The reference lists can be used in several ways. Researchers can develop tools such as questionnaires to
capture data to measure the extent to which the compiled factors are present in a board. Boards may employ
them in self-assessment sessions to gain valuable insight on behaviors and work practices that need most
attention in order to improve the quality of their intervention in strategy execution. External consultants
interested in board effectiveness practices may use them in a similar manner.

Table 1 — Reference lists - constructs, observable variables and metrics

O
Observable variables Metrics References
1.1. Joint work ability 1.1.1. High/Low Ong & Wan (2001)
1.2. Openness to diversity of viewpoints and opinions 1.2.1. High/Low Huse et al. (2005)
1.3. Willingness of directors to contribute 1.3.1. High/Low Huse et al. (2005)
1.4. Interpersonal attraction among directors 1.4.1. High/Low Forbes & Milliken (1999)
1.5. Social integration among directors 1.5.1. High/Low O’Reilly et al. (1989)
1.6. Consensus 1.6.1. High/Low O’Reilly et al. (1989)
1.7. Feedback and help from other directors 1.7.1. High/Low Shanley & Langfred (1998)
1.8..Groupthink 1.8.1. High/Low Mullen et al. (1994)
1.9. Commitment to implementation of decisions 1.9.1. High/Low Isabella & Waddock (1994)
2. PRESENCE OF KNOWLEDGE AND SKILLS (K
2.1. Management K&S 2.1.1. High/Low Forbes & Milliken (1999)
2.2. Finance and accounting K&S 2.2.1. High/Low Forbes & Milliken (1999)
2.3. Marketing K&S 2.3.1. High/Low Forbes & Milliken (1999)
2.4. Law K&S 2.4.1. High/Low Forbes & Milliken (1999)
2.5. Strategic perception K&S 2.5.1. High/Low Dulewicz et al. (1995)
2.6. Analytical thinking K&S 2.6.1. High/Low Dulewicz et al. (1995)
2.7. Orientation to results K&S 2.7.1. High/Low Dulewicz et al. (1995)
2.8. Relationship with external networks K&S 2.8.1. High/Low Dulewicz et al. (1995)
2.9. Firm-specific operational and management issues K&S 2.9.1. High/Low Forbes & Milliken (1999); Nonaka (1994); Drew &
Kaye (2007)
2.10. Customer needs K&S 2.10.1. High/Low McGrath et al. (1995)
2.11. Sources of business risk K&S 2.11.1. High/Low McGrath et al. (1995)
2.12. Impediments to product/service quality K&S 2.12.1. High/Low McGrath et al. (1995)
2.13. Industry and competitive scenario K&S 2.13.1. High/Low McGrath et al. (1995)
Construct: 3. USE OF KNOWLEDGE AND SKILLS (K&S)
3.1. Coordination of individual directors’ contributions 3.1.1. Effective/ Ineffective Carlson (1998)
3.2. Congruency between directors’ K&S and responsibilities/tasks 3.2.1. High/Low Forbes & Milliken (1999)
3.3. Directors’ ability to exercise influence on discussions 3.3.1. High/Low Huse et al. (2005)
3.4. Board’s ability to mobilize and employ available K&S 3.4.1. High/Low Forbes & Milliken (1999)
Construct: 4. EFFORT NORMS
4.1. Similarity of expectations about the quality, intensity and 4.1.1. High/Low Forbes & Milliken (1999)
depth of directors’ intervention and contribution
4.2. Similarity of understanding of the board’s role as final decision | 4.2.1. High/Low Huse et al. (2005)
maker
4.3. Understanding of the boards’ role in ensuring sound strategy 4.3.1. Uniform/Non uniform
implementation
4.4. Similarity of expectations about the time directors devote to 4.4.1. High/Low Wageman (1995)
their board duties
4.5. Similarity of understanding of directors’ independence 4.5.1. High/Low Huse et al. (2005)
4.6. Directors’ time dedicated to perform tasks 4.6.1. Sufficient/Insufficient Lorsch & Maclver (1989)
4.7. Uniformity of directors’ time dedication to their duties 4.7.1. High/Low Forbes & Milliken (1999)
4.8. Previous preparation for board discussions 4.8.1. Sufficient/ Insufficient Drew & Kaye (2007); Mace (1971); Park (1995)

Construct: 5. COGNITIVE CONFLICT

5.1. Diversity of viewpoints and opinions among directors 5.1.1. High/ Low Jehn (1995)
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5.2. Differences of personality among directors

5.2.1. High/ Low

Huse et al. (2005)

5.3. Interpersonal animosity and tension among directors

5.3.1. High/ Low

Ong & Wan (2001)

5.4. Disagreements among directors about the content of tasks 5.4.1. High/ Moderate/ Low Jehn (1995)
being performed

5.5. Openness to deal with conflicts 5.5.1. High/ Low Jehn (1995)
5.6. Conflict avoidance posture 5.6.1 High/ Low Jehn (1995)

Construct: 6. TASK PERFORMANCE

6.1. Access to managers and employees to identify strategy
implementation issues

6.1.1. High / Low

Drew & Kaye (2007)

6.2. Review and analysis of key resource allocation decisions

6.2.1. Effective/ Ineffective

Drew & Kaye (2007)

6.3. Specific review sessions on implementation of planned
strategies

6.3.1. Sufficient/ Insufficient

Drew & Kaye (2007)

6.4. Specific strategy review and learning sessions

6.4.1. Sufficient/ Insufficient

Drew & Kaye (2007)

6.5. Engagement of external consultants to subsidize strategy
implementation analyses

6.5.1. High/ Low

Drew & Kaye (2007)

6.6. Engagement in strategy formulation

6.6.1. High/ Low

Siciliano (2002); Li et al, (2008)

6.7. Robustness of strategy implementation metrics employed by
the board

6.7.1. High/ Low

Steinberg & Bromilow (2000)

6.8. Involvement in key human resources development reviews 6.8.1. High/ Low Hrebiniak (2006)
6.9. Timeliness and consistency in addressing poor firm 6.9.1. High/ Low Park (1995)
performance issues

6.10. Board’s authority to monitor and enforce strategy 6.10.1. High/ Low Park (1995)

implementation plans

6.11. Robustness of strategic risk management tools employed by
the board

6.11.1. High/ Low

Park (1995); Donaldson (1995); Siciliano (2002);
Schmidt & Brauer (2006); Drew & Kaye (2007)

6.12. Timeliness and consistency in addressing resource allocation

inconsistencies vis-a-vis planned strategies

Construct: 7. INFORMATION ARCHITECTURE
7.1. Scope and depth of information sets provided to directors

6.12.1. High/ Low

7.1.1. Excessive/ Adequate/
Insufficient

Schmidt & Brauer (2006)

Drew & Kaye (2007)

7.2. Authority to define information needs and dimensions

7.2.1. High/ Low

Drew & Kaye (2007)

7.3. Sufficiency of non-financial/operational information,
dimensions and metrics analyzed by directors

7.3.1. Sufficient/ Insufficient

Drew & Kaye (2007)

7.5. Use of board-specific assessment/measurement tools to assess
strategy implementation progress

7.4.1. Yes/ No

Siciliano (2002)

7.5. Ability to define board meetings’ agenda — topics, scope,
format of information

7.5.1. High/ Low

Drew & Kaye (2007)

DISCUSSION AND CONCLUDING REMARKS

In spite of the growing emphasis on the importance of corporate governance to ensure that strategic
objectives are met, the proposition of tools that may help understand how boards can effectively perform this
role has received limited attention.

With basis on a review of the literature on three thematic areas — board effectiveness, board
involvement in strategic management, and board involvement in strategy implementation —, we identified seven
key factors or constructs of board effectiveness in strategy implementation: cohesiveness, presence of knowledge
and skills, use of knowledge and skills, effort norms, cognitive conflict, task performance, and information
architecture.

We also identified several related observable variables and metrics to draft reference lists; that is, an
instrument to support analyses of how boards of directors measure in each of the factors. To our knowledge, no
previous studies proposed a similar approach and tools to assess non-structural factors of board effectiveness
from the perspective of strategy implementation.

We suggest that the proposed instrument be applied by boards concerned with the issue of strategy
implementation. By using this instrument as a checklist, scholars, board members and practitioners may gain
additional insights into the non-structural factors that affect the quality of board performance, complementing the
structural dimensions that are usually employed to assess board effectiveness.

As to future research, we intend to apply and validate empirically these findings and future analytical
frameworks in companies with multinational/global operations whose boards operate out of different
geographies, in an attempt to compare and understand how the non-structural characteristics and practices of
these boards may affect their effectiveness in managing strategy implementation.
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CROSS-CULTURAL LEADERSHIP STYLES
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ABSTRACT

This paper contributes to the social constructionist view of leadership (Alversson & Karreman, 2000; Fairhurst,
G., 2007, 2009) and studies how leadership is perceived and reenacted in different cultures. The study uses a
communication style oriented measure of leadership attribute preference based on six global leader behaviors
indentified by the Global Leadership and Organizational Behavior Effectiveness (GLOBE) Research Program
(House et al, 2004). It examines preferences for leadership styles across four different cultures, U.S., Japan,
Korea, and China and investigates team members’ satisfaction with the group decision-making process in
homogenous versus heterogeneous groups.

INTRODUCTION

Views of the importance and value of leadership vary across cultures. For example, the status and influence of
leaders vary considerably as a result of cultural forces (House, Wright, & Aditya, 1997). Still much remains to
be understood as to the way in which culture influences leadership and organizational processes. To what extent
do cultural forces influence the expectations that individuals have for leaders and their behavior, for instance?
What principles of leadership and organizational processes transcend cultures? In an effort to answer these
questions, the Global Leadership and Organizational Behavior Effectiveness (GLOBE) Research Program
collected data from about 17,000 managers from 951 organizations in 62 societies around the world (House et al,
2004). That project identified six global leader dimensions: Charismatic/value-based leadership, team-oriented
leadership, participative leadership, humane-oriented leadership, autonomous leadership and self-protective
leadership.

Our study builds on this earlier research and uses global leadership dimensions identified by GLOBE, to develop
a communication style-oriented measure of leadership attribute preference. Our paper contributes to the social
constructionist view of leadership (Alversson & Karreman, 2000a; Fairhurst, G., 2007, 2009). From this
perspective, leadership is viewed in the context of what leaders do and is thus discursive in nature. According to
Robinson (2001:93), “leadership is exercised when ideas expressed in talk or actions are recognized by others as
capable of progressing tasks or problems which are important to them.” Whereas the social constructionist
perspective of leadership has gained ground in management communication studies, there has been little or no
research done in the area of discursive leadership across cultures. Our study is an attempt to fill in this gap by
examining how leadership is constructed, perceived and reenacted discursively in different cultures.

Whereas GLOBE studies contributed to our understanding of the cultural variation in leadership attributes, this
approach goes further and deeper by examining leadership from the point of view of constructing and reenacting
leadership discursively. By identifying the characteristics and ways of how leadership exhibits itself in talk, it
not only informs us of what leaders do and how they act in different cultures, but also prepares us to engage in
constructing leadership in a foreign setting and informs us about how to do it successfully. It’s the “doing” part
of leadership that separates our research from the previous studies since we see leadership as something that gets
constructed in talk and is therefore a skill that can be learned, practiced, and exercised in different contexts. It is
thus different from cognitive categories or mental models used in the social cognitive literature to define
leadership. As business is becoming more global and homogenous work places are “a thing of the past”, this
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knowledge is meant to inform and empower anyone who is in the position of managing diverse teams or
managing teams in a foreign context.

RESEARCH QUESTIONS

The GLOBE studies identified six leadership dimensions: Charismatic/Value-based leadership, Team Oriented
leadership, Participative leadership, Autonomous leadership, Humane-Oriented leadership, and Self-Protective
leadership (House et al, 2004). The six leadership dimensions were then measured as to their preferences in each
of the 10 cultural clusters previously identified by the GLOBE team’s research (Latin America, Anglo (U.S.,
Australia, Great Britain, Canada, South Africa), Latin Europe (Italy, Portugal, Spain, France, French-speaking
Switzerland, Israel), Nordic Europe, Germanic Europe, Confucian Asia, Sub-Saharan Africa, Middle East,
Southern Asia, and Eastern Europe). Of the six global leadership dimensions the two most highly ranked across
all cultural clusters were the Charismatic/Valued-based and Team-Oriented dimensions. Significantly lower
were Participative and Humane-Oriented. The lowest ranked were Autonomous and Self-Protective (House et al,
2004). Anglo cultures ranked highest on Charismatic/Value-based culturally endorsed implicit leadership theory
(CLT) dimension, followed by Team Oriented and Participative dimensions. Confucian Asia cluster ranked
highest on Charismatic/Value based CLT leadership dimension followed by Team oriented and Humane
Oriented leadership dimensions (Dorfman, Hanges, Brodbeck, 2004).

Our study set out to do a more fine-grained analysis of the preferences for the leadership dimensions identified in
the GLOBE study, focusing more narrowly on participants from the Anglo and Confucian Asia clusters, namely
the U.S. and China, Japan and Korea. Instead of using CLT leadership profiles that are derived from the concept
of shared mental models, we developed a measure of leadership that was conceived by looking at how these
leadership dimensions would manifest themselves in specific communication moves. In other words, we were
interested in discursive practices in specific cultures and contexts. Our goal was (1) to identify whether those
from countries within the Confucian Asia cluster had preferences for and tended to exhibit different
communication leadership styles that their U.S. counterparts and (2) to see if team members from different
cultural groups experience different degree of satisfaction with the groups process and different degrees of
perception of being included and valued in the group decision-making process.

METHOD

In order to answer our first research question, we used the six leadership dimensions indentified by the GLOBE
studies - Charismatic/Value-based leadership, Team Oriented leadership, Participative leadership, Autonomous
leadership, Humane-Oriented leadership, and Self-Protective leadership (House et al. 2004) — to develop a
communication based measure of leadership. Based on the definition of these six global leader behaviors
(Dorfman, Hanges, Brodbeck, 2004) we derived five communication styles that we used to measure leadership.
We collapsed two separate GLOBE categories, Team Oriented and Participative leadership, into one category
“Involved other in decision-making process” based on the communicative moves that the leadership style would
exhibit. The five communication styles then included: (1) Decisive and task oriented; (2) Involved others in
decision making process; (3) Modest, compassionate, and supportive; (4) Independent and self-reliant; (5)
Status-conscious and procedural.

This measure was used to perform a more fine-grained analysis of the preferences for the leadership dimensions
identified in the GLOBE study, focusing more narrowly on participants from the Anglo and Confucian Asia
clusters, namely the U.S. and China, Japan and Korea. Our goal was to begin to identify whether those from
countries within the Confucian Asia cluster had preferences for and tended to exhibit different leadership
dimensions and how this might affect satisfaction and feelings of inclusion in the group.

In order to measure satisfaction and feelings of inclusion we asked participants to complete a 12-question survey
at the end of the simulation. Questions were intended to measure the participants’ attitudes about the group
experience in two areas, their satisfaction with the group decision-making process (an outward measure —
orientation towards other group members) and their perceived sense of inclusion and value in the process, (an
inward measure - orientation towards “self.”’) Participants were asked to rate their experiences in these areas,
using a seven-point Likert scale, ranging from “Strongly agree” to “Strongly disagree.”
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Our data set consisted of 7 groups, five members each, of business professionals who were native speakers of
English (V=10) and native speakers of East Asian languages (N = 25) enrolled in an MBA program at a private
university in Southern California. The study used graduate students, who had all worked in the professional
workplace for at least two years, since some studies have shown that differences exist between students and
professionals. There were two groups of Chinese, Korean, and U.S. participants, and one group of Japanese
participants. The participants took part in a team-decision making simulation called Sub-Arctic Survival, in
which they act as if they are survivors of a plane crash and must come to a decision about the items from the
wreckage that they will take with them to survive. The exercise was videotaped in an experiential learning lab by
professional technicians. The meetings were 20 minutes in length and were held and videotaped in an
experiential learning laboratory equipped with professional facilities and technicians. The meetings were held in
English, and the videotapes were then transcribed. The transcripts were then coded for analysis. At the end of the
simulation, the participants were asked to complete a survey asking them to identify the leader of the groups and
to rank the communication based leadership attributes in order of importance.

RESULTS

The analysis of communication-based measure to identify leadership styles using the survey mechanism revealed
the following results. Two English speaking teams (N=10) ranked “decisive and task-oriented” as the most
important characteristic of a group leader. The communication style that “involved others in decision-making
process” was ranked second and “modest, compassionate, and supportive” ranked third in terms of being
important for a leader.

Two Chinese teams (N=10) ranked “status-conscious and procedural” as the most important attribute of a leader.
The communication style that “involved others in decision-making process” and being “decisive and task-
oriented” received a split ranking of second and third most important characteristic.

Two Korean groups (N=10) identified the style that “involved others in decision-making process” as the most
important characteristic of a leader. “Decisive and task-oriented” was ranked second and was followed by
“status-conscious and procedural” which was ranked third in terms of its importance.

We surveyed only one Japanese team (N=35) which produced the following results: “modest, compassionate, and
supportive” was ranked as the most important characteristic of a leader. The communication style that “involved
others in decision-making process” and being “decisive and task-oriented” was ranked as the second most
important characteristic.

The results are reproduced below in Figure 1.

It is interesting to note that the characteristics of being “decisive and task oriented” and “involving other in
decision-making process” were displayed across all cultural groups; however, the differences emerged across
cultures in the predominant features of “doing leadership.” Whereas the U.S. team members identified “decisive
and task oriented” as the most important characteristic of a leader, the other cultures listed it as second in
importance. Japanese valued modesty, compassion, and support over being decisive and task oriented, Koreans
identified “involving other in decision-making process” feature as the most important attribute of a leader
whereas Chinese valued “status conscious and procedural” style the most.

In order to answer our second research question, if team members from different cultural groups experience
different degrees of satisfaction with the groups process and different degrees of perception of being included
and valued in the group decision-making process we distributed and analyzed a 12-question survey. Participants
were asked to rate their experiences in these areas, using a seven-point Likert scale, ranging from “Strongly
agree” to “Strongly disagree.” The results of our attitudinal survey indicate that all group members exhibited a
high degree of satisfaction in both areas, their satisfaction with the group decision-making process (an outward
measure — orientation towards other group members) and their perceived sense of inclusion and value in the
process, (an inward measure - orientation towards “self.””) except for the Japanese group. Their satisfaction rate
was markedly lower that all the other groups. Since we only had one Japanese group in our data set, it is
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necessary to look at additional data to make any generalizations about how and why Japanese satisfaction rates
were lower and whether it can be attributed to group dynamics.

Figure 1. Cross-cultural comparison of communication-based leadership styles.

Japanese
H independent and self-reliant
Korean W status-conscious and procedural
_l modest, compassionate, and
supportive
Chinese
H Involved other in decision-making
| process
l M Decisive and Task oriented
—
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DISCUSSION

In the case of U.S. groups, our findings are consistent with the GLOBE study that shows the Anglo cluster’s
orientation towards decisive, team-oriented leadership. However, whereas the GLOBE study showed that
Confucian Asian cluster preferred charismatic/value based leadership followed by team oriented leadership, our
findings revealed significant differences among the Confucian Asia cluster in terms of which leadership style
they found the most important as measured by communication-based model of leadership. While they all
identified “decisive and task oriented style” and “involving other in decision-making process” as second or third
most important characteristic of a leader, they differed significantly in the area of their most important leader
characteristic. Japanese valued modesty, compassion, and support over being decisive and task oriented, Koreans
identified “involving other in decision-making process” feature as the most important attribute of a leader
whereas Chinese valued “status conscious and procedural” style the most. Interestingly, the dominant dimension
of the Chinese groups was “status conscious and procedural” even though this dimension is the least favored
among the Confucian Asia cluster of all leadership dimensions identified by GLOBE.

Whereas our study of homogeneous teams revealed that with the exception of the Japanese group, team members
reported high degree of satisfaction with the decision-making process and their perceived value and inclusion in
the decision-making process, these findings contrast sharply with the findings in our previous study that looked
at heterogeneous groups (Aritz, J] & Walker, 2010a). In that study we analyzed decision-making meetings across
groups of different cultural composition, in particular, teams consisting of U.S.-born team members and foreign-
born speakers of East Asian descent using the same simulated decision-making exercise. All members of
heterogeneous groups reported a high degree of satisfaction with the group process, and we didn’t find any
statistically significant differences between U.S. team members and members of East Asian descent.

However, in response to questions designed to measure their perceived sense of inclusion and value in the

process (an inward measure — orientation toward “self”), East Asian language speakers reported that they did not
feel as included, valued, or supported as their American counterparts. Their responses to the following three

©Copyright 2010 by the Global Business and Technology Association 37



questions were significantly lower on seven-point Likert scale, ranging from “Strongly agree” to “Strongly
disagree” than those of U.S.-born native English speakers: “I was included in the group discussion and decision
making” (p=.0001)); “I was valued for my contributions to the group discussion and decision making” (p=.0001);
“My group members supported me and my ideas” (p=.0001). U.S.-born native English speakers and East Asians
did not produce statistically significant responses to questions designed to measure their overall satisfaction with
the group decision-making process (an outward-measure — orientation towards other group members).

These results make us conclude that different preferences for leadership styles across cultures are bound to result
in different communication styles that manifest themselves in different cultural preferences for leading a group.
Our satisfaction survey from mixed groups shows that these different expectations of what the leader should do
produce varying degrees of satisfaction and a sense of inclusion in the group decision-making process.

In addition, our previous analysis of heterogeneous teams showed that U.S.-born native speakers of English were
contributing and participating more than native speakers of East Asian languages when placed in mixed groups
(Aritz, J. & Walker, 2010b). In that study we used interaction analysis to look at member participation in
decision-making meetings. Interaction analysis is a quantitative method of analysis that analyzes the frequency
and types of verbal interaction (Fairhurst & Cooren, 2004). The study used interaction analysis and focused on a
turn as the main unit of analysis to study how contribution changes when members from U.S. culture and East
Asian cultures work in homogenous versus heterogeneous teams. Member contribution was measured by
counting a number of turns taken, a number of words spoken, and average turn length. We measured member
participation by looking at turn-taking strategies. We tracked the number of overlaps, backchannels, and
latching. The transcripts were coded for analysis in these six areas. We did not include interruptions in our
analysis, since we found these to be essentially non-existent (Walker & Aritz, 2007).

To analyze the coded results, we used a heteroscedastic rank-based nonparametric test that allows tied values
(Brunner et al., 1997). This method of analysis was chosen because if offers better control and fewer, if any
assumptions, about the shapes of the underlying population distributions given our relatively small sample sizes.
The more traditional ANOVA/ANCOVA tests are parametric tests, which fail when the group distributions are
non-normal or when sample sizes are too small. For the advantages of nonparametric tests, see Siegel and
Castellan (1988, p. 35).

As the results in Table 2 below indicate, differences in almost all areas of analysis were statistically significant.
More specifically, it indicates that in mixed groups U.S.-born native speakers of English were contributing and
participating more than native speakers of East Asian languages. They were taking more turns, speaking more,
overlapping and backchanneling more than East Asian speakers.

Figure 2. Interaction analysis of heterogeneous groups.

Variable T(p) Diff of SE of mean
midranks of midranks
Turns -7.577 (0.000) 18.9 2.49
Words -9.10 (0.000) 20.32 2.23
Turn length -2.73 (0.011) 11.25 4.13
Overlaps -4.72(0.000) 16.07 34
Backchannels -4.46(0.000) 14.81 3.32
Latching -1.06(0.30) 4.57 433

In contrast to heterogenecous groups, homogenous groups of U.S. and East Asian participants did not produce
statistically significant results except in two areas, turn length and latching. See Table 3 below for detailed
results.

Figure 3. Interaction analysis of homogeneous groups.

Category Homogeneous groups
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Variable T(p) Diff of SE of mean
midranks of midranks
Turns 0.62(0.541) -2.22 3.58
Words 0.75(0.46) 2.73 3.62
Turn length 7.221(0.000) 13.45 1.86
Overlaps -0.80(0.43) 2.67 335
Backchannels 0.89(0.38) -3.17 3.54
Latching 5.01(0.001) -11.68 2.33

We found no significant differences in the rate of contribution of speakers of East Asian languages and U.S.-
born speakers of English when working in homogeneous groups. East Asian speakers working in homogeneous
groups took as many turns and spoke as many words as U.S.-born students in homogeneous groups. The shorter
turn length (p=0.000) is consistent with Clyne’s research who also observed cultural differences in turn length,
with East Asians producing shorter turns (Clyne, 1994). However, the shorter turn length does not affect the
overall rate of contribution.

Both groups also demonstrated similar patterns of participation measured by looking at overlaps and
backchannels. The only area that showed significant differences between the two groups was latching (p=0.001).
Speakers of East Asian languages in homogeneous groups were using latching, i.e. that is, changing turns
without a perceptible pause, more frequently than U.S. born speakers.

CONCLUSION

The results of our study indicate that there is a need for much more fine-grained studies of cultural groups
working in teams to determine their leadership preferences and the effects of leadership styles on team
effectiveness. Differences in preferred leadership styles indentified in this study suggest that leadership is
constructed differently among cultural groups, and the next step of analysis is to start looking at the actual
transcriptions and tapes to see how leadership is constructed in talk.

The results of our communication-based measure of leadership attributes suggest that the differences in preferred
leadership styles have an effect on both, member satisfaction and member participation in the group process.
Numerous studies have demonstrated that moderately heterogeneous groups experience significant
communication problems, relational conflict, and low team identity that have a dysfunctional impact on team
effectiveness (Jehn, Chadwick, & Thatcher, 1997). As a rule, heterogeneous teams report reduced satisfaction
with the team, which, in turn, negatively affects team performance (Jehn, Northcraft, & Neale, 1999; Earley &
Mosakoski, 2000; Ravlin, Thomas & Ilsev, 2000). A close content analysis of leadership style can provide much
needed answers how to reduce relational conflict and inform members of different cultures how to successfully
lead heterogeneous teams.

Of course, additional studies are needed to explore these and other cultural differences that may have an effect
on group overall performance. One of the limitations of our study is a relatively small data sample. A larger data
set is needed to be able to make stronger claims.

In a related vein, some researchers have criticized the use of simulated data, suggesting it may not result in
“authentic” encounters. One concern is that in the process of observation, the investigator may affect the
outcome of the results. Consequently, it would be useful to test our initial results in an actual workplace setting.

Finally, our study only looked at survey data and drew from earlier results using interaction analysis to study
contribution and participation in heterogeneous and homogenous teams. More insights could potentially be
developed by conducting a content analysis of the meeting transcripts and text based analysis of different
leadership styles and how they manifest themselves in talk.
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ABSTRACT

The objective of this research was to determine the relationship between personality traits, job satisfaction and
job performance of South Afirica Retail Store Managers. A cross-sectional survey design was used with a
purposive selected sample taken from managers (N=89) of South African Retail Stores. The 15 FQ+, Core Self-
Evaluations Scale, Job Diagnostic Survey and a Job Performance Questionnaire were administered. Results
showed that Extraversion, Emotional Stability and Core Self Evaluations are statistically significant predictors
of Job satisfaction. Job satisfaction statistically significantly predicted job performance. Job satisfaction
mediated the relationship between Core Self Evaluations and Job Performance. Recommendations are made.

INTRODUCTION

Consumer goods retailing is a fast-moving and results-orientated industry and, as such, places high
demands on people across all levels in the business. Most importantly, however, it requires exceptional
performance from people occupying managerial positions in the retail stores. Although relationships between
personality traits and work related behaviours have been frequently investigated, there were very few studies
conducted for the occupational class of retail store managers. Furthermore, this trend reflects a broader lack of
retail and sales management research in the international arena (Money & Graham, 1999). Many researchers find
the trend very surprising provided the distinct nature of salesperson’s duties and job responsibilities which entail
multiple roles and functions, as well as high stress levels in comparison to employees in other professions
(Behrman & Perreault, 1984; Brashear, Lepkowska-White & Chelariu, 2003; Singh, 1993).

According to Lush and Serpkenci (1990), the store manager has a strong influence on achievement of
organisational objectives, such as meeting sales target, making profit, maintaining high store standards,
providing excellent service to the customers. Lush and Serpkenci (1990) further stressed that the store manager
“is simultaneously a merchandiser, a salesperson, a financial officer, a marketer, and a supervisor of other
employees. Such environment calls for the recruitment and selection function within organisations to find
candidates that would fit well into the teams and perform to the highest expectations. Consequently, the ability to
identify personality traits that determine future success of the job applicants as retail store managers is
paramount in the process of candidates’ selection.

Given that a number of studies (Bono & Judge, 2003; Judge, Erez, Bono & Locke, 2005; Morrison,
1996; Van den Berg & Feij, 2003) have shown that the level of job satisfaction is partially determined by some
of the personality traits, there is a need to find the personality traits that influence both the job performance and
the job satisfaction of retail store managers. This study suggests investigating the relations of personality traits
(Extraversion, Emotional Stability, Conscientiousness, and Core Self-evaluations) to Job Performance and Job
Satisfaction for the occupational class of retail store managers in South Africa. The rationale for the study
arouse from a believe that by using these personality traits as predictors of job performance and job satisfaction,
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the present study may contribute to optimisation of personnel recruitment and selection processes in the retail
industry.

RESEARCH HYPOTHESES

For purposes of this research, seven hypotheses were formulated based on existing literature and previous
studies. The hypotheses as well as the rationale thereof are presented below.

H 1: Extraversion is a statistically significant predictor Job Performance
H 2: Conscientiousness is a statistically significant predictor Job Performance

Barrick and Mount (1991) investigated the relationships between Extraversion, Emotional Stability,
Agreeableness, Conscientiousness, Openness to Experience and three job performance criteria (job proficiency,
training proficiency, and personnel data) for five occupational groups, namely, professionals, police, managers,
sales and skilled / semi-skilled. The results of the study indicated that one of the Big Five traits,
Conscientiousness, showed strong and consistent relations with all job performance criteria across all
occupational groups. Both Extraversion and Openness to Experience were valid predictors of the training
proficiency criterion for all occupations. Extraversion was a valid predictor only for two occupational classes
which involve social interactions, managers and salesmen, however, for all three criterion types (Barrick and
Mount, 1991). Tett, Jackson, and Rothstein (1991) found in their study that Conscientiousness is the most
consistent predictor of job performance. Furthermore, Barrick and Mount’s results were corroborated in a similar
study conducted by Salgado (1997). He concluded that Conscientiousness and Emotional stability are valid
predictors of job performance across different occupational groups (Salgado, 1997).

H 3: Emotional stability is a statistically significant predictor of job satisfaction
H 4: Extraversion is a statistically significant predictor of job satisfaction

As far as the relation of personality traits to job satisfaction is concerned, Van den Berg and Feij (2003)
referred to a few studies showed that personality served as a determinant of attitudinal or affective job outcomes
such as job satisfaction. Judge, Higgins, Thoresen and Barrick (1999) found that the Big Five personality traits
measured in childhood predicted job satisfaction in late adulthood. More specifically, it was confirmed in their
study that Neuroticism is negatively related to job satisfaction (r= -0.22). However, this relationship became
insignificant in a regression analysis when other Big Five traits were added into the regression equation (Judge et
al.,1999). Van den Berg and Feij (2003) referred to a review by Judge, Heller and Mount where they showed that
Extraversion is related to job satisfaction across the studies. Accordingly, Judge and Bono also reported a
correlation between Emotional Stability and Job Satisfaction of 0.24 (Judge & Bono, 2001).

H 5: Core self-evaluations is a statistically significant predictor of job satisfaction

Judge, Van Vianen and De Pater (2004) believe that the core self-evaluations trait is the best
dispositional predictor of job satisfaction. Judge and Bono (2001) found an average correlation of 0.32 between
the four individual core traits and job satisfaction. However, when these individual traits are converted in one
broad core self-evaluations factor, this correlation dramatically increases to 0.41 (Judge & Bono, 2001). It can be
concluded that the overall core concept is a more consistent predictor of outcomes rather than the individual
traits. Furthermore, Judge ef al. (2004) refer to a study conducted by Judge and Heller, which confirmed that
core self-evaluations trait was more strongly related to job satisfaction than the Big Five traits or
positive/negative affectivity.

H 6: Job satisfaction is a statistically significant predictor of job performance

Babin and Boles (1998), in their study of service personnel, found a significant path between
performance and satisfaction for male employees, but not for the female employees. The findings of MacKenzie,
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Podsakoff and Ahearne (1998) confirmed that in-role performance is related directly to job satisfaction, and
indirectly to organizational commitment. Abdel-Halim (1980) reported positive relation between performance
ratings and both intrinsic and extrinsic measures of job satisfaction for individuals with strong higher order needs
strength (HONS), while no such relation existed for individuals with weak HONS (Abdel-Halim, 1980). A study
of Taffaldano and Muchinsky (1985) found job satisfaction to result in increasing job performance, which also
confirmed the positive relationship between job satisfaction and job performance.

H 7: Job satisfaction mediates the relationship between Emotional Stability and job performance, between
Extraversion and job performance, and between Core self-evaluations and job performance.

Previous research suggested a few models where the relationship between personality traits (including
Core-self evaluations) and job performance or satisfaction was mediated by other variables (Ilies & Judge, 2004;
Judge, Erez, Bono & Locke, 2005; Van der Berg & Feij, 2003). For example, Van der Berg and Feij (2003)
found mediating effect of job satisfaction on the relationship between Extraversion and propensity to leave, and
between Neuroticism and propensity to leave. On the other hand, Judge er al. (2005) reported that Core self-
evaluations were positively related to job satisfaction, which as shown by MacKenzie et al. (1998) was related to
job performance (Abdel-Halim, 1980; Iaffaldano & Muchinsky, 1985; MacKenzie et al.,1998).

In sum, the research present the following model relating personality traits, core self evaluations, job satisfaction
and job performance for the occupational class of retail store managers

Figure 1 — Resulting model relating personality traits, core self evaluations, job satisfaction and job
performance for the occupational class of retail store managers

< - -—a Job H6 Job
------------ Satisfaction "] Performance

y

Core self-evaluations

Conscientiousness

RESEARCH METHOD

A quantitative, ex post facto research approach was followed. A cross-sectional survey design was used
to collect data and attain the research goals. This design is ideally suited to the descriptive and predictive
functions associated with correlation research and to assess the interrelationships between the variables in the
research (Shaunessey & Zechmeister, 1997). The participants of the study were store managers from one of the
South African retail chains. A total of 147 questionnaires were distributed to a purposive selected sample of
Managers of all stores of this retail organization in Gauteng, Limpopo and Mpumalanga provinces. 95
questionnaires were returned which gives a 64.6% response rate. In this sample the majority of the participants
were African (71.6%), while White and Coloured participants were represented by 22.1% and 6.3% respectively.
Participants were primarily female (56.8%) and had an educational qualification of Grade 12 (62.1%).

Measuring Instruments
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The 15FQ+ (Psytech, 1992), Core Self-Evaluation Scale (Judge, Locke & Durham, 1997), Job
Diagnostic Survey (Hackman & Oldman, 1975) and a Job Performance Questionnaire (developed by the
researcher) were administered.

e 15 FQ+: Extraversion, Emotional Stability and Conscientiousness were measured by the 15 FQ+
Questionnaire. The 15FQ+ uses a self-report format and consists of 200 items. Respondents have to indicate
on a three-point scale how closely the items describe their personal behaviour. The alternatives offered are
“agree”, “unsure” and “disagree”. Cronbach’s alpha reliabilities for a professional sample on the standard
form ranged from 0.77 to 0.83 for the 16 traits and 5 broad factors. Similarly, test-retest reliabilities varied
from 0.77 to 0.89 (The 15FQ+ Technical Manual, 2009).

o Core Self-Evaluation Scale (Judge, Locke & Durham, 1997): The Core Self-Evaluations Scale (CSES) was
used for the purpose of measurement core self-evaluations trait. The CSES consist of 12 items and measure
Self-esteem, Generalised self-efficacy, Neurotism, and Locus of control on a five-point Likert scale from 1 to
5, where 1 is “strongly disagree ““ and 5 is “strongly agree®. Previous studies showed that an average alpha
coefficient reliability of 0.84 (Judge et al., 2003).

e Job Diagnostic Survey (Hackman & Oldman, 1975): The Job Diagnostic Survey (JDS) contains 14 items
that measure satisfactions along the following specific dimensions: Pay (2 items), Job security (2 items),
Social (3 items), Supervisory (3 items); and Growth (4 items). The first four of these are Work Context
Satisfaction, while Growth Satisfaction is related to intrinsic features of the job reflecting the degree to
which a person is satisfied with opportunities for personal growth and development on the job. A seven-
point response scale from 1 to 7 is used, where 1 is “extremely dissatisfied” and 7 is “extremely satisfied”.
Hashim (2006) found a Cronbach Alpha equal to 0.933 for the JDS.

o Job performance Questionnaire: For the purpose of this study independent supervisory ratings were used to
evaluate subordinate’s job performance. Each store manager was rated by his or her immediate supervisor,
Divisional Operational Manager, with respect to the following five items: quality of work performance,
amount of effort expended on the job, productivity on the job, speed on the job, and overall work
performance (Abdel-Halim, 1980). The supervisors were asked to describe how well the particular
subordinate was doing on each of the five items. The evaluation used a 5 point scale, ranging from “very
poor” to “excellent” for each criteria. The same type of independent supervisory ratings consisted of five
criteria were used by Abdel-Halim (1980) in his study investigating the effects of higher order needs on job
performance-satisfaction relationship in the retail environment context. According to Abdel-Halim (1980),
the internal consistency reliability of the ratings was 0.88 in his sample.

Data analysis

The collected data was subjected to statistical analysis using the SAS System 9.1 (SAS Institute, 2003)
to produce descriptive statistics, reliability and validity analysis of the measuring instruments, correlation
coefficients, exploratory factor analysis for each construct, as well as other Linear Models, including Multiple
Regression analysis. A 90% confidence interval level was used for all significance testing in this study.
Goodness of fit measures such as chi-squared test, GFI, AGFI, NFI was used to evaluate how well the model fit
the data.

RESULTS

Prior to the testing of hypotheses, the psychometric properties of the Core Self Evaluation Scale
(CSES), Job Diagnostic Scale (JDS) and Job Performance Questionnaire (JPQ) were examined. These included
the Kaiser-Meyer-Olkin (KMO) to determine the sample adequacy and sphericity of the item-correlation matrix,
exploratory factor analysis to discover and identify the dimensions of the measurements and reliability analysis
using Cronbach alpha coefficients to give the measure of accuracy of the instruments and to determine how
repeatable the results are. The Core Self Evaluation Scale, Job Diagnostic Scale and Job Performance Scale
obtained a Measure of Sampling Adequacy of 0,759, 0,838 and 0,900 respectively which according to the
guideline of higher than 0.6 (Hair, Anderson, Tatham & Black, 1998) is adequate for factor analysis. Next,
exploratory factor analysis using Principal Axis Factoring extraction method was performed on the
measurements. Results revealed one underlying factor structure for the Core Self Evaluation Scale, Job
Diagnostic Scale and Job Performance Scale. The factors were labelled core self-evaluations, job satisfaction and
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job performance. The descriptive statistics and reliabilities of the factor per measurement are reported in Table 1

below:

Table 1: Descriptive statistics and Alpha Coefficients: CSES, JDS and JPQ
Scales Mean SD Skewness Kurtosis a
Core Self-Evaluations 3.300 8.398 0.045 -1.058 0.734
Job Satisfaction 5.170 13.025 -0.732 -0.112 0.881
Job Performance 3.370 3.484 -0.333 -0.360 0.908

Table 1 shows that the Cronbach alpha coefficients compare well with the guideline of 0,70,

demonstrating that a large portion of variance is explained by the dimension (internal consistency of the
dimensions) (Cortina, 1993). No factor analysis was performed on the 15FQ + measure because of the small
sample size. Based on the validity and reliability of the measurement in previous studies, the theoretical
subscales of Extraversion, Emotional Stability and Conscientiousness were used for further analysis.

Testing of the hypotheses

Hypotheses 1 to 6 were tested by means of linear regression analysis. The results are reported in Table 2 below
The results in Table 2 show:

In terms of Hypothesis 1: Extraversion is a statistically significant negative predictor of job
performance. Extraversion however explains 5.5% of the variance in job performance which is
considered low. Hypothesis 1 is therefore rejected.

In terms of Hypothesis 2: There is no statistically significant relationship between conscientiousness
and job performance. Hypothesis 2 is rejected.

In terms of Hypothesis 3: Emotional stability is a statistically significant predictor of job satisfaction.
Emotional stability however explains 9% of the variance in job satisfaction and is considered a small
effect. Hypothesis 3 is accepted.

In terms of Hypothesis 4: There is no statistically significant relationship between Extraversion and Job
Satisfaction. Hypothesis 4 is rejected.

In terms of Hypothesis 5: Core self-evaluation is a statistically significant predictor of job satisfaction.
Core Self Evaluations explains 19% of the variance in job satisfaction. Hypothesis 5 is accepted.

In terms of Hypothesis 6: Job satisfaction is a statistically significant predictor of job performance. Job
satisfaction however explains 5.5% of the variance in job performance which is considered and is
considered a small effectHypothesis 6 is accepted.

Having investigated the individual hypothesised relationships between the constructs, the next step was
to estimate and overall model, which would include all the constructs and account for mutual
interactions between them. It was hypothesised that Job satisfaction mediates the relationship between
Emotional Stability and job performance, between Extraversion and job performance, and between Core
self-evaluations and job performance. Results indicated that the model did fit adequately to the data x.2
=2.2041, 3% /df = 3, GFI = 0,99; AGFI = 0,95; CFI = 0,95, NFI = 97 and RMSEA = 0,00. In the initial
model however, it was found that not all relationships between the variables are strong. For example
Emotional stability and Job satisfaction was significant when tested individually, yet a combined model
produced a lower effect (0.11) thus indicating that Core-self evaluations play a dominant role in the
relationship, as its addition to the model reduced the effect of Emotional stability. Since the two
measures have a significant covariance (0.45 with a t-value of 0.45), it may be argued that only
Emotional stability has a marginal impact on satisfaction in the presence of Core self-evaluations. In
addition it is evident that the effect of Extraversion on Job satisfaction is also marginal, considering its
low coefficient (-0.11 with t-value of -0.99). Since the individual regression of extraversion on job
satisfaction also yielded insignificant results, but with a positive effect, the appearance of a marginal
negative effect for this relationship in the combined model may indicative of the fact that the estimation
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procedure is adjusting for the combined positive effect of emotional stability and core self-evaluations.

Model Unstandardised t p R R? A
Standardised R
Coefficients 2
Coefficients
H1: Extraversion is a statistically significant predictor Job Performance
B SE Beta 234 | 055 | .0
45
(Constant) 22.609 1.066 21.200 | 0.000
Extraversion -.063 .027 -.234 -2.320 .023
H2: Conscientiousness is a statistically significant predictor Job Performance
B SE Beta .028* | .001 | -
.0
10
(Constant) 19.569 | 2.585 7.572 | 0.000
Conscientiousness .034 125 .028 275 784
H3: Emotional stability is a statistically significant predictor of job satisfaction
B SE Beta 304 | .093 | .0
83
(Constant) 59.388 | 4.526 13.122 | 0.000
Emotional Stability .800 .260 304 3.080 .003
H 4: Extraversion is a statistically significant predictor of job satisfaction
B SE Beta 1017 | .010 | .0
00
(Constant) 68i97 4.080 16.906 | 0.000
Extraversion 102 .104 .101 983 328
H 5: Core self-evaluations is a statistically significant predictor of job satisfaction
B SE Beta A435% | 189 | .1
81
(Constant) 45.759 5.917 7.734 | 0.000
Core self- 675 145 435 4.662 | .000
evaluations
H 6: Job satisfaction is a statistically significant predictor of job performance
B SE Beta 188" | 0.05 | 0.
04
2
(Constant) 15.735 2.033 2.27 0.000
Job satisfaction 0.072 0.032 0.229 1.845 | 0.026

Table 2: Regression analysis between the Personality types, Job satisfaction and Job performance
In fact, if relationships described by hypothesis three (Emotional Stability->Satisfaction) and four (Extraversion-

>Satisfaction) are removed from the model, the resulting adjusted model provides similar coefficients and
goodness of fit indices. Figure 2 illustrates such an adjusted model with marginal relationships removed.

Figure 2 : Simplified path Analysis Model with standardised estimates adjusted for inter-construct
correlations

46 ©Copyright 2010 by the Global Business and Technology Association



Extraversion

42
0 Job Satisfaction

Core self- Job Performance

evaluations

0.25

Given the more parsimonious nature of the adjusted model and highly similar results to the original
combined model the researcher is more inclined to accept the adjusted model in place of the original one. Further
research may be necessary to discern the relationship between Emotional stability and Core self-evaluations trait
and their joint effect on job satisfaction. Hypothesis 7 is accepted.

DISCUSSION

The purpose of the research was to investigate the relationships of personality traits (Extraversion,
Emotional Stability, Conscientiousness, and Core Self-evaluations) to job performance and job satisfaction for
the occupational class of store managers in the context of South African retail industry. The study attempted to
address the management dilemma at hand and aimed to predict job performance and job satisfaction of retail
store managers by analysing personality traits. The results showed that Emotional Stability and Core Self
Evaluations are statistically significant predictors of Job Satisfaction. Job satisfaction statistically significantly
predicted Job performance. Results further showed that the proposed model fitted the data well and that job
satisfaction mediated the relationship between Core Self Evaluations and Job Performance. The above results
thus confirm previous studies of Judge and Bono (2001), Judge et al. (2005), Abdel-Halim (1980), Iaffaldano
and Muchinsky (1985); MacKenzie et al. (1998), Ilies & Judge, 2004; Van der Berg & Feij (2003).

Management Implications

Selecting the right people in an attempt to fulfil the management needs inevitably requires
psychological assessments at the onset of the process. The use of any instruments, as well as other ways of
measuring job applicants against the objective criteria for specific jobs, such as structured and unstructured job
interviews, case studies, role plays, reference checks, and bio-data, raises further questions pertaining to the
objectivity, reliability and validity of such methods, especially in the South African context. The findings of this
study provided other retail organisations some insights into identification of those personality traits that predict
job performance and affect job satisfaction of the store managers. The study may also contribute to optimisation
of personnel recruitment and selection processes as well as talent management strategies in retail industry.

Limitations and Recommendations

One of the primary limitations affecting the results is the sampling approach. This study used purposive
sampling method, characterised by the use of judgment and a deliberate effort to obtain representative samples
by including presumably typical areas or groups in the sample. Since the study focused on applying the
theoretical models in the context of South African retail stores, store managers of one specific retail chain were
approached. Although it may be argued that retail store managers may be expected to behave in a similar
fashion, it is necessary to note that only managers of one organisation were subjected to the survey, which may
play a role if the results are to be extrapolated to a wider retail audience.

In order to address some of the limitations and gain further insight into the relationships between Core
self-evaluations, job satisfaction, personality aspects and job performance in the South African context, future
studies should attempt to collect a sample that is representative of more retail trade organisations in the country.
It may further be suggested to investigate the differences in behaviour of retail store managers with different
demographic characteristics, such as gender, race, age and educational background. Other personality traits
measured by the 15FQ+ instrument may also be introduced into the model. In addition more research that would
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apply the developed model to other industries and / or occupational classes in South Africa is needed in order to
expand the body of knowledge on this topic.

In closing, the findings showed that the model suggested and empirically tested in this study can be
applied as a predictor of job performance and job satisfaction for the occupational class of retail store managers
in the South African context. The results obtained in the study together with the recommendations for future
research can contribute into optimisation of the recruitment and selection processes and employee retention
strategies in the retail industry.
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ABSTRACT

The objective of this research was to determine the relationships between talent mindset, organisational energy
and well-being. A cross-sectional survey design was used, with a convenience sample (N = 528) taken of
employees in a South African financial institution. The Talent Mindset Index (TMI), EnergyScapes Profile (ESP),
and Shirom-Melamed Vigour Measure (SMVM) were administered. Results showed that talent mindset
statistically significantly predicts organisational energy and that organisational energy statistically significantly
predicts well-being. Practical significant relationships were found between the dimensions of talent mindset,
organisational energy and well-being. Organisational energy mediated the relationship between talent mindset
and well-being. Recommendations are made.

INTRODUCTION

Many organizations, struggling to keep up with the unrelenting pace of change and extreme competitive
pressure seek to adopt the latest technique or tool in order to improve their bottom line. It may be that the way
we view the individual and the organization needs to change, and the dynamic, never-ending pattern of
interaction recognized. Integration of phenomena at the individual and organizational levels moves the analysis
of organizations away from the static, structural qualities towards a more dynamic process (Pettigrew & Fenton,
2000). This perspective facilitates the study energy. Individual energy, especially of leaders’ influences
organisational energy and the energy state of the organisation affects the energy of individuals (Bruch &
Ghoshal, 2003). Organizations benefit from positive dynamics of an energized workforce because employees
work well together, relationships are supportive, inspiring and information is freely shared (Cartwright &
Holmes, 2006). Managing energy is important as it drives motivation, power teamwork, fosters creativity and
gives organizations a competitive edge (Schiuma, Mason & Kennerley, 2007). Without a high level of energy, a
company cannot achieve overall productivity improvements, cannot grow fast and cannot create major
innovations (Bruch & Ghoshal, 2003).

Leadership in essence, is thus a task of unleashing organisational energy and channelling it in support of
key strategic organisational gaols (Bruch & Goshal, 2003; Bruch, Vogel & Raes, 2010). Yet our understanding
of how leaders’ talent mindset influences organisational energy and the outcomes thereof is limited. Talent
management is a construct that evolves around the concept of leadership mindset (McArdle & Ramerman, 2008).
Talent management involves the implementation of integrated human resource strategies to attract, develop,
retain and productively utilize employees “with the required skills and abilities to meet current and future
business needs” (Kontoghiorges & Frangou, 2009). It is a culture that contributes to and unleashes passion,
commitment, and performance of people which in turn contributes to the organisation achieving its mission,
vision, and business goals ((McArdle & Ramerman, 2008). Managing talent and organisational energy thus
means managing the sources of energy dynamics and create a thriving work environment in which individuals
will experience both a sense of vitality and a sense of learning at work (Schiuma et al., 2007; Spreitzer et al.
2005). According to Keyes (in Spreitzer et al. 2005), individuals who feel a sense of vitality and aliveness are
more likely to be mentally and physically healthy. The right talent mindset is thus critical to an organisation’s
competitive advantage, with benefits to both the individual and the organisation (Morton, 2008).
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It is against this background that we investigate the relationship between the leader’s talent mindset,
organisational energy and well-being. More specifically the research aimed to determine whether:

e Talent Mindset enhances Organisational Energy;
e  Organisational Energy enhances Well-being;
e  Organisational Energy mediates the relationship between Talent Mindset and Well-being.

It is worth mentioning that organisational energy is an emerging concept in management literature and
that no empirical studies have been done on this concept in South Africa. Furthermore, no empirical research
could be found relating the concepts of leader’s talent mindset, organisational energy and well-being. For
purposes of this research we defined organisational energy as human consciousness and at the collective level as
the collective consciousness of the organizations’ members (Tosey, 1994; Tosey & Lewellyn, 1999, 2002).
Tosey and Llewellyn (2002) developed an energies model which characterise organisational energy as having
seven energies namely inspiration, integration, meaning, community, control, activity and existence. The
energies model help to “create a language through which participants can identify and discuss their “self
experience”, and can (so far as they choose to) inquire into their organisation’s energies” (Tosey & Llewellyn,
2002, p. 54). In addition we define talent mindset as the inherently held values and behaviour that demonstrate
the premise that individuals have potential that is considered worth investing into and developing for the
organisation (Ashton & Morton, 2005). Finally we used the concept of vigour, as defined by Shirom (2005) to
measure well-being. According to Shirom (2005) vigour is a work-related ongoing emotional experience that
results from the individual’s appraisal of their job and the working environment and what these mean to them.
Vigour can further be defined as an affective state that individuals attribute to their work and conceptually
includes physical strength, emotional energy and cognitive liveliness. This research thus makes a unique
empirical contribution towards understanding the unique elements of a leader’s talent mindset towards creating
energy in organizations and the impact thereof on the individual.

Research Postulates:
For purposes of this research, the following research postulates were formulated:

P1: Talent Mindset enhances Organisational Energy;
P2: Organisational Energy enhances Well-being;
P 3: Organisational Energy mediates the relationship between Talent Mindset and Well-being.

RESEARCH DESIGN

An exploratory, ex post facto, quantitative research approach was followed to allow for the exploration
of a new area of talent mindset, organisational energy and individual well-being, where the results provide
significant insight in a situation. This study was a cross-sectional survey design in that data from more than one
group was collected at a fixed point in time. This design is ideally suited to the descriptive and predictive
functions associated with correlation research (Shaunessey & Zechmeister, 1997).

Participants

The participants were employees of a South African financial Institution. Of the 3850 questionnaires
distributed, a total of 528 completed questionnaires were returned. This resulted in a response rate of 13.7 %.
According to Neuman (1994), a response rate of 10 to 50% is common for a mail survey. In this research,
participants were primarily female (71,2%), aged between 20-29 years (45.6%), Afrikaans speaking (44,2%),
White (41,3%), ordinary staff members (80,8%) and permanently employed (78,3%).

Measuring Instruments

A Talent Mindset Index, EnergyScapes Profile, and Shirom-Melamed Vigour Measure were administered in this
research.
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e Talent Mindset Index (Human Capital Institute). An adapted version of the Talent Mindset Index was
used to measure the Leader’s talent mindset. The Index consists of 28 items and measures eight
dimensions which include: Executive Commitment, Alignment, Talent Acquisition, Talent review
process, responsibility, resources, culture and results. Each dimension is measured on a 5-point Lickert
scale ranging from Strongly Disagree (1) to Strongly Agree. Acceptable internal consistencies were
found for the above dimension ranging from 0.65 to 0.82 (Stanz, Barkhuizen & Welby-Cooke, 2010).

e The Energy Scapes Profile (Tosey, 1994; Tosey & Smith, 1999) was administered to measure
organisational energy. The questionnaire consists of 105 items and measures seven dimensions. These
dimensions are: Inspiration, Integration, Meaning, Community, Control, Activity and Existence. Each
dimension is measured with 15 items on a Likert ranging from Not at all (1) to very great extent (7).

e The Shirom-Melamed Vigour Measure (Shirom, 2005) and a Biographical questionnaire were
administered. The Shirom-Melamed Vigour Measure (SMVM) was used to measure employee well-
being. The questionnaire consists of 12 items and measures three dimensions. The dimensions include:
Physical Strength (5 items), Cognitive Liveliness (3 items) and Emotional Energy (4 items). A Likert
scale of seven rating points was used for this questionnaire ranging from Never or almost never (1) to
Always or almost always (7).

Data analysis

The statistical analysis was carried out with the SPSS Program (SPSS, 2009). The reliability and
validity of the measuring instruments were determined by means of Cronbach alpha coefficients, as well as
exploratory factor analysis. Descriptive statistics (i.e., means, standard deviations, skewness and kurtosis) were
used to analyse the data. Linear regression analysis and Pearson correlation were performed to test for the
significance of relationships between the variables.

RESULTS

Prior to the testing of hypotheses, the psychometric properties of the Talent Mindset index (TMI),
Energy Scapes Profile (ESP) and Shirom-Melamed Vigour Measure (SMVM) were examined. These included
the Kaiser-Meyer-Olkin (KMO) to determine the sample adequacy and sphericity of the item-correlation matrix,
exploratory factor analysis to discover and identify the dimensions of the measurements and reliability analysis
using Cronbach alpha coefficients to give the measure of accuracy of the instruments and to determine how
repeatable the results are. The TMI, ESP and SMVM obtained a Measure of Sampling Adequacy of 0,966, 0,985
and 0,926 respectively which according to the guideline of higher than 0.6 (Hair, Anderson, Tatham & Black,
1998) is adequate for factor analysis. Next, exploratory factor analysis using Principal Axis Factoring extraction
method was performed on the measurements. Results revealed one underlying factor structure for the TMI, ESP
and SMVM. The factors were labelled talent mindset, organisational energy and individual well-being. For
purposes of this research, the factor as well as the sub-scales of the measurements will be used in further
analysis. Table 1 reports the descriptive statistics as well as the reliabilities for the measurements and subscales.

Table 1: Descriptive statistics and Alpha Coefficients: TMI, ESP and SMVM

Scales Mean SD Skewness Kurtosis a
Talent Mindset 3.18 2.73 -0.42 1.31 962
Subscales

Executive Commitment 3.22 3.84 -0.41 0.56 827
Talent Acquisition 3.18 1.65 -0.38 0.48 734
Alignment 3.15 2.56 -0.34 0.15 .830
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Talent Review Process 3.21 4.23 -0.42 1.22 .865

Responsibility 3.18 3.04 -0.32 0.73 811

Resources 3.12 2.52 -0.26 0.30 .853

Culture 3.21 1.76 -0.42 0.33 .807
Results 3.17 2.24 -0.20 0.96 197
Organisational Energy 3.97 1.17 -.117 -.232 0.993
Subscales

Inspiration 3.89 1.15 -.104 -.142 954
Integration 3.88 1.17 -.078 -.329 947
Meaning 4.00 1.17 -.196 -.166 951

Community 4.06 1.19 -113 -.178 956
Control 3.95 1.20 -.037 -.178 958
Activity 4.03 1.15 -.201 -.069 .946
Existence 4.01 1.20 -.125 -299 957
Well-being 4.77 1.12 -.619 195 945
Subscales

Physical Strength 4.42 1.28 -418 .304 946
Cognitive Liveliness 4.67 1.30 -427 296 875
Emotional Energy 5.29 1.29 -.656 344 931

Table 1 shows that the Cronbach alpha coefficients compare well with the guideline of 0,70,
demonstrating that a large portion of variance is explained by the dimension (internal consistency of the
dimensions) (Cortina, 1993).

Testing of Postulates

Next linear regression analysis was performed to test for the predictive relationships of the variables in
Hypothesis 1 and 2. First, a regression analysis was done to investigate the relationship between the scale
variables of talent mindset, organisational energy and well-being. When a relationship was significant, Pearson
correlation analysis was performed to determine the significance of relationships between the subscales. The
results of the regression analysis between talent mindset (independent variable) and organisational energy
(dependent variable) are reported in Table 2 below.

Table 2: Regression Analysis between Talent Mindset and Organisational Energy

Model Unstandardised Standardised t p R R? AR?
Coefficients Coefficients
B SE Beta .633" | 401 400
(Constant) 58.825 1.784 3.025 .003
Organisational Energy 4.005 214 .633 18.752 .000

* Statistically significant: p > 0,01
+ Practically significant correlation (medium effect): » > 0,30
++ Practically significant correlation (large effect): » > 0,50

From Table 2 it is evident that Talent Mindset is a statistically significant predictor of Organisational
Energy (rqf = s23; p < 0001y = -633, large effect). Next Pearson correlation was performed to determine the
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significance of the relationships between the talent mindset dimensions (independent variables) and
organisational energy dimensions (dependent variables). The results are reported in Table 3 below.

Table 3: Correlation Coefficients - Talent Mindset and Organisational Energy

Existence | Activity Control | Meaning | Integration | Community | Inspiration
Executive 58177 5497 577 5507 5737 5297 5757
Commitment
Alignment 546 516 536 51277 5407 487 5317
Talent 5077 49877 5087 4957 516 4777 515
acquisition
Talent review 54277 51777 535 5257 546 506 54077
process
Responsibility 5307 5147 5197 518 5417 5027 5347
Resources 4987 5107 4997 4907 51077 48177 5097
Culture 5547 546 5447 558" 546 5407 5587
Results 52177 4947 497 516 51377 496" 516

* Statistically significant: p > 0,01
+ Practically significant correlation (medium effect): » > 0,30
++ Practically significant correlation (large effect): » > 0,50

From Table 3 it is evident that Executive Commitment, Talent Review Process, Responsibility and
Culture are practically siginificantly related to all the dimensions of organisational energy (all large effects).
Alignment is practically significantly related to all organisational dimensions with large effects, except for
community (medium effect). Talent acquisition is significantly related to all organisational dimensions with
large effects, except for activity, meaning and community (all medium effects). Resources are practically
significantly related to Activity, Integration and Inspiration (all large effects) and Existence, Control, Meaning
and Community (all medium effects). Results are practically significantly related to Existence, Meaning,
Integration and Inspiration (all large effects) and Activity, Control and Community (Medium Effects).

The result of the regression analysis between Organisational Energy (Independent Variable) and Well-being
(Dependent Variable) is reported in Table 4.

Table 4: Regression Analysis - Organisational Energy and Well-being

Model Unstandardised Standardised t p R R? AR?
Coefficients Coefficients
B SE Beta 556" | 310 | .308
(Constant) 30.885 1.784 17.310 .000
Organisational .063 .004 .556 15.357 .000
Energy

* Statistically significant: p > 0,01
+ Practically significant correlation (medium effect): » > 0,30
++ Practically significant correlation (large effect): » > 0,50

From Table 4 it is evident that Talent Mindset is a statistically significant predictor of Organisational
Energy (rar = s2s: p < 0.00n) = -556, large effect). Next Pearson correlation was performed to determine the
significance of the relationships between the organisational energy dimensions (independent variables) and well-
being dimensions (dependent variables). The results are reported in Table 5 below.

Table 5: Correlation coefficients — Organisational Energy and Well-being

Physical Cognitive Emotional
Strength Liveliness Energy
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Existence 5017 482" 432"
Activity 5007 45577 4137
Control 5137 494 4407
Meaning 4837 47T 4147
Integration 4797 485" 4247
Community 4687 4537 4387
Inspiration 54977 51077 456

* Statistically significant: p > 0,01
+ Practically significant correlation (medium effect): » > 0,30
++ Practically significant correlation (large effect): » > 0,50

From Table 5 it is evident that Existence, Activity and Control are practically significantly related to
Physical Strength (large effect) and Cognitive liveliness and emotional energy (all medium effects). Meaning,
Integration and Community is practically significantly related to Physical Strength, Cognitive Liveliness and
Emotional Energy (all medium effects). Inspiration is practically significantly related to Physical Strength and
Cognitive Liveliness (all large effects) and Emotional Energy (medium effects).

As the above results uncovered the statistically significant relationships between talent mindset and
organisational energy and organisational energy and well-being, standard multiple regression analysis was
performed to determine whether organisational energy mediates the relationship between talent mindset and
well-being. The results of multiple regression analyses with talent mindset and organizational energy as
independent variables, and the interaction between these variables (to test for mediating effects), and well-being
are reported in Table 6. (Note: All the independent variables were centred). In the model 1 and 2, the effects of
the independent variables were entered, while in the second model the interaction term was also entered.

Table 6: Regression Analysis - Talent Mindset, Organisational Energy and Well-being

Model Unstandardized ~ Standardized t p R R’ AR’
Coefficients Coefficients
B SE Beta
1 Summary 423 179 177
(Constant) 2.507 216 11.60 .000
Talent Mindset 11 .066 423 10.69 .000
2 Summary .564 318 315
(Constant) 2.238 .199 11.25 .000
Talent Mindset .198 .078 118 2.52 .012
Organisational Energy 481 .046 482 10.35 .000
3 Summary 564 318 314
(Constant) 2.011 489 4.11 .000
Talent Mindset 272 .165 162 1.65 .101
Organisational Energy .547 139 .549 3.94 .000
Talent Mindset x -.021 .041 -.102 -.509 611

Organisational Energy

From Table 6, it is evident talent mindset explain 17.9% of the variance in well-being. Talent mindset
and organisational energy combined explain 31.8% of the variance in well-being. However, adding the
interaction of talent mindset and organisational energy in the multiple regression analyses did not result in a
significant increase in the explained percentage of variance in well-being, albeit the significant effect of
organisational energy. One can therefore conclude that organisational energy mediates the relationship between
talent mindset and well-being.
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CONCLUSION AND RECOMMENDATIONS

The absence of any empirical research relating talent mindset, organisational energy and well-being
makes this research stand out as unique and exploratory. The insight gained by studying the leaders talent
mindset and the impact thereof on organisational energy and individual well-being shows the importance of
considering organizations as being dynamic and interactive with the very people that work for them (Pettigrew &
Fenton, 2000). From a practical point of view it is therefore important to develop work environments that are
humane, challenging and rewarding and where people feel passionate and energized by their work. Richards
(2006) concludes that “the failure to manage energy shifts in a conscious and deliberate way is the primary
reason that organisational visions and mission statements end up dry and lifeless”. Leaders should therefore be
aware of the various leadership aspects of their work and the mechanisms by which they influence followers
(Bruch et al., 2010). The results of this study thus encourage other leaders to question their own talent mindset
and the impact thereof on organisational energy and the well-being of their employees.

One of the limitations of the research was the lack of literature and empirical studies on the concepts of
talent mindset and organisational energy. We believe that this research made an important contribution to the
generation of new knowledge in these areas. However, more research is needed for the theory development of
talent mindset and organisational energy. The research was also limited in terms of the sample which means that
the results cannot be generalised to other organizations. The sample should be expanded to other industries/
organizations for the further validation of results and the measuring instruments.
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AIRLINE MERGERS AND ACQUISITIONS;
ANALYSIS OF TURKISH AIRLINES IN CONTRAST
THREE MEGA CARIERS IN EUROPE
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ABSTRACT

Rarely a day goes by without a merger or acquisition announcement. Among all growth strategies,
those involving either a merger or an acquisition seem to be favored despite their high level of risk and
uncertainty. From an analyst's point of view, the ability to predict such asset movements is critical. In fact, an
industry's landscape can be completely transformed only by one such move. Airline merger is a case in point.

INTRODUCTION TO MERGER AND ACQUISITION

A merger, theoretically, is when two companies agree that they want to go forward as a single company,
rather than being separate entities. Usually, a merger is a polite way of saying that one company has bought
another and that one of the terms of the deal was to let the CEO (Chief Executive Officer) or Chairman of the
company that was bought says that it is a merger of equals. That's rarely the case in reality.

What drives a merger is the competitive landscape. When times are very bad, strong companies will
seek out weak and strong companies to find out if the combination of the two of them will create a more
competitive, cost efficient company than either one currently is. The strong companies combine to gain a greater
market share or to achieve greater efficiency. The same is true for weaker companies who know they can't
survive as independents. They will often contact each other to see if a merger can be effected and retain some of
the business the companies have developed as well as some of the employees. Note that a merger is not
necessarily between equals. If one company is much larger or smaller than the other, that can still be a merger.
The idea of the merger is that the CEOs agree that continuing in business alone isn't the best thing for both
companies. By merging with each other, the companies will benefit from: Elimination of certain personnel that
will save money for the new entity, better cost efficiencies, and higher profile in the industry.

There are basically three kinds of mergers:
e The pooling of interest merger puts the two companies' assets together and combines all the accounts.
e The consolidation is when a new entity is formed and both the companies are bought and combined under
the new entity.
e The purchase is when one company buys another. In the strictest sense, only when one of the companies
survives as a legal entity is there a merger.
There are also several types of economic mergers:
e Horizontal Merger: When two companies that are in direct competition in the same product lines and
markets combine.
e  Vertical Merger: When a customer and company or when a supplier and company merge. Think of a cone
supplier to an ice cream maker.
e  Market Extension Merger: When two companies combine that sell the same products in different markets.
e  Product Extension Merger: When two companies are selling different but related products in the same
market.
e Conglomerate Merger: When two companies have none of the above attributes get together.

It is by now well-documented that most mergers disappoint, even in the best of times. No matter the industry,
no matter the measure of success, more than 50 percent of all mergers fall short of their stated. Airline mergers are no
exception; in fact, they have produced some spectacular failures. Add to this unfortunate record the unprecedented
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body blows sustained in the wake of September 11th, and it's no exaggeration to say that the global airline
industry is in crisis

Before engaging in an analysis of the M&A structure properly, it is important to assume that all
corporations are acting towards the achievement of optimal performance. Although the latter may differ from
one company to another, it is necessary to act as if there were a standardized comprehension of this optimum.

Take two players in the airline industry: United Airlines (United) and British Airways (BA). United,
through its usual CI activities, is well aware of its industrial structure and the same goes for BA. If United comes
to the conclusion, after careful analysis, that BA's best growth strategy, taking into account its cost structure,
management orientation, previous moves, etc., is to start a no-frills, low-cost airline subsidiary, then United is
well positioned to move a step further to adjust its own strategy. Meanwhile, BA can either take the decision to
go ahead in the project as depicted by United or embark upon another strategy (form an alliance with another
airline, start a new route or else). If it chooses the first option, United is prepared to face what it considers to be
the best move possible by BA or its optimum. It can take appropriate countermeasures. Conversely, if the second
option is chosen, United can either do nothing (because BA did not choose the optimum path) or engage in
achieving the optimum. In all cases, the winner is the one who has learned to make the proper scenarios and
react accordingly.

AIRLINE MERGER INTEGRATION

Nearly all airlines are reporting dramatic losses, capacity reductions, and huge staffing cutbacks. In the
immediate term, airline senior executives will have to focus on cost reductions (both variable and fixed) and pressing
cash management concerns. But, as they put out the more urgent fires, they need to start scouting out opportunities to
pool resources, share costs with other carriers, and create organizations that can attract private capital. In fact, given
the largely regional structure of the industry on both sides of the Atlantic and the events of September 11th,
consolidation may be the only way out of the structural dilemma.

Integrating airlines is an enormous undertaking, one that many airlines misjudged in the past. They bought
another airline and then underestimated the differences between the entities, the complexities of integration and the
unintended consequences of their integration actions. Today the task is even more complicated. The financial
pressures are greater, system integration is much more complex, and the airlines themselves are much bigger. More
than ever, executives need to understand which areas can be attacked quickly to sharply reduce costs and realize near-
term synergies and which areas can be integrated more slowly.

The Obstacles to Airline Merger Integration

Airline mergers tend to trip up for one of three primary reasons. Firstly, the combined company disregards
the enormous complexities surrounding the whole labor dimension. Labor strife has been a major factor in delaying or
destroying the benefits in many airline mergers. Sickouts, lost luggage, unanswered reservation lines, even aircraft
sabotage have significantly increased the price tag of many airline acquisitions. Secondly, the acquirer does not fully
understand the business model of the airline it is acquiring, specifically what makes it successful. While it may have
targeted and celebrated the potential synergies the combined airline could exploit, the acquiring airline often
does not expend the time or effort to get inside its target's operations and identify key success factors, best
practices, and critical talent. In Europe, this is complicated by the unique cross-border challenges (e.g., cultural,
political, language) that accompany acquiring a flag carrier in another market. Finally, as with mergers in any
Industry, many airline marriages fall victim to lapses in planning and execution. Too much of the pre-merger
planning is done on the fly without preemptively determining how a change will affect customers, employees,
and the ongoing operations of the combined airline. Systems issues are increasingly daunting as airlines
attempt to integrate a complex mix of modern in-house systems, dated mainframe systems, and outsourced
information technology.

Successfully merging two airlines and capturing the theoretical value of that merger is a major
management challenge, and one that will only increase as airlines become more complex and more global. There
is no one-size-fits-all recipe for successful merger integration. Comprehensive due diligence will inform early
decisions, which then become the foundation of a rigorous integration planning process. Consequently, both
organizations are ready to integrate priority areas immediately following the merger's close.
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Airline Merger Integration Phases

There are three distinct phases in any merger integration effort.

Partner Selection Phase: You need to identify and assess suitable partners. The fundamental issue in
selecting a partner is not, "Who is available now?" but rather, "What airline can help me build a platform for sustainable
competitive advantage?" Ideally the merger should enable a carrier to: Offer a broader, deeper set of services to its
customers, access an expanded customer base and realize significant efficiencies and economies of scale. Current
conditions will complicate partner selection strategies. An appropriate partner will furnish obvious revenue and cost
synergies. Carriers that operate complementary national, regional, or global networks with some overlap are ideal.
From a sales and marketing perspective, it helps if prospective partner has a similar brand positioning,
complementary frequent flyer and other customer benefits, and a sales organization that will integrate easily with
other partner. While most airlines tend to focus on prospective partners that offer the greatest strategic, revenue, and
cost synergies, there are other often-overlooked criteria to consider. Most mergers are failing in the implementation,
so partners need to consider the costs and hurdles to implementation before select a merger candidate. To keep
integration manageable, airlines should minimize potential labor strife and abbreviate systems integration time. That
rationale favors choosing a carrier with a similar fleet, a complementary workforce in terms of seniority, and a
comparable culture. The culture issue is obviously more profound in Europe where the differences lie not just in
corporate culture but in national identity.

Pre-Merger Preparation Phase: You need to lay the groundwork for effective integration, taking into
account the host of particularly sensitive issues in airline mergers (e.g., regulatory concerns, labor strategy).
European oversight is complicated by issues of jurisdiction, international traffic rights and national security. However
the deteriorating plight of many carriers may cause these overseers to adjust their criteria. It is generally acknowledged
that consolidation may be necessary to prevent large parts of the airline industry from going under. Regulators need to
revise their perspective and move from a route focus to a network focus. Airlines should further this shift by
educating regulators about the urgency of their situation and the benefits that a stronger, consolidated airline industry
could provide customers both business and leisure on a global basis.

The planning process for a merger integration starts small and early with a core integration team and a
program office manned by a few select participants. This core team will draw on the talents of senior officers
empowered to make critical early-stage decisions. As the merger passes through successive milestones — legal,
regulatory, financial — the planning effort gains specificity as more information is shared. What started with one
design team proceeds with multiple teams working in parallel, each led by a member of senior management. Teams
should be staffed with full-time "stars" rather than part-time "understudies,” and these individuals should be armed
with specific and tangible objectives.

Labor disruptions are one of the most problematic aspects of airline mergers. Labor will oppose changes
which affect their pay or career progression negatively, two likely outcomes when you merge seniority lists. So far, no
miraculous solution has been found. However, a few key principles are followed:

* Bring in labor as early as possible, recognizing confidentiality and deal constraints

* Let the pilots own the pilot integration issue

* Create clear incentives for finalizing the deal and smoothing integration

* Ensure that the cost of the incentives are covered by synergy gains in flight operations

Merger Integration Phase: Finally, there's the merger integration work the thousands of decisions that
need to be made on everything from the message in the in-flight magazine to the customer's experience on Day 1, the
100 days that follow, and throughout the course of the integration. The questions posed in Exhibit 1 will each be
addressed in turn. Once the Day 1 issues have been addressed and resolved, airlines can adopt a more phased approach to
integration. This approach yields the earliest possible revenue and cost synergy wins, while maintaining safety and
facilitating operational integration. Most of the revenue synergies will stem from the integration of customer
systems, which should be a top priority. Integrating customer systems allows passengers to experience "one airline,"
even while two separate operations continue to co-exist behind the scenes.

Table 1 Airline merger integration
Airlines in Transition Connected Airlines One Airline One Airline: One Face |"Better" Airline
Integrating

Oneration
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* Separate networks
(two CRS codes)

* Separate products

» Two service
experiences

« Partial recognition for
frequent fliers

* "Look and feel" in
transition

* Quick-hit cost
synergies captured (e.g.,

» Some consolidation of
facilities (gates,
reassignment of some
maintenance work,
ticket offices)

* Integrated network,
pricing, scheduling

* Cross-airline service
* Harmonized frequent
flier program

* Selective on-board
product similarity and
same "look and feel"

* Selective similar
"look and feel"

* Patches and
workarounds to link

* One network, one CRS
code

* Customer systems
integration

» Single mileage
program * Harmonized
service

* Increasingly common
"look and feel"

* Closure of some
surplus facilities

* Consolidation of
other facilities

* Integration of
maintenance facilities
* Fleet transition in
progress

» Single standard
operating procedure
« Single face

* Single product

« Consistent service
* Single "look and
feel" « Single
organization

* Operations systems
integration

* New services and
products

« Single culture

* Next level of
performance

customer systems * Most staff

« Start of aircraft oot todntacsatad
transition work

» Combined sales force
and CVAs

Three Mega Carriers Merger in Europe

Cost efficiency can also be achieved by mergers or acquisitions. This consolidation phase has started
mainly in Europe between the full services carriers but also between low cost carriers, and it could reshape the
national carriers’ scope and increase competition between US, EU and Asia carriers. Indeed consolidation can
yield major benefits to airlines:

e First, operational synergies can provide opportunities for cost rationalization, from scale benefits in
procurement, sales, maintenance, and airport operations to sharing overheads and information
technology systems.

e Secondly, network synergies can reduce costs and improve asset utilization by eliminating of redundant
routes. Increased revenues can be generated through pricing harmonization achievable thanks to the
increased market share and improved load factors.

e Third, consolidation can improve carriers’ competitive positions by providing a platform for growth,
greater negotiation power with partners, and benefits from improved capital management. Therefore,
consolidation would usually provide the greatest scope for value creation.

The acquisition of KLM Royal Dutch Airlines by Air France in 2004 has shown its rivals what can be
achieved with greater economy of scale in the highly fragmented industry. After integrating its two networks and
hubs, Air France- KLM SA has reached a growing portion of European market share, particularly among high
paying business travelers on long haul flights. Lufthansa followed in 2005 with the smaller acquisition of Swiss
International Air lines. The success of that deal has made Lufthansa open to the possibility of further acquisition,
as its executives have declared. Iberia declared itself to be open to a potential acquisition and received a proposal
from British Airways which already owns 10 percent of Iberia. British Airways could face further competitive
pressure from Lufthansa. Scandinavian Airlines System planned to sell its 20 percent share in British Midland
Airways (bmi). Lufthansa already owns 30 percent shares of bmi and it will most probably become the client of
SAS to reach 50 percent ownership of bmi. Lufthansa could gain market shares by buying a large stake Virgin
Atlantic Airways Ltd. Singapore Airlines is looking for a buyer of its 49 percent stake Virgin Atlantic.

Table 1 illustrates that British Airways, Lufthansa and Air France are the principal full services carriers
in the EU market. These three carriers are responsible for over half the ASK and over 40 percent of weekly
flights operated by the EU network airlines. If KLM’s operation is added to that of its owner, Air France, or
Swiss operation is added to that Lufthansa, then 63,5 percent of ASK are performed by the top three carriers.
The best of the EU’s airlines offer much smaller shares of capacity. In the coming year, a series of deals could
result that may even leave the European airlines industry built around the region’s three biggest carriers: British
Airways PLC, Deutsche Lufthansa AG and Air France-KLM SA. This could put the European full service
carriers, even competition with US carriers that have expanded their international network in recent years to
escape from competition from the low cost carriers in the US domestic market.

Table 2 Largest network airlines in EU by share of ASK and speculation about mergers
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%ASK in 2004 in 2006 Mega-carriers (?)
British Airways 20.4 Air France-KLM 22.5 Lufthansa Swiss Austrian Virgin Atlantic 31.2
Lufthansa 17.8 Lufthansa-Swiss 20.6 Air France KLM Alitalia 274
Air France 14.9 British Airways 20.4 British airways Iberia 27.2
KLM 7.6 Alitalia 4.9 Other 14.2
Iberia 6.8 Virgin Atlantic 4.0
Alitalia 4.9 SAS 3.8
Virgin Atlantic 4.0 Austrian 2.8
SAS 3.8 Other 21.0
Swiss 2.8
Austrian 2.8
Other 14.2

ANALYSIS OF TURKISH AIRLINES

Turkish Airlines is a rising force in the European and Middle East aviation industry, capturing the
interest of investors, alliance partners and rivals. The fast-growing carrier is not only increasing its size at a time
when the majorities of its European counterparts are shrinking, but is profitable whilst doing so. After reporting
the third largest net profit and seventh largest operating profits in the aviation industry in 2008, the airline's
revenues and profits are expected to increase from these bases in 2009. Investors are clearly delighted with the
airline’s growth trajectory, with Turkish Airlines’ stock surging 425% in 2009 —the biggest gain by far among
carriers tracked by The Centre globally last year.

Strong Position in Markets It Serves

Turkish Airlines is not only a substantial full service carrier in its own right, but also maintains a solid
position at the low cost end of the market, domestically through AnadoluJet and its Lufthansa JV in SunExpress.
This reinforcement allows the flag carrier to focus on its core, full service role, and to continually grow its
position in the expanding Eastern European and Middle East and central Asian markets. At present, Turkish
really appears to be on a roll. Most of the key ingredients line up to make strengths and opportunities the
dominant forces in the carrier's landscape. Even its weaknesses are little more than an inability to grasp
opportunities fully (such as for example under-use of the potential of Star membership code sharing). In some
ways the scenario almost appears too good to last. But most of the right building blocks are now in place for
sustained and profitable growth in what is still in many ways an underexploited market.

1. Expanding home market economy and favorable demographic: Turkish Airlines has a unique
growth opportunity. With a population of 75 million, a dynamic economy, a relatively large geographical area
and increasing disposable income among its population, Turkey’s air travel demand continues to grow, at a time
when the majority of Europe is experiencing sharp reductions. The main economic concern at present is a still
high level of inflation, at around 6.5% in 2009 - but down from previous heights.

2. Strategic geographic position: The country is attractively geographically positioned, located only
three hours flight time from 50 different countries and its unique position. Turkish Airlines benefits significantly
from the combination of its strategically valuable geographic position and its Istanbul hubbing capability.

3. Revenues and profits on the rise: Turkish Airlines continued to grow in 2009, with the carrier
stating it expects to slightly exceed its 2008 revenue figure of EUR3.2 billion in 2009. In the nine months to Sep-
2009, the carrier reported an operating profit of EUR285 million, a 17% year-on-year increase, on stable revenue
of EUR2.4 billion.

4. Substantial cost advantage over rivals: During the nine months ended Sep-2009, Turkish Airlines
claims it was the “most cost efficient among its European Peers”, with a cost per ASK of EUR 5.05 cents, a 19%
year-on-year improvement and for the lowest CASK at the airline in at least the past five years, aided in part by
lower-than-average personnel and fuel costs.

5. A beneficial revenue-expense profile: Also beneficial for Turkish Airlines is the advantage that its
income is diversified among the major currencies, to a much major greater degree than most airlines, minimizing
exposure risk from both the income and expenses side. The strength of the euro against the US dollar over the
past year has been a major contributor, as the TRY and the US dollar together account for 80% of expenses;
meanwhile, 40% of revenues are in Euros and only 13% of expenses.
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6. Rising market share: Turkish Airlines also experienced continued strong traffic growth in 2009,
going against the European trend, handling 26.8 million passengers. Turkish expects this to increase by 49% to
40 million passengers p/a in 2012.

7. Strong domestic presence: Turkish Airlines currently operates to 37 domestic destinations. Its
domestic operations accounted for 22.5% of total revenues in the nine months ended Sep-2009. Turkish Airlines,
excluding subsidiaries, currently has a 67% domestic market share, and a 59% international market share
(approximately 67% including subsidiaries). This is a very high penetration by industry standards and one of
Turkish Airlines' core strengths.

8. Subsidiaries to spread risk generate income and raise entry barriers: Turkish Airlines has a
number of subsidiaries to spread the risk of operations and discourage new entry by would-be rivals. Most of its
subsidiaries are currently profitable (see table below). In particular, the planned profitable expansion of THY
Technic offers both valuable diversification (in a market segment with considerable upside and limited local
competition) and a highly profitable revenue stream.

9. Star Alliance membership and close relationship with Lufthansa: Turkish Airlines, in late 2009,
commented that the future of the airline belongs with international alliances that will enable the carrier to
compete in terms of its network offering and pricing. The carrier commented, “most airlines will have to be part
of an alliance in order to survive in the future because if you are not a member of an alliance it is very hard to
compete with other alliances that offer incredible benefits”.

Expensive Fleet Structure and Fallen Aircraft Utilization

1. Higher risk organic growth strategy: In early Jan-2010, Turkish Airlines CEO, stated he believes
now is the right time to expand, despite the lingering impacts of the global financial downturn. The Star Alliance
member currently operates a network of 119 international and 37 domestic routes. It has set an ambitious target
of eventually becoming the largest carrier in Europe, by operating to every major city in the Continent.

2. Massive fleet growth to fund: The push is reflected in Turkish Airlines' massive aircraft order book,
which will have a considerable financial drain on the airline in coming years. The carrier disclosed heavy Pre-
Delivery Payments in conjunction with its fleet growth plan, totaling approximately USD900 million in 2009.
Turkish Airlines, which currently operates a fleet of 130 aircraft, stated that it would purchase 105 aircraft
according to its Fleet Plan (valued at approximately USD6 billion) for 2009-2023.

3. Fleet flexibility premium: With just 7% of its fleet currently owned, Turkish Airlines is paying a
premium for the amount of flexibility it enjoys through its high level of leasing (annual lease payments of well
over USDS500 million). Fleet ownership is around 50% in industry practice. Carriers like Turkish and others have
had low levels of fleet ownership, but are now moving to reduce their reliance on leasing.

4. Decreasing fleet utilization: In the nine months ended Sep-2009, Turkish Airlines’ fleet utilization
decreased, with average utilization down by 8% for wide-bodied aircraft and 2% for medium-haul aircraft. This
suggests recent fleet expansion rates have been overly ambitious, with Turkish slowing rates of fleet deployment.
With rapid capacity growth planned again in 2010, load factors could again come under pressure and fleet
utilization rates could fall further in response, reducing the overall efficiency of asset deployment.

5. Under-utilizing the potential of a strong alliance: Despite its commitment to an alliance strategy,
in practice, Turkish Airlines' aggressive organic expansion push is still out of alignment with its alliances
mantra. A relative newcomer to the alliances fold, Turkish is under-utilizing its Star partners’ networks to/from
and beyond Turkey.

Turkey — A Market of Opportunities

1. A growing market, despite the economic crisis: According to EUROCONTROL, IFR movements
in Turkey in 2009 increased 4.1% year-on-year, to be one of the few European countries to experience growth in
the period, while several major nations saw reductions of 7% and more.

2. Cargo growth upside potential is large: For the first nine months of 2009, Turkish Airlines' total
cargo traffic grew by 9% over the same period in 2008. Coming against what was a "catastrophic" decrease in
AEA airline cargo traffic by mid-2009, this was a remarkable result. For most other airlines globally, cargo is
still contracting. European airlines again measured double digit reductions year on year in the latest month for
which data is currently available, Oct-2009.
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3. A popular tourism destination: The presence of world class tourism attractions and the existence of
90 paved airports in the country (of which over 40 are catered by regular services by the country’s airlines, led
by Turkish Airlines and including Pegasus Airlines, Sun Express, Anadolu Jet, Onur Air and Atlas Jet) makes
Turkey an increasingly attractive tourism and business destination. The World Tourism Organization (WTO), in
its "World Tourism Barometer", stated that Turkey remains one of several countries reporting “encouraging”
tourist arrivals in the eight months to Aug-2009. Turkey ranked ninth in the world in terms of tourism revenues
in 2008, according to the WTO, with revenues reaching USD22.0 billion, an 18.7% year-on-year increase. In
terms of international tourism arrivals, Turkey ranked eighth, with 25.0 million international tourism arrivals, a
12.3% year-on-year increase.

4. Benefiting from liberalization policies: Turkish Airlines, in particular, continues to benefit from the
Turkish DGCA’s liberalization focus, with the government planning to continue to enter bilateral agreements
with other countries in 2010, following a record number of agreements in 2009.

5. EU membership continues to be elusive: Turkey, meanwhile, is one of three countries (including
Croatia and the Former Yugoslav Republic of Macedonia) that have applied for EU membership, with
membership to potentially create numerous opportunities for the aviation/tourism industry.

6. Government to invest in transportation infrastructure: The Turkish Government also plans to
invest USD350 billion over the next 25 years to improve transportation and communications services. As part of
this, the Turkish Government is reportedly considering the construction of a third airport in Istanbul, to meet
growing passenger traffic. The government is also planning to construct a second runway at Istanbul Sabiha
Gokcen International Airport, with another four airports identified for refurbishment projects.

Low Cost Carriers and Currency May Challenge Profitability

1. Low cost carriers (LCC) increasing their presence: After bursting onto the scene five years ago,
Turkish LCCs have increased their domestic market share to 21%. The segment's international share has risen
from 1% in 2003 to 7.5% currently. However, while LCCs are a threat, Turkish Airlines has an ownership
presence in two of the three entrants, namely SunExpress and Anadolujet (Anadolujet is 100% owned by the
carrier, while Sun Express is a 50:50 JV with Lufthansa), significantly reducing the threat of LCC competition.
These LCCs are more than just a defensive weapon for Turkish Airlines. They enable the carrier to focus on its
core business operations, while boosting group traffic, both domestically and internationally, through these fast
growing subsidiaries.

2. Currency shifts may inhibit profitability: Just as Turkish Airlines has benefited from the highly
valued euro since 2008, notably against the US dollar this equation could shift adversely. The carrier generates a
significant portion of its revenues in euro, while the US dollar accounts for a disproportionate amount of its
costs. As noted previously, 80% of Turkish Airlines’ costs are in its local currency and US dollars, while 40% of
revenues (only 13% of costs) are in euro. This has been a positive for THY in during 2009, but this may change.

CONCLUSION

Turkish Airlines is unquestionably one of the brightest stars in the region, enjoying profitable growth
and compelling expansion opportunities. But the dream run could be ending, as the airline steps out of its niche
in pursuit of aggressive organic growth. A rapid build-up of new long-haul routes will take time to mature and
could dampen future earnings. Its expansion agenda is also increasingly pitting Turkish against the likes of
Emirates, Qatar Airways and Etihad Airways in many markets, which has yield implications going forward. Its
geographic position means Turkish is also less able to leverage the benefits of extensive hub code sharing with
its Star Alliance partners, which means Turkish must continue to grow its network with its own metal — a high
cost and riskier option. Turkish Airlines has been strongly dependent on the leasing market, although this
strategy is now changing, which will also dramatically change its financial profile in the years to come. A
significantly heavier debt load is ahead, which could also eat into earnings. Turkish Airlines has undoubtedly
been an investors’ paradise in recent years. But the airline’s mid-term agenda looks more like a bankers’
paradise and a tougher competitive grind for the airline’s management. The carrier has had a remarkable year in
2009, while most others around it have faltered. There looks to be the momentum to keep this going well into
2010, if not beyond, but from a position of such dominance there will be a feeling that consolidation, as opposed
to further rapid expansion, may be a safer strategy. Overall however, Turkish Airlines appears very well-
positioned to tackle the challenges —and opportunities - that lic ahead.
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The best way out of the airline industry's current predicament is to embark on a new wave of consolidation,
one that will hopefully be facilitated by a fresh interpretation of regulatory restrictions in both the United States and
Europe. Turkish Airlines should heed the following guidelines as they consider potential mergers in the months
ahead:

e Secure a good merger partner who offers a pathway to sustainable competitive advantage through high cost
and revenue synergies and/or low integration hurdles and expenses.

e  Take advantage of possible revisions to antitrust rules in the post-September 11th market environment that
could help mitigate regulatory risk in the near term.

e Jump starts the merger integration process with a balanced, comprehensive program structure and strong top
management involvement in pre-merger preparation.

e After Day 1, a phased approach to integration will yield the earliest possible revenue and cost synergy
capture, while still maintaining safety and facilitating operational integration.

e  Because labor will oppose mergers that affect their pay or career progression, put in place mitigating agree-
ments prior to announcing a merger, if at all possible.

e  Focus on retaining and attracting corporate accounts and frequent flyers immediately. Provide as much of a
single face to the customer within the first 100 days as possible.

e Develop a migration plan for top management and employees that retains key talent and knowledge — and
remember to communicate.

e  Phase operational integration to achieve quick wins with bottom line impact while transitioning fleets and main-
taining operations in a more gradual, structured fashion.

e Ensure a smooth and rapid integration into existing alliances by establishing a dedicated team and a
communication and transition plan.

e Invest in systems integration early on, given the long lead times involved. Integrated systems will be key to
conveying a single face to the customer.

e To ensure ongoing value generation, under-promise and over-deliver, focus on employee issues, and
seize the opportunity to create a better airline.

Consequently, before engaging in an analysis of the M&A structure properly, it is important to assume
that all corporations are acting towards the achievement of optimal performance. Although the latter may (and in
most cases will) differ from one company to another, it is necessary to act as if there were a standardized
comprehension of this optimum. The hope of every merger is that there will be a synergy making the whole of
the two companies greater than the sum of the two. Sometimes it works; sometimes it doesn't.
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MEASURING RETAIL EFFICIENCY
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ABSTRACT

Measuring retail efficiency is important, especially under current economic conditions. The aim of the paper is
to propose a model which incorporates multiple input measures to determine retail efficiency. This is done by
introducing media efficiency and operational efficiency as concepts, and how they are used to determine retail
efficiency. Two leading grocery chains were used to test the model. The chain that was media efficient was
determined to be the most retail efficient and these findings were confirmed using DEA analysis.

INTRODUCTION

Due to increased competition, efficiency has become important for all organisations (Seller-Rubio & Mas-Ruiz,
2009; Lusch & Moon, 1984). By implication, this also applies to all categories of retailers. Based on a survey of
more than 50 studies spanning 30 years, Bonoma and Clark (1988) conclude that the most popular measure of
marketing performance is efficiency, which is operationalised as an output-to-input ratio. Efficiency in all areas
of retailing has been a focus of research over an extended period. In fact, attempting to increase productivity is
regarded as something that is not new (Lusch & Moon, 1984).

Retail efficiency has been the focus of numerous studies undertaken in diverse retail settings including the retail
food industry (Seller-Rubio & Mas-Ruiz, 2009; Barros & Alves, 2003; Kamakura, Lenartowicz & Ratchford,
1996, Ingene, 1982) and the post office as a retail setting (Borenstein, Becker & do Prado, 2004). Further, the
studies of Keh and Chu (2003), Donthu and Yoo (1998) as well as Thomas, Barr, Cron and Slocum (1998), have
attempted to evaluate retail efficiency, specifically using a Data Envelopment Approach (DEA). Measuring
advertising effectiveness was also the focus of the studies of Fére, Grosskopf, Seldon and Tremblay (2004) and
Luo and Donthu, (2001), and specifically through the use of DEA (Cheong, 2006). However, little research has
been done into the effect of the marketing mix on retail productivity (Lusch & Moon, 1984) and into the role of
the marketing communication mix aspects on the efficiency of a retailer.

This paper seeks to link widely-acknowledged and used operational evaluation techniques to marketing
communication aspects in order to create a broader view of retail efficiency. The discussion that follows
examines media efficiency, operational efficiency and retail efficiency, and then proposes a conceptual model.
The paper concludes with an evaluation of two South African retailers using this conceptual model.

THE NATURE OF EFFICIENCY

Much has been written in the business literature concerning efficiency, effectiveness and productivity. In many
cases, these terms have been used interchangeably, which has added to the confusion regarding their usage
(Seller-Rubio & Mas-Ruiz, 2009). Efficiency has been described as the ratio of outputs to inputs (Cheong, 2006;
Luo & Donthu, 2001). It is also referred to as the minimisation of resources that an organisation must apply in
order to attain a specific level of desired changes (Dibb, Simkin, Pride & Ferrell, 2006).

In the context of the retail sector, it has been suggested that retail productivity studies are more accurately

described as efficiency studies (Parsons, 1992 in Thomas et al., 1998). The perspective of the authors is to use
the productivity perspective thus linking inputs and outputs associated with the provision of the specific service.
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In the context of the retail sector, it has been suggested that retail productivity studies are more accurately
described as efficiency studies (Parsons, 1992 in Thomas et al., 1998). The perspective of the authors is to use
the productivity perspective thus linking inputs and outputs associated with the provision of the specific service.

MEDIA EFFICIENCY AND OPERATIONAL EFFICIENCY

Marketing effectiveness in the case of a retail store includes all activities that are necessary to attract customers
into the store (Ingene, 1984). The efficiency with which these are employed is referred to as “media efficiency”.
The other side of the productivity coin examines the marketing efficiency, which includes the way in which the
output is created. These are activities that are not needed in the absence of sales (Ingene, 1984), and include the
workload, space and employee activities. In the discussion that follows, these aspects are regarded as the
operational efficiency of the outlet.

Media efficiency

Organisations spend money on advertising in various media without always evaluating the efficiency of the
advertising expenditure. It has been suggested that “half of my advertising doesn’t work. The problem is, I don’t
know which half” (Wanamaker, in Motloung, 2008). With advertising expenditure, there is always a degree of
wastage, and it has been suggested that this could amount to 407% of net income (Cheong, 2006; Luo & Donthu,
2001). Little research has been done on developing and exploiting methodologies to determine whether
advertising is used efficiently in order to reduce possible advertising wastage in the future (Luo & Donthu,
2001).

The relationship between advertising budgets and sales and profit in advertising is not clear, and the complexity
of the measurement cannot be underestimated. Previous studies (Cheong, 2004; Luo and Donthu , 2001) have
identified various inputs (such as spending and length of the campaign ) and outputs (such as sales, recall and
earnings as well as adspend).For this model, adspend (investment) was used as the input and sales as the output.

Two suggested evaluation ratios can be used to evaluate advertising. One of these methods is the Ad-spending-
as-a-percentage-of-sales ratio (Neff, 2007; Lusch & Moon, 1984), also known as the advertising-to-sales ratio
(Lusch & Moon, 1984). This ratio measures the revenue received from every currency unit invested in
advertising (Anon, 2009a). The formula would be expressed as advertising expenditure/sales (Anon, 2009b). In
examining these figures, the lower the ratio, the more effective the advertising is perceived to be. The alternative
evaluation of advertising efficiency is the Media Efficiency Ratio (MER) which is the total sales/advertising
expenditure (Anon, 2009¢), and is described as a “snapshot” of an advertisement’s success (or failure). It is this
ratio that the authors propose to evaluate media efficiency.

Operational efficiency

Operational efficiency measures the efficiency of the trading activities of the specific outlets, linked to labour,

space and current assets. Further, it is important to determine relative efficiency, rather than viewing efficiency

an absolute term (Donthu & Yoo, 1998), for which DEA analysis makes provision. Various inputs and outputs
have been suggested as possible ways to measure operational efficiency. A number of components are used in
the model:

e Employees (labour productivity): This could use the evaluation of employee numbers and employee-related
information such as man-hours and employee wages (Sellers-Rubio & Mas-Ruiz, 2009; Barros & Alves,
2003; Lusch & Moon, 1984). It has further been suggested that labour productivity is the most flexible of
inputs, while also being controllable (Lusch & Moon, 1984). Various measures of employee and employee
productivity have been used, including gross-margin per man-hour (Ingene, 1984), number of employees
(Bucklin, 1978 in Good, 1984) and wage rates (Lusch & Moon, 1984).

e Space (mz): This refers to the floor space that is used to sell the specific product (Good, 1984). It has been
suggested that floor space relates to the capital invested (Good, 1984) and that space is the key resource in
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planning the assortment of stock to be carried (Mason, Mayer & Wilkinson, 1993). Traditionally, mention is
made of sales per square metre (m?) as a reflection of efficiency.

e  Current assets: Capital and other financial measures have been used in previous studies. Current assets refer
to these items that can be converted into cash within one year, and includes debtors, inventories and cash
balances (Cronjé, du Toit & Motlana, 2000). Other researchers have suggested the use of inventory rather
than capital or current assets. The approach of the authors is the use of current assets in order to provide a
broad perspective of inventory-related activities.

Retail efficiency

Retailers experience pressure to be efficient and produce good results (Keh & Chu, 2003), despite not being
responsible for the actual production of the items sold to final consumers. It has been suggested that efficiency is
even more important for retailers due to the nature of their business (Seller-Rubiro & Mas-Ruiz, 2009; Mason et
al., 1993) as there are no intermediaries in the process that mitigate the value provided. Retailers are continually
looking for ways in which they become more efficient in their functioning (Ratchford, 2003).

Measuring retail efficiency

Early definitions of efficiency focused on labour productivities, due to the importance of labour to these
organisations (Thomas et al., 1998). This resulted in the measurement of labour productivity (focusing on the
employees in the retail store). Other suggested factors include the usage of space as well as merchandise
assortment, location, pricing and promotion (Barros & Alves, 2003; Thomas et al., 1998; Lusch & Moon, 1984).
Other suggested methods include sales per square foot or metre (space and location productivity), sales per
employee (labour productivity) and sales per transaction (merchandising productivity) (Stern et al., 1996).
Traditional measures include determining the contribution margin (Mason et al., 1993), as well as the Gross
Margin Return on Selling Space (Mason et al., 1993). Consequently, there is no widely accepted definition of
retail efficiency or aspects related to its measurement (Donthu & Yoo, 1998; Good, 1984).

RETAIL EFFICIENCY: A CONCEPTUAL MODEL

A model has been developed from the literature (as discussed) that seeks to evaluate the efficiencies of a specific
retail chain as reflected in Figure 1. Each of the components has been derived from previous studies into both
organisational efficiency and retail efficiency.

Media effciency \

Figure 1 A model of retail efficiency

»

| Employees
| Operational efficiency

| Space (m?) | >
Current Assets /

Adapted from Barros and Alves, 2003; Seiford & Zhu, 1999; Thomas et al., 1998; Athanassopoulos &
Thanassoulis 1995; Ingene, 1984; Lusch & Moon, 1984.

Retail efficiency

The proposed model comprises three key input components namely Media efficiency and Operational efficiency
as well as Retail efficiency, which is a measure of both the media and operational efficiency of the chain.
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TESTING THE MODEL

The sample used to test the model was two prominent, competing retail chains in South Africa (Company A and
Company B). Data for a five-year period was selected. The financial data used was restricted to information
available to the public as published in their annual reports, thus affecting the period selected. The data used
included adspend on all media, space, employees and current assets.

Methods used in testing the model

Methods used in testing the model included ratios identified in the literature and Data Envelopment Analysis
(DEA).
Figure 2 Formulae associated with the model

Media efficiency ratio (MER) = Sales/Adspend (media spend)
Operational efficiency ratio (OER) = Sales/Operational expenses
Retail efficiency ratio (RER) = Sales/Adspend x Sales/Operational expenses

DEA is an operations research-based performance evaluation methodology which can be used to measure
relative efficiency at store level, and as a managerial tool to improve retail productivity. DEA does not impose
the assumption of any functional form on the input-output correspondence (Banker, Charnes & Cooper, 1984).
This is a useful feature, as in our case the exact relationship between inputs and outputs was not known. The
only assumptions needed for DEA are monotonicity and convexity of the production possibility set (Banker,
Charnes & Cooper, 1984), as were confirmed as acceptable in our study.

FINDINGS

Media efficiency of the sample retailers
Initially, the audited adspend of the two chains over the five-year period was analysed using the ratios and
ranked according to this analysis. It can be seen that Company B is ranked in the top five places, while Company

A holds the bottom five places. The detail is provided in Table 3.

Table 3 Media efficiency of the retailers

Organisation MER ME
Year Ranking
A2001 110.4095 10
A2002 112.2763 9
A2003 123.7911 6
A2004 117.9537 8
A2005 120.5482 7
B2001 218.6710 5
B2002 241.9943 4
B2003 256.0728 3
B2004 299.9662 2
B2005 310.9593 1

Operational efficiency of the sample retailers

The data in the financial reports was analysed using the ratios in Figure 2. From this analysis, it can be seen that
Company A holds four of the five spots in the time period (not in 2003). The ranking of Company B is that in
four of the five periods, it is ranked in the bottom half, which is the inverse position of the media efficiency
analysis. The detail is provided in Table 4.
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Table 4 Operational efficiency of the retailers

Organisation OER OE
Year Ranking
A2001 6459.4944 1
A2002 718.6527 5
A2003 881.6266 9
A2004 692.2122 3
A2005 708.8512 4
B2001 674.1502 2
B2002 761.8954 6
B2003 808.3006 8
B2004 803.6306 7
B2005 891.7571 10

Retail efficiency

From the calculation of media and operational efficiency, the retail efficiency of each retailer was determined,
using the formula in Figure 2 and DEA analysis. From this, it can be seen that Company B is ranked in the top
five places on the basis of its retail efficiency, while Company A holds the bottom five places. Further, DEA
analysis indicates that Company B was efficient over the entire period, which was not the case with Company A,
which was only efficient in two years (of the five-year period). The findings are presented in Table 5.

Table 5 Retail efficiency of the retailers

Organisation | MER ME OER OE RER RE DEA DEA
Year Ranking Ranking Ranking | efficiency | Ranking
A2001 110.4095 | 10 6459.4944 | 1 0,1719 | 6 0.8799 10
A2002 112.2763 | 9 718.6527 5 0.156 9 0.9036 9
A2003 123.7911 | 6 881.6266 9 0.1404 | 10 1.0000 1
A2004 117.9537 | 8 692.2122 3 0,1704 | 7 0.9853 8
A2005 120.5482 | 7 708.8512 | 4 0.1701 | 8 1.0000 1
B2001 218.6710 | 5 674.1502 | 2 0.3244 | 3 1.0000 1
B2002 241.9943 | 4 761.8954 6 0.3176 | 4 1.0000 1
B2003 256.0728 | 3 808.3006 8 0.3168 | 5 1.0000 1
B2004 299.9662 | 2 803.6306 7 03733 | 1 1.0000 1
B2005 3109593 | 1 891.7571 10 0.3487 | 2 1.0000 1
DISCUSSION

In the case of both companies, the MER rankings are the opposite of the OER rankings, which impacts on the
overall RE rankings and the associated DEA efficiencies and rankings. This basic efficiency analysis determined
indicates that as a chain, Company B is more efficient than Company A. The effect of media productivity can be
seen on the overall retail efficiency. The rankings on this aspect reflect those of the overall retail efficiency. This
appears to indicate that the media efficiency contributes to the retail efficiency of the Company, placing an
emphasis on the media spend decisions made by the Company.

Managerial implications of this research are that management can analyse their actions over the period and
determine possible effects on the efficiency. This could include the number of staff employed in the company,
and how if they had acted differently, it could have impacted the efficiency of the Company. They can also
analyse their adspend to determine whether this was efficiently used, and how changes can be made in the
current time to increase efficiency.
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There are a number of /imitations associated with the model. Data selected was for a previous period (which has
passed), meaning that neither of the companies can change their actions. Further, use was made of public data
which does not always cover the same time period. The cases were selected due to the availability of data, and
this may not replicate in other retail companies or in the case of individual outlets.

For future research, further analysis of individual stores can indicate which are relatively efficient (as indicated
by DEA analysis), and which can thus be regarded as best practice stores. The model also needs to be tested
empirically among other retailers. Once this has been done, the model can be expanded to investigate the link to
the ROE for stakeholders.

CONCLUSION

The purpose of this paper was to investigate the issues associated with the measurement of retail efficiency, and
specifically how this can be done in the retail context. The literature indicated a number of inputs and outputs
that can be used in the evaluation of retail efficiency, and these were used to propose a conceptual model. The
analysis of two retail chains indicates that Company A is media efficient, while Company B is operationally
efficiency. Overall, Company A has retail efficiency, which is reflected in the DEA rankings over the period.
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ONLINE CUSTOMER COMPLAINTS AND
DEFAMATION
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ABSTRACT

Customer dissatisfaction occurs when a customer believes that his expectations are not met by the organization.
Some customers’ response to this is to ignore it, while yet others post online complaints. The purpose of the
study was to examine a number of online complaints made concerning a motor manufacturer to determine
whether they met the requirements for defamation. Analysis of twenty-nine comments indicated that while the
majority could not be regarded as defamatory, five had elements of defamation contained in them. This study
indicates that this is an area of law that must develop to contend with the developments in the online
environment. .

INTRODUCTION

Customers respond differently to customer dissatisfaction. Some may choose to ignore their dissatisfaction and
exit from the service provider, others communicate this to the organization responsible, while others engage in
negative word-of-mouth or revenge behaviour.

The accessible and anonymous character of third-party websites encourages customers to express their
dissatisfaction without giving much thought to the legal ramifications attached to the posting of the comment. In
terms of section 16 of the Constitution of the Republic of South Africa, Act 108 of 1996, customers hold the right
to freedom of speech.

As far as could be ascertained, there are not many South African judgments handed down on the matter of online
defamation. This may be attributed to inter alia the fact that the South African law is still being developed to
align it with technology, that it may be difficult to prove that the venting on third-party websites amounts to
online defamation, or that an entity may decide to mitigate the possible damage caused to its reputation. There
has also been little published research on the matter of online defamation in an international context.

This paper will initially investigate the nature of customer dissatisfaction, and how this gives rise to various
types of complaint behaviour. Following this, there will be a discussion of the nature of defamation, as well as
South African case law which can clarify the position in the online context. A number of online complaints
regarding a specific motor vehicle manufacturer will be selected, and the findings of an analysis of these
complaints will be presented.

RESEARCH QUESTION

When posting an online complaint, the customer may make comments concerning the organization that may
contain elements of defamation. The objective of this research is to determine whether a dissatisfied customer
posting an online complaint on a third-party website can incur civil liability if the comments are defamatory. The
purpose of this study is thus to analyse online complaints posted on a third-party website to establish if the
comments are defamatory resulting in the consumer incurring civil liability.
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THE NATURE OF DISSATISFACTION AND CUSTOMER
COMPLAINTS

Underlying customer satisfaction are the expectations and perceptions that the customer has about the
experience. When a customer has a perception that is lower than his expectations, it is said that he has
experienced negative disconfirmation (Hoffman & Bateson, 2006:304), resulting in dissatisfaction. Extreme
dissatisfaction may cause the customer to rage against the organization. Rage can be seen as a range of emotions
including fury, wrath, disgust, contempt and resentment (McColl-Kennedy, Patterson, Smith & Brady,
2009:222). (Milder forms of anger include being upset, annoyed and agitated.) In many cases, the rage is out of
line with the magnitude of the service failure (Grove, Fisk & John, 2004:42).

Some dissatisfied customers do not exhibit any behaviour or complain about their treatment from an
organization. It has been suggested that up to 96% of dissatisfied (unhappy) customers do not complain to the
organization (Hoffman & Bateson, 2006:303). These customers may exit the organization or may even stay,
specifically when there may be no other service providers in a specific area or of a specific product (Zeithaml,
Bitner & Gremler, 2006:219).

Customers who do complain can exhibit various behaviours which include verbal (letters and emails) and non-
verbal communication (punching) and other negative actions such as exiting or negative word-of-mouth. In an
extreme form, it has been suggested that the customer may try and exact revenge on the organization (McColl-
Kennedy et al., 2009:222). Aggravated customers may thus display a behaviour that belongs in one of six
categories identified by Huefner and Hunt (2000). The range of behaviours includes personal attack, stealing and
trashing.

Lowering levels of patronage

This is known as exiting, as the dissatisfied customer stops supporting the organization by no longer buying the
product or shopping at a specific store (Hoffman & Bateson, 2006:370). This may be a conscious (or an
unconscious) decision that the customer makes to never patronise the organization again.

Voicing and venting

This is regarded as the verbal communication that the dissatisfied customer has with the organization regarding
the service situation (Hoffman & Bateson, 2006:369). One way for the customer to express his dissatisfaction or
emotions is by venting. Venting is defined as “giving expression to or giving an outlet to emotions” (Oxford
Dictionary), and in this situation is linked to the frustration with the service experience. While venting
(especially in an online environment), the customer may say things that are defamatory.

Spreading negative word-of-mouth

Negative word of mouth involves telling other people such as family and co-workers about the poor service
experience (Zeithaml et al., 2006:220). Negative word-of-mouth is particularly harmful to the organization as it
can create a negative impression of the organization among non-customers. It has been suggested that negative
word-of-mouth in an online environment may be an example of sabotage and revenge-seeking actions (McColl-
Kennedy et al., 2009).

Retaliating (revenge, including sabotage and legal action)

Revenge is regarded as the “retaliatory feelings that customers feel toward a firm, such as the desire to exact
some harm on the firm, typically following an extremely negative purchase experience (Bechwati & Morrin,
2003 in Haithem, Chebat & Roy, 2009). Revenge may thus be a consequence of perceived harm or loss. It has
been suggested that revenge is a coping behaviour and that it may not be rational (Haithem et al., 2009).
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SOURCE FOR ONLINE COMPLAINTS

Hellopeter.com was developed by Peter Cheales in 2000, and it has become the largest customer service website
in the world and is regarded as “the most powerful customer service website in the world”
(http://www.petercheales.co.za/about_content.htm). This website is a major outlet for customers to log their
complaints, and estimates indicate 327,000 visitors per annum. This forum is thus a mass distributor of
information to consumers.

THE NATURE OF ONLINE DEFAMATION

The general principles relating to defamation under South African law, also apply to online defamation (Nel,
2007:195). For the purpose of this study, online defamation is defined as comments posted on a third-party
website that contains all the elements of general defamation. Defamation occurs with the unlawful publication of
a comment that injures the reputation of entities by lowering the perception of the entity in the eyes of a right-
minded member of society (Brand, 2009:234). Each element will be discussed with reference to online
defamation.

Elements of online defamation: Fault and unlawfulness

In order for the publication to be unlawful, the consumer must post the comments with the clear intention that it
will lower the public opinion of the entity along with the knowledge that the publication is unlawful and may
cause loss to the entity (Suid-Afrikaanse Uitsaaikorporasie v O’Malley at 636). Most customers will not comply
with this requirement, as they are merely venting without a clear intention that their comments will cause loss to
the entity.

When determining the element of fault (which can be in the form of intent or negligence), the possibility exist
that the guidelines currently applicable to the general media may be adapted to online defamation. The reasoning
behind this statement lies inter alia in the fact that negligence as a form of fault has been extended to individuals
in previous case law (see Marais v Groenewald at 590), the increasing importance the internet plays as a
communicator of public interest, and the developments in other jurisdictions. Each reason will be discussed
briefly along with the applicability of negligence as a form of fault upon defamation by the media.

In cases of defamation by the media, the plaintiff need only prove negligence and not a clear intention to harm,
on the part of the person making the defamatory statement (Mthembi-Mahanyele v Mail & Guardian Ltd at 526).
In order to prove negligence, you must show that the person could foresee the defamatory statements causing
harm to an entity, and that there was reasonably something he could have done to prevent the damage (Kruger v
Coetzee at 430).

The possibility exists that this can also be extended to defamation cases against individuals in general (Marais v
Groenewald at 590). This will entail that the publication will be unlawful, even if the consumer did not intend
for the comment to lower the public opinion of the entity, but it did lower the opinion, causing harm to the entity.
In the United States, the individual seeking to enforce a defamation action need only prove that the reasonable
person would not have acted in a similar manner, therefore negligently. The clear intention requirement is
reserved for defamatory statements made against public figures.

The mass media is a communicator of matters relating to public interest, but it also provides a platform for the
exchange of ideas (Khumalo v Holomisa at 782). In the age of technology, this task also falls on third-party
websites housing online consumer complaints. Even more so taking into consideration that almost 327,000
people visit a site like Hellopeter.com on a monthly basis.

In conclusion it must be added that online comments uttered during the course of a quarrel or a fight, may not be
defamation if the publication of the comment was not premeditated and was provoked by sudden anger (Peck v
Katz at 570-571). The extreme dissatisfaction can invoke rage, resulting in negative behaviour on the part of the
consumer.
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Elements of online defamation: Publication

The publication of the comment takes place if a defamatory statement is made known to at least one more entity
apart from the entity being defamed (Brand, 2009:236). Publication is presumed with the posting of comments
on a third-party website as it is expected and therefore probable that the comments will be read (Nel, 2007:195).
However, if other customers reading the comment do not perceive it as defamatory, no publication is present.
(Mthembi-Mahanyele v Mail & Guardian Ltd at 512). The consumer reading the comment must be a reasonable
person of ordinary intelligence who thinks the comments to be defamatory, attaching the ordinary meaning to the
comments (Mthembi-Mahanyele v Mail & Guardian Ltd at 520-522).

Elements of online defamation: Lowering the perception

The unlawful publication of the comment must lower the perception of the entity as held by a right-thinking
individual with average education and of normal intelligence reading the comment (Mthembi-Mahanyele v Mail
& Guardian Ltd at 536). Therefore customers may post coarse comments or comments expressing abuse, but it
will not necessarily amount to defamation, as the comments can either be meaningless abuse or unable to lower
the perception of the right -minded member of society reading the comment (Brand, 2009:237). Therefore, the
use of vulgar words in the comments does not necessarily amount to defamation if the person reading the
comment, does not think less of the manufacturer after reading the comment.

ANALYSIS OF EXAMPLES OF POSSIBLE ONLINE
DEFAMATION

For the purposes of the study, the population is all complaints that were logged for a specific motor vehicle
manufacturer on the website over the specific period under investigation i.e. from February to July 2009. Use
was thus made of a convenience sample of complaints. The period that was selected was one week per month,
specifically the 22" — 28" of every month from February to July 2009. The reason for these dates being selected
was linked to convenience, as well as covering a broad period of the year. A summary of the online comments
can be found in Table 1.

Table 1 A summary of online comments for a motor manufacturer

Number of Number of Number of Percentage of Market

compliments®* | complaints* online comments | positive comments | share**
Motor 25 190 215 11 ook
manufacturer x

*note: these are classified by the writer of the online comment

** market share is an approximate figure using January 2010’s sales figures

*** no information available

Once these online comments for the period were downloaded, they were subjected to an initial analysis. The
findings are reflected in Table 2.

Table 2 Analysis of online comments for motor manufacturer x

Analysis of online comments Frequency
Online comments during the specific period 29
Complaints 29
Complaints exhibiting possible online defamation (after an initial 10
screening)
Complaints requiring detailed screening 5
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Once the initial screening had been done, the online complaints were analysed to determine whether detailed

screening was required. Five complaints required detailed screening to determine if defamation was present. The

broad categories suggested by Brand in The Law of South Africa were used to as a point of reference to classify

these comments (Brand, 2009:238). These categories are as follows:

e Comments relating to the moral character of an entity: This can include statements that suggest a person
is involved in the commission of a crime.

e Comments relating to the office, profession or occupation held by a person: This will include any
comment relating to professional duties performed by a person.

e Comments relating to a person’s political character: This will include comments relating to the political
activities of an individual.

e Comments that may cause financial embarrassment: This may include comments indicating that the
individual is not able to pay his debts.

e Comments imputing personal characteristics which lower the person to whom they refer in the
estimation of right-thinking members of society in general: This may include a comment indicating that
a person suffers from a mental disorder or acts as a nuisance to the public.

The findings of the detailed analysis are found in Table 3.

Table 3

An analysis of online complaints

The online complaint (as it appears online)

Compliance with the elements of online
defamation

Complaint 1

“Their communication is non-existent, and the only
info you’ll get is if you call them. Threatening helps -
they understand that. I regret doing business with these
charlatans. They have my money, and the caring ends
there.”

This comment relates to the moral character
of an entity. This is only an extract from the
comment. The comments start by explaining how
the consumer paid R6 000 for an additional
warranty, just to be informed that the company
dealing with the warranty, never received such a
payment from the dealership. It implies that the
dealership may have been party to a commission
of a crime.

It can be assumed that there was publication
as the comment was posted on a third-party
website.  Furthermore, any  right-thinking
consumer reading the comment would think less
of the motor manufacturer x. However, it will be
difficult to prove that it was the consumer’s clear
intention to lower such perceptions and cause
great financial loss to manufacturer x. The
situation may be different if we applied the strict-
liability principle that is currently applicable to
members of the media.

Complaint 2
“Absolutely Pathetic and a true refection of the

worst marketing agent. The subject of the complaint is
unimportant-the total lack of response tells it all!”

This is only an extract from the comment,
but in the original comment it specifically refers
to the poor service received from X, employed by
manufacturer x.

This comment relates to the office,
profession or occupation held by a person,
specifically X, mentioned in the comment.

Again, comment 2 complies with all the
elements, excluding the clear intention to lower
such perceptions and cause great financial loss to
manufacturer x.

Complaint 3
“When I enquired on why they are not even the
least bit apologetic, Y said ‘You want to say I am sorry.

This comment relates to the moral character
of an entity. The commission of a crime is
implied as Y indicated that he physically wanted
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I am sorry!” That was the last straw. I walked out calling
him an *** He called out to one of his ‘boys’ to ‘jam’
me at the entrance so that he could physically assault

2

me...

to assault the consumer.

Again, comment 3 complies with all the
elements, excluding the clear intention to lower
such perceptions and cause great financial loss to
manufacturer x.

Complaint 4

“I have shown an interest to purchase a x motor
vehicle during the month of March 2009. I have liaised
with Mr X to indicate my interest, only to find out that
the vehicle that was available has been sold. As per an
agreement, my vehicle was traded in and should've been
settled as promised. However, it was only an empty
promise, only to find that the vehicle traded in were
driving by Mr Y, accumulating fines of an amount of
R1750, whilst driving in Soweto. During the period I
have waited patiently, now, I am struggling to ensure the
fines will be paid, as I am not liable and there is no
urgency regarding this matter, even to settle vehicle as
promised. During the period, I have paid 2 installments
on a vehicle that were traded in. I have liaised with Mr
X and now the dealer principle, manufacturer x, but, no
assistance or urgency regarding this matter. 1 have
emailed the regarding the matter, and it just seem that
they don't care. I am getting fed up with the empty
promises and now looking for things to be done, this the
settlement of the vehicle traded in and paying of the
fines. I want answers and I want proof of action taken!”

This comment relates to the moral character
of an entity. The commission of a crime is
implied as manufacturer x has sold a vehicle
illegally to Y.

Again, comment 4 complies with all the
elements, excluding the clear intention to lower
such perceptions and cause great financial loss to
manufacturer Xx.

Complaint 5

“I have been struggling from the 11th of June 2009
to obtain documentation from manufacturer x. I have
traded my vehicle, whereby the provided the vehicle to a
proxy to accumulate traffic fines for an amount of R
2000.00, whilst the vehicle was still registered in my
name. Therefore, I have requested for a copy of the
culprits' Mr Y’s driver license and proof that the vehicle
have been registered into manufacturer x name. I am
still waiting for the so promised information, as [ would
like to present the information to JMPD. Not to sure if |
should follow the same route as what manufacturer x or
Mr Z gave me, this, inform the police that the vehicle
was stolen? So, I would like to know what action will be
taken by manufacturer x to ensure I will get the
information or if they will present the information as
requested???”

This comment relates to the moral character
of an entity. The commission of a crime is again
implied as manufacturer x has sold a vehicle
illegally to Y.

Again, comment 3 complies with all the
elements, excluding the clear intention to lower
such perceptions and cause great financial loss to
manufacturer x.

DISCUSSION

An analysis of the 29 complaints during the period under investigation indicated that a further 5 needed closer
investigation regarding possible defamation. From the analysis, it can be seen that while none of the complaints
complied with the test for defamation, they all contained elements thereof. It is clear that the strict liability
currently attributed to defamation by the members of the press must be applied to the online environment to
regulate it properly. Until this is done, customers may not be held liable for online defamation, as it will not be
possible to prove that they intended to cause financial loss to the entity through the posting of the online
complaint. It was evident from the examination of the five comments that all comments complied with most of
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the elements for online defamation, except for the consumer having the clear intention to lower the public
opinion of the entity along with the knowledge that the publication is unlawful and may cause loss to the entity.

The managerial implication of this research highlights the need for the organization to develop an effective
service recovery plan. This will encourage a dissatisfied customer to complain to the organization directly, rather
than to a third -party website. Customers need to be educated on the nature of defamation. They could also be
given hints (or pointers) on how to avoid making any defamatory statements.

For future research, a more detailed analysis of customer complaints is needed, while also expanding the
analysis into other countries. Further, it must be determined if the strict liability attributed to defamation by
members of the press can be adapted to be applied to online defamation.

CONCLUSION

It is evident that the general principles relating to defamation under South African law can be used to evaluate
online defamation. An analysis of a sample of complaints made by customers towards a specific motor vehicle
manufacturer indicated that while they were strongly expressing their dissatisfaction, they could generally not be
viewed as defamatory, though some of the comments contained some of the elements of online defamation. The
development of law in this regard in South Africa is needed if it is to be aligned with the demands and uses of
technology. The current South African situation is summarised by Professor Deckle McLean when he says
“Internet growth has been so explosive that law has been far from able to keep up” (McLean 2002:21).
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ABSTRACT

Cash management implies balancing profitability and liquidity as well as costs of its excess or deficit.
Therefore, an optimal amount and acceptable ratio of cash and cash equivalents are necessary and they can be
estimated using models like Baumol’s and Miller-Orr’s. The basic strategies of efficient inventory management,
prolonged payables payment and accelerated receivables collection are also useful. In an attempt to reduce their
need for negotiated financing and its attendant financing costs, most firms tend to implement all three basic cash
management strategies. However, they can be enhanced and other aspects of cash management should be taken
into consideration, such as cash flow forecasting, short-term investing and funding, banking relationships, and
international cash management. The best way to achieve maximizing profit while preserving liquidity is to make
an optimal combination of cash management strategies, suited to the company’s needs and resources.

CASH VERSUS MARKETABLE SECURITIES

Cash (as ready currency, either in hand or in a demand deposit account) and marketable securities (as
short-term, interest-earning money market instruments that can be easily converted to cash) are the most liquid
of the firm’s assets, creating a pool of funds to be used to pay bills as they come due and to meet unexpected
outlays. Motives for holding cash and near-cash balances could be: transactions motive (ensuring that the firm
has enough funds to transact its routine, day-to-day business affairs), safety motive (protecting the firm against
being unable to meet unexpected demands for cash), or speculative motive (allowing the firm to take advantage
of unexpectedly arising opportunities). Temporary ‘idle’ cash is best utilized in the form of marketable securities.

Their portfolio (serving as a “safety stock” of cash) or a credit line, can be used to satisfy i.e. protect
against the unanticipated demands for funds. The characteristics of both government (Treasury Bills, Treasury
Notes, and Federal Agency Issues) and non-government issue marketable securities (Negotiable Certificates of
Deposit — CDs, Commercial Paper, Banker’s Acceptances, Eurodollar Deposits, Money Market Mutual Funds,
and Repurchase Agreements) are: safety of principal (which means the security is easily sold for close to its
initial value) and (so-called) ready market (defined by its breadth, or number of market participants, and depth,
or the market’s ability to absorb the purchase or sale of a large currency amount of a particular security). The
optimal level of marketable securities investment is the difference between the management’s desired level of
firm’s liquidity and the level of transactional cash balances determined from one of two well-known models. [1]

According to the Baumol model, estimated (transactional) cash balance is the square root of estimated
demand for cash multiplied by double conversion (transaction) cost (of converting marketable securities to cash)
per conversion (transaction) and divided by opportunity cost (as the marketable securities interest earnings given
up due to holding funds in non-interest-earning cash account) in the decimal form of interest rate. Total estimated
cash demand divided by thus estimated cash balance gives the number of conversions necessary during the year
to replenish the cash account. The total cost of (running) such a policy is the sum of the conversion costs (as
conversion cost per conversion, multiplied by the number of conversions necessary) and the opportunity costs
(as previously defined opportunity cost, multiplied by the average cash balance — as one half of the estimated
cash balance). Cash transfers larger or smaller than the estimated cash balance will result in a higher total cost.

The Miller-Orr model estimates cost-efficient cash balances for uncertain cash flows by determining
their upper limit and return point, being the level at which the cash balance is set, either when cash is converted
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into marketable securities, or vice versa. All parameters for the model are based upon the return point, calculated
as the cube root of the variance of daily net cash flows multiplied by triple conversion cost per transaction and
divided by four times the daily (meaning divided by 365, previously defined) opportunity cost in a decimal form.
These cash balances can fluctuate between zero and the upper limit, as three times the return point. When the
cash balance hits the upper limit, excess cash (in amount of the upper limit) is converted to marketable securities.
When the cash balance falls to zero, marketable securities (in amount of the return point) are transferred to cash.

THREE CLASSIC CASH MANAGEMENT STRATEGIES

Cash balances and safety stocks of cash are significantly influenced by the company’s production and
sales techniques as well as by its procedures for collecting sales receipts and paying for purchases. The operating
cycle of an organization represents the time interval from the point when the firm begins to build inventory to the
point in time when cash is collected from the sale of the resulting finished product, or the sum of average age of
inventory (obtained dividing 365 days by the inventory turnover, as the quotient of the cost of goods sold and the
inventory) and average collection period (as the quotient of accounts receivable, and sales divided by 365 days).

Subtracting average payment period from the operating cycle, a financial manager gets his company’s
cash conversion cycle, as the time interval in which the firm’s cash is tied up between payment for production
inputs and receipt of cash from sale of the resulting finished product. Negative cash conversion cycle is desirable
since it allows the firm to use spontaneous financing to support other aspects of the business. Conversely, a (far
more common) positive cash conversion cycle means that the firm must use non-spontaneous (i.e. negotiated)
financing (such as unsecured short-term loans or secured sources of financing) to support cash conversion cycle.

The organization can minimize its needs for negotiated financing by taking advantage of imperfections
in the collection and payment systems. A term float is used to describe funds that have been dispatched by the
payer, but are not yet in such form that the payee can spend them, or when a payee has received the funds in the
form in which he can spend them, but they have not been withdrawn from the payer’s account. Total float time
may be even nine days. It consists of three components: mail float (up to three days — from the moment a check is
issued and mailed by the payer company until the moment it is received by the payee company), processing float
(up to two days — while bookkeeping entries are made and check is deposited), and clearing float (of up to four
days — until the check is cleared). For the payer, it is disbursement float, and for the payee, it is collection float.

There are the following tree (already for long, and very widely used) basic cash management strategies.

¢ Accelerating the collection of accounts receivable — It means collecting the accounts receivable as quickly as
possible by adjusting the credit and payment terms, to make them more attractive for customers to pay earlier
and/or to be more expensive to miss paying on time. This shortens the average collection period and for each
day it is decreased, the need for negotiated financing is lowered. Classic techniques designed to minimize the
collection float by speeding up collections include: banking concentration, lockbox systems, direct sending,
preauthorized checks, depository transfer checks, wire transfers, and automated clearinghouse (ACH) debits.

# Stretching payment of accounts payable — It means paying the accounts payable i.e. bills as late as possible, but
without damaging the company credit rating. That lengthens the average payment period, and for each day it is
increased, the need for negotiated financing is lowered. Old techniques designed to maximize the disbursement
float by slowing down disbursements include: controlled disbursing, playing the float (by staggered funding or
payable-through drafts), then overdraft systems, zero-balance accounts, and automated clearinghouse credits.

¢ Efficient inventory management — It means turning over (all types of) inventory as quickly as possible. This

can be done by shortening the production/trade cycle and/or increasing raw material and/or (finished) goods
turnover. The need for negotiated financing is lowered for each day the average age of inventory is reduced.

ENHANCING BASIC CASH MANAGEMENT STRATEGIES

The Fourth Annual Cash Management Survey, conducted by gtnews between May and June 2009 in
association with SEB [2], highlighted a number of significant trends and showed an increased focus on sales and
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accounts receivable (32.7%) as well as the continued prioritization of cash flow forecasting (31.3%) and liquidity
management (including cash concentration, short-term investment and funding issues, 21.8%). Over the last four
years, when asked which process has the greatest potential for improving cash management, survey respondents
have provided different responses — reflecting the changing dynamics of the cash management environment. In
2006 and 2007, cash flow forecasting was highlighted as such cash management process; but in 2008, liquidity
management topped the survey; in 2009, the priority has shifted one more time, with one third of the respondents
agreeing that accounts receivable is now the process with the greatest potential for improving cash management.

Evaluating Accounts Receivable

The credit crunch had evidently strong impact on shifting the focus of treasurers from overall liquidity
management to driving efficiency from internal cash management processes, such as accounts receivable, as the
logical starting point to improve working capital management at a time when liquidity is restricted and firms seek
to maximize their cash flows. Nevertheless, this is not without its challenges, and they have to tackle this issue
proactively but sensitively, taking into account the influence of the economic climate on their customers, as well.

Considering enhancement of company’s performances should be done without causing difficulties to its
customers. The current concern is not when the invoices will be paid but whether they will be paid at all by some
of the clients. As with any balancing act, it is easy to get stuck between customers prolonging payment terms and
demanding lower margins and suppliers requesting early payment in order to survive. It is important to get senior
and top management and individual business leaders on board in improving this process, as they should control
the inventory and improve terms with both suppliers and customers. A symmetric process might be applied e.g.
in small and medium sized firms that could become partnerships — internally capitalized to improve cash flow.

Businesses should try to avoid a vicious cycle of continuously waiting for payments to make their own
payments. Instead of it, they need to evaluate (and review for each client) current payment terms and deadlines,
and find ways to motivate timely payments. There is a variety of options, but a treasurer has to select the policy
that would (bene)fit his company the most, from the aspect of its needs as well as clients and payments structure.

Company may offer a discount to customers that regularly pay on time or adhere to a tightened payment
timeframe (e.g. from 30 to 20 days) or pay electronically (which saves the client time and money, while the firm
receives its payment quicker and can use these funds earlier). It is useful to find out which payment channels are
used most frequently, which are (possibly) not used at all and — treating and handling your clients as you expect
to be treated — to survey and discuss payment options with them, to understand better their payment preferences.

Evaluation of entire invoicing process would consider currently granted credit extensions, how and how
frequently the firm invoices, and whether the invoices are mailed, sent electronically or included with a shipment.

Evaluating Accounts Payable

Efficient payables function requires a full understanding of all one’s vendor payment vehicles that one
can use to make payments, to ensure the supplier receives the payments on a timely basis. If he demands only
mail-in payments, the question is whether they are tied up in a lockbox, in order to know if we need float time or
not. It is also important to know own position in the vendor’s supply chain. To receive strong payment or trade
terms it is not always necessary to be a large company, but to have a strong record of timely payments. If the
supplier invoices too frequently, or mails the invoices, when an electronic distribution method would be more
effective, it should be discussed. By detailing the invoicing process with supplier, you provide them with the
confidence that your payment will be made in timely fashion and based on the agreed-upon terms and channels.

Financial supply chain is a potential asset for creating liquidity. For instance, invoices, trade receivables
or even purchase orders can be used as collateral for financing or cash flow enhancement. Since companies of all
sizes have difficulties to source credit through traditional mechanisms, alternative financing arrangements can be
valuable. A way in which treasurers can contribute to the core activities of the business is supply chain financing,
which is a way for companies with a stronger credit rating to support their suppliers, with advantages for both.
Buyers benefit from longer payment terms and therefore greater cash flexibility, while suppliers gain earlier,
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predictable payment and effectively a credit line from their buyer's bank. However, in spite of increasing interest
in supplier financing and sales support financing, which could take the form of external payment terms or vendor
financing arrangements, companies have limited resources for that. Setting up a financing program takes time
and resources and the treasurers have to prioritize their activities. Companies also often overestimate their ability
to extend payment terms with suppliers, so they do not consider that alternative financing has value for them.

Evaluating Inventory Management

Eli Lilly & Co. introduced Strategic Capital Management approach that brought large savings from
improvements of working capital based on the balance sheet awareness initiative. Since the focus was just on the
income statement, their credit management facilities were weak and nobody thought about how capital-intensive
their strategic investments might be. After the links between the income statement and the balance sheet had
been drawn and Economic Value Added used as primary corporate scorecard, regional management started to
monitor and report EVA-calculated working capital numbers (such as days of sales outstanding, days of stock,
days payable) and cash flow. Targets for EVA were established at the corporate level, while working capital
targets were set up for each region and affiliate. The regions created three-year business plans that for the first
time outlined an income statement and balance sheet integrated with cash flow, working capital, risk assessments
and financing requirements. The treasury also developed and dispersed a Risk-adjusted Rate of Return (RAROR)
model to provide a consistent country investment risk analysis methodology throughout the organization. [3]

Due to a lack of control over the financial supply chain, treasurers are, on the one hand, responsible for
ensuring sufficient levels of liquidity for the business, which requires a focus on working capital, while on the
other, they are often not in a position to direct the activities that contribute to it. They need to take greater control
of trade finance, specifically trade-related flows, to manage working capital better. Delays and errors that would
not be tolerated for other types of cash transaction flows are common in trade finance processes. For example,
according to SEB's analysis of the companies' letter of credit portfolio, the average lead-time from shipment to
payment is 41 days, against best practice of 10 days, creating a working capital lag of 31 day. (Zingmark, 2009)

Being asked what role treasury has in working capital management, the majority (60%) of the Survey
respondents confirmed that they still merely monitor it and described the quality of their purchase-to-pay (P2P),
order-to-cash (O2C) and inventory cycle processes as either average or good, and only 8% considered them to be
best practice. It is indicated that substantial improvements would be possible if treasury took a leading role in the
management of working capital processes, but it depends on the organizational structure of the entire company.

OTHER ASPECTS OF CASH MANAGEMENT

Cash Flow Forecasting

Two thirds of corporate respondents still use spreadsheets for cash flow forecasting, what represents the
continuation of a gradual decrease from the past three years. While 13% declared they currently use specialist
software provided by an external party, 7% said they use a module in an ERP system. When asked what barriers
they faced in establishing accurate cash flow forecasting systems and processes, they identified the following
major obstacles: inaccurate sales targets or projections, lack of internal systems integration and inter-department
communication, lack of effort/priority within the business unit when it came to forecasting, limited availability
of resources (staff and investments), inefficient process at subsidiary level, and (in minor percentages): lack of
inter-bank connectivity, inefficient collections policy, decentralized billing system, and manual invoicing system.

It reflects the common scenario where treasury is not positioned at the core of the business. Much higher
interaction and integration between treasury and business units are necessary in order to overcome these barriers.

Communication between treasury and business units/subsidiaries becomes increasingly difficult the
more diverse and complex corporate organization is. In larger organizations, for instance, treasury is not often
involved in the day-to-day operations of the business units and is therefore not always aware of their priorities
and pressures. At the same time, the business units have a lack of understanding about the treasury function and
the importance of supplying accurate information on time and on demand for purpose of cash flow forecasting.
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Short-Term Investment and Funding

Majority (70%) of the (cited) Survey respondents (being a small increase from previous years) continue
to use bank deposits for the allocation of the surplus cash and explain it with limited credit risk, company policy
and the ease of decision. However, most of them plan to opt for money market funds in the future, so they must
fully understand what their funds are invested in and consider all risk factors carefully. Money market funds have
a good return at low risk but firms have to keep track of their investment portfolio and take a cautious approach.

When asked how they handled short-term deficits, in line with the results since 2006, the majority of the
respondents said that their organizations mostly use bank overdrafts (46%) and inter-company loans (44%), that
are expected to be used less in the future, although it is the most efficient way to handle cash deficit nowadays,
but it is probably easier for large companies, which have the right structure to handle cash flows in this way.

Strong Banking Relationship with Strong Bank(s)

Efficient and effective cash management begins for many enterprises by establishing strong relationship
with a bank. Looking at their commercial customers as profit centers, banks have developed many products and
services to assist clients in cash management and charge for them both direct fees and compensating balances. A
financial manager has to shop around and purchase only those that are priced to result in a net gain for the firm.

Turbulences in the banking sector due to the global financial crisis forced managers to take much closer
look at their current banking relationships, looking for a strong financial institution. It is critical for a company,
regardless of its size and industry, to select a bank or (applying the diversification principle) several banks that
can meet its business needs. Therefore, a number of parameters should be analyzed, such as: banks credit ratings
reports, capital ratios, market capitalization, bank’s investments in new technology, product and service offerings.

International Cash Management

It is very important to know and adapt to the differences in banking systems. Most banks in the world
have fewer geographic and service-related restrictions than do US banks and tend to use direct payment systems
(such as gyro systems) that minimize the need and ability to use checks. They are also allowed to pay interest on
corporate demand deposits, routinely provide over draft protection, generally charge more and higher fees for
their services, and often engage in value drafting, i.e. making deposited funds available for use several days or
weeks after they are deposited.

Multinational corporations have specific cash management practices and the flexibility to invest excess
cash both in foreign and domestic marketable securities. They need to maintain local currency deposits in each
country in which they operate and retain centralized control over all cash flows and balances, commonly using a
large international bank to collect and disburse cash (by wire transfers), and monitor foreign exchange rates.
They can minimize cash requirements and sometimes even totally eliminate international payments using intra-
company netting techniques between subsidiaries.

COMBINING CASH MANAGEMENT STRATEGIES

In an attempt to reduce their need for negotiated financing and its attendant financing costs, most firms
tend to implement all three basic cash management strategies. Nevertheless, they have to take great care to avoid
experiencing excessive inventory stock-outs, losing sales due to too tough collection policy, or damaging credit
relationships due to overstretching accounts payable. For example, if a firm spends US $ 12 million annually on
its operating cycle investments and pays 10 percent interest for its negotiated financing, if it can reduce its cash
conversion cycle by 30 days, it will save [($12,000,000 / 360) x 30] x 0.10 = $ 100,000 in annual financial costs.

Owing to synergy between the receivables and payables processes, analyzing payables problems could
provide guidance to the improvement of the receivables procedure. There is evidence that evaluating these two
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processes might really benefit the firm. One company examined its receivables process and, in turn, decided to
reduce its customer payment terms by 20 days. It looked then at its payments process, and increased its payment
terms to own suppliers by eight days. It resulted in US $ 3.5 million in capital back in the bank. (Graves, 2010)

Corporate treasurers could use factoring, letters of credit and other trade finance documentation and
instruments to extend either their accounts payable or receivable as tools to maximize their working capital and
achieve greater working capital efficiency. Many different strategies might be utilized to conserve cash and there
is no one road to cash management success. An efficient cash management strategy has to be tailored to the
firm's size, individual practice niche, and client base, as well as to ensure that sufficient cash is available to meet
the firm's needs and objectives as they arise. There is an old saying: "Profits are an opinion, but cash is a fact."

The best way to achieve the company goals, such as maximizing profit while preserving liquidity, is to
make an optimal combination of cash management strategies, suited to the company’s needs and resources.
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ABSTRACT

This paper aims to investigate the dimensions important to consumers in the People's Republic of China during
their pre-purchase evaluation of organic foods. Data was collected through randomly distributed self-
administrated questionnaires with consumers at major supermarkets in Beijing and Shanghai, China. The results
show that ‘enforcement relating to the quality of organic food’ and ‘the overall quality of organic food’ have
been rated as the most important dimensions for Chinese consumers. The results also suggest that
‘Certification’, ‘Branding’, ‘Sensory appeal’, ‘Social status’, ‘Value for money’ were other important factors in
their decision to purchase organic food.

INTRODUCTION

In the last decade or so, there has been a significant increase in interest of organic foods globally. The term
‘organic food’ has many different connotations and interpretations, and is sometimes used interchangeably with
the term ‘green food’. Various contrasting ‘organic’ definitions are often coupled and confused with terms such
as ‘biological’, ‘ecological’, ‘natural’, ‘alternative’, ‘unsprayed’, ‘free of pesticides’, ‘without artificial’,
‘without chemicals’, ‘environmentally produced’, ‘green’, and ‘sustainable’ (Essoussi & Zahaf, 2008). The
dilemma with the definitions has caused confusion in the minds of consumers worldwide. For the purposes of
this paper, the term ‘organic’ will be used throughout. There are stereotypical images of organic consumers as
‘greenies’, ‘health nuts’ or ‘yuppies’, which are more interested in fashion than anything else (Lockie et al,
2002). Generally, consumption of organic food reflects a ‘greening’ lifestyle. For regular organic food buyers,
consumption of organic food is part of a lifestyle, with related interests in nature, society and the environment
(Schifferstein & Oude Ophuis, 1998).

Consumers’ attitudes and behaviour toward organic food have provided evidence that consumers consider health
concerns and environmental issues as the most important factors that influence their purchase decision-making
process. According to some studies organic foods are perceived as being more nutritious and healthier, safer,
environmentally friendly, contain less chemical residues and taste better than normal food (Krystallis &
Chryssohoidis, 2005). Hence, consumers are willing to pay a greater premium price for pesticide elimination and
organic food. Even in newly emerging markets, consumers are still willing to pay a higher price for higher
quality, taste, and ‘safety’ certified food (Grannis et al, 2001). Other studies also revealed that some of the
reasons for the non-purchase of organic food include consumers’ perceptions of it being expensive, limited in
availability and choices and even unsatisfactory in appearance (Radman, 2005). Misleading labeling and
certification, low profile distribution channels, and lack of perceived value have also been discovered as barriers
influencing the purchasing of these products (Gallagher & McEachern, 2003). Consumers often have significant
difficulty in evaluating whether they are purchasing high quality food. Food safety concern appears as the most
important factor which influences purchasing decision-making.

Labeling seems one of the important issues influencing organic food purchasing. An organic food logo is the
consumer’s guarantee that the product has been produced organically. There is however confusion created by the
lack of existing well-known organic brands, though sometimes organic labeling maximizes the effectiveness of
organic products (Krystallis et al, 2006). In 2004 there were six organic certification bodies in China. In 2005 the
organic food certification bodies in China dramatically increased to 26, which also included those from the US,
EU, Australia and Japan (CMP Information Ltd, 2006). It is arguable whether consumers can trust organic
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labels. A further study has shown a relatively low understanding of the legal use of the term ‘organic’ on food
products including inspection and certification systems (Padel & Foster, 2005).

China has experienced dramatic economic growth in the last twenty years, is developing an affluent urban
middle class for domestic organic food market. Over the recent period the Chinese organic sector has grown
faster than the worldwide average. Although a very small and almost insignificant percentage of Chinese
consume organic food products, China has gone well beyond being an adopter of the world organic concepts,
and is now an active organic innovator (Paull, 2008). However, ‘organic’ food is still a new concept, mostly
available at major supermarkets in large cities and still little understood by Chinese consumers. Another Chinese
survey showed that only 37.2 percent of respondents were aware of ‘organic food’ (Li, Cheng, & Ren, 2005).

A study by Chan (2001) claimed that with increasing affluence derived from rapid economic growth, certain
sections of Chinese society and Chinese government have begun to realise the hazardous impact of
environmental deterioration on national well-being. The 2008 Chinese food contamination of the milk baby
formula involving melamine-tainted dairy products have increased Chinese consumer’s concerns about
domestically produced food products. This led Chinese consumers to start losing confidence and trust in the
domestic food regulatory system. Doubts have been raised whether domestically produced organic products are
really organic or not and whether they meet all organic declared standards (United States Department of
Agriculture, 2008).

RESEARCH OBJECTIVES

As mentioned above, consumer decision making in relation to the purchase of organic food is influenced and
shaped by many factors and determinants. Current literature studying consumers’ awareness of organic food
have been well developed in North America and Western Europe (Bonti-Ankomah & Yiridoe, 2006). Only a
handful of studies have been conducted in Asian countries such as Japan, Taiwan, India and Thailand. These
studies have investigated the perceptions of consumer attitudes toward the purchase of organic foods. These
studies also confirm that the most important reasons and motivation for consumers buying organic food are
health, food safety, concern for the environment and animal welfare. As best as can be ascertained, very few
studies of this nature have been undertaken in China, a fast growing economy where organic foods are
increasingly being marketed. Little is known or understood about Chinese consumers’ attitudes towards organic
products or their purchasing behaviour.
This research aims to investigate Othe dimensions that are important to consumers in China during their pre-
purchase evaluation of organic foods, more specifically, the research objectives are to:

1. Evaluate attributes important to consumers in their decision making for the purchase of organic food;

2. Determine the dimensions which are important to consumers of organic food;

3. Provide managerial implications for the organic food industry and government agencies in China.

METHODOLODY

Twenty-three attributes were elicited to ascertain the important aspects in relation to the pre-purchase evaluation
of organic food in China (See Appendix). The attributes have been obtained from previous literature and two
focus group discussions in China. All of the questions use a five point Likert scale, where 1 indicates ‘not
important at all’, 3 indicates ‘neutral’, and 5 indicates ‘extremely important’. Previous studies (Wei, 1997)
affirmed that five point Likert scales are comprehensible by Chinese consumers. The survey instrument
originally in English was translated into Chinese by the bilingual researcher. For purposes of verification, the
questionnaires were translated back into English to verify the reliability of the translation. The translated
versions were also cross-checked by three other bilingual researchers to ensure correctness.

Organic foods are relatively new products, primarily available in large supermarkets in major Chinese cities. The
data was collected at major supermarkets in Beijing and Shanghai over a period of 14 days. As these two
Chinese cities are economically and politically prominent and the main engines of China’s phenomenal
economic development, consumers are therefore more affluent, hence they are more likely to be aware of organic
foods. All participating supermarkets had organic food sections. Shoppers were approached to participate in a
self-administered questionnaire at the main entrance of the supermarkets by trained personnel. Consumers were
approached randomly and asked ‘Have you ever heard of the term organic food?’. If the respondent answered
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‘yes’, then they were asked ‘whether they would like to participate in the survey?’. If the consumer answered
‘No’, the next customer entering the store would be approached and so on. Then, every tenth individual
consumer who walked in the supermarket was asked the same questions. A small gift of organic food (nuts or
vegetables) was offered in appreciation of their time to answer the questions. The personnel were instructed to
seek out demographic variation where possible and the questionnaire was presented to consumers entering these
supermarkets throughout the day during the trading hours of the stores. Finally, a total of 204 valid
questionnaires was collected.

RESULTS

The results which emerged in terms of gender breakdown had a response of 48 percent from females and 52
percent from males. The education level of the respondents indicated that 54.4 percent of the total participants
had a postgraduate degree. Only two percent of the participants had high school or levels below. In China today
most of the affluent people who purchase organic food are well educated, hence a large percentage of
respondents had a postgraduate degree. Regarding occupation, 67.2 percent of respondents were white collar
employees while the remaining respondents were either blue collar, or not working. These results appear to
concur with previous studies in relation to organic food consumers being both of high education and higher
income earners (Tsakiridou et al 2008). When asked ‘How much extra are you willing to pay for organic food as
compared to ordinary food?’, 71.1 percent of respondents said they were willing to pay an extra 20% -50%. On
the other hand 21.1 percent of respondents said they ‘don’t want to pay extra’. On the question asked ‘Where
would you prefer to buy organic food from?’, 74.5 percent of respondents still prefer to buy organic food in a
supermarket while only one percent prefer to purchase through on-line or catalogue sales. These findings
confirm that ‘organic’ is still a new concept, and organic food products are mainly available in Chinese
supermarkets.

Out of the twenty-three items of the customised scale, twenty-one were given mean ratings above ‘3’ (neutral
rating) as shown in the Appendix. This suggests that on the whole, the ratings given by Chinese respondents to
the various items of important attributes for the purchase of organic food were generally significant. Table I
illustrates the top five important attributes to purchase organic food in China. The ‘enforcement relating to the
quality of organic food’, and the ‘overall quality of organic food’ have been rated the most important, followed
by ‘certification relating to the quality of organic food’, ‘food safety in relation to organic food’, and
‘information about the nutritional value of organic food’. This would confirm the low knowledge of organic food
that Chinese consumers have and their concern about food safety issues and that they are somewhat suspicious of
the quality of organic food products and their certification.

Table I: Top five important attributes

Items Mean | Std. Deviation
Enforcement relating to the quality of organic food 4.45 .696
The overall quality of organic food 4.40 740
Certification relating to the quality of organic food 4.30 .760
Food safety in relation to organic food 4.25 752
Information about the nutritional value of organic food 4.24 752

Table II shows the least five important attributes in relative to the purchase of organic food in China. These
include ‘the idea of saving face when purchasing organic food’, and ‘social status’. These results would indicate
that organic food consumption is not an activity which is practiced in public, as organic food consumption is a
private consumption. Although China is described as being in the highly collectivist category with high power
distance, status is important to indicators of power and achievement. However, face-saving is important only
when purchasing a socially visible product, such as a watch, which can demonstrate the owner’s status. The
pragmatic Chinese tends to value function over form for private-use products and quality is considered as more
important than appearance (Schitte & Ciarlante, 1998).

Table II: Five least important attributes
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Items Mean Std. Deviation
The promotion and advertising of organic food 3.28 956
The appearance of organic food 3.22 959
Organic food that is produced in China 3.21 .869
The social status of people purchasing organic food 2.17 .985
The idea of face saving (manzi) when purchasing organic food 2.07 941

As shown above, the least important attributes in Chinese consumers’ choice include ‘produced in China’,
‘appearance’ and ‘promotion and ‘advertising’. Sun and Collins (2006) pointed out that Chinese consumers
purchase imported fruit not only to attain a high quality product, but also expect to gain some pleasure and
symbolic benefit such as ‘superior appearance’, ‘expensive’ and ‘high prestige’. Consumers in developing
countries, buying foreign products which are generally considered social symbols and also very trendy,
particularly those products whose origin are from prestigious countries (Batra et al 2000). Another study argued
that consumers from developing countries, such as China, highlight the impact of ethnocentrism on their
willingness to buy domestic products. However, when these consumers hold higher conspicuous consumption
values, they tend to perceive domestic products as lower quality products (Wang & Chen, 2004).

An exploratory factor analysis was conducted to elicit dimensions related to the collected data. The Kaiser-
Meyer-Olkin (KMO) value was .767, and the Bartlett’s Test of Sphericity value was significant (p=.000). Hence,
the factor analysis is acceptable. Table III indicates the total variance explained by the customised scales.
‘Eigenvalues represent variance. Because the variance that each standardised variable contributes to a principal
components extraction is 1, a component with an eigenvalue less than 1 is not as important, from a variance
perspective, as an observed variable’ (Tabachnick & Fidell, 2007 p644). The first five dimensions recorded
eigenvalues above 1 (5.007, 2.685, 2.038, 1.371, 1.277) all of which explain a total of 58.943 percent of the
variance. This was followed by Orthogonal rotation (Varimax with Kaiser Normalization) which was chosen due
to the very weak relationship between the five factors in the correlation matrix.

Table I1I: Total variance explained by the customised scales

Factor Eigenvalues Percentage of Cumulative
variance explained percentage of
variance explained
Factor 1: Certification 5.007 23.841 23.841
Factor 2: Branding 2.685 12.785 36.626
Factor 3: Sensory appeal 2.038 9.707 46.333
Factor 4: Social status 1.371 6.531 52.864
Factor 5: Value for money 1.277 6.080 58.943

Table IV indicates the details of the factor analysis related to the important attributes for the purchase of organic
food. Items 12 and 23 were deleted due to low loadings. The remainder of the 21 items with loadings higher than

0.4, are presented (Nunnally & Bernstei, 1994). The items that have high loadings in the first dimension are
‘enforcement’, ‘certification’, ‘food safety’, ‘government regulation’ and ‘correct labeling’. Hence this
dimension was titled ‘Certification’. The reliability test produced a Cronbach’s Alpha of 0.811, indicating a high
internal consistency. The second dimension can be interpreted as ‘Branding’ since the items included are ‘brand
name’, ‘country of origin’, ‘awareness’ and ‘produced in China’, and the Cronbach’s Alpha was 0.760. The third
dimension was named as ‘Sensory appeal’, and the items comprise ‘taste’, ‘smell’, ‘appearance’ and ‘overall
quality’, and the Cronbach’s alpha was 0.751. The fourth dimension can be explained as ‘Social status’, which
embraces ‘face saving’, ‘social status’, ‘promotion and advertising’ and ‘package’, and the Cronbach’s Alpha
was 0.686. The last dimension was labelled ‘Value for money’, combining items ‘value to price’, ‘price’,
‘availability’ and ‘environmental benefits’ and the Cronbach’s Alpha was 0.549. All the Cronbach's Alpha
values of the five dimensions indicate an acceptable internal consistency reliability (Cronbach, 1951).

Table I'V: Factor analysis of attributes related to the purchase of organic food
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Factor Loading Variables

Factor 1:

Certification 0.825 Enforcement relating to the quality of organic food

Cronbach's

Alpha =811 0.814 Certification relating to the quality of organic food
0.731 Food safety in relation to organic food
0.652 Government regulations and policies relating to the sale of organic food
0.620 Correct labelling of organic food

Factor 2:

Branding 0.820 The brand name of the organic food

Cronbach's

Alpha=.760 0.718 The country of origin of the organic food
0.691 The awareness of organic food products
0.655 Organic food that is produced in China

Factor 3:

Sensory appeal 0.831 The taste of organic food

Cronbach's

Alpha =751 0.826 The smell of organic food
0.633 The appearance of organic food
0.559 The overall quality of organic food

Factor 4:

Social status 0.868 The idea of face saving (manzi) when purchasing organic food

Cronbach's

Alpha =.686 0.796 The social status of people purchasing organic food
0.527 The promotion and advertising of organic food
0.503 Packaging of organic food

Factor 5:

Value for

money 0.630 The value of organic foods relative to its price

Cronbach's

Alpha =549 0.616 The price of organic food
0.588 The availability of organic food in convenience stores and supermarkets
0.582 The environmental benefits of organic food

The results suggest that the above factors and dimensions are important to consumers when deciding about the
purchase of organic food in China. Most of the five dimensions are also consistent with previous literature.

DISCUSSION AND IMPLICATONS

This is one of the very few studies in China regarding to consumer buyer behavior of organic food. It provides
valuable insights into global consumer behavior in terms of organic foods and it also builds a new body of
knowledge with regard to the future potential of organic food business in China. Beneficiaries of this study
include various stakeholders in China and globally such as consumers, vendors both local and international and
government agencies.

The research findings reveal that ‘Enforcement relating to the quality of organic food’ and ‘overall quality’ are
the most important attributes in the consumer decision making process for the purchase of organic food in China.
Like many western consumers, Chinese consumers are also motivated by food safety issues related to personal
health and environmental concerns. However, Chinese consumers are more suspicious of the quality of food
purchased and have high expectations in the improvement of overall organic food certification and inspection as
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well as policy enforcement. They are also eager to understand more about organic food and what this industry is
all about. Furthermore, there are five factors which are important to consumers of organic food in China and
these include ‘Certification’, ‘Branding’, ‘Sensory appeal’, ‘Social status’, and ‘Value for money’. There are
several implications that can be derived from our findings.

Firstly, there is a lot of confusion amongst Chinese consumers and the food scandals have damage consumers’
confidence. There is a lack of trust in overall organic food quality as well as doubt in the enforcement of quality
by Chinese authorities. Government agencies and industry need to be aware of the necessity to regulate the
organic food market. They also need to enhance the inspection and certification of organic food labelling as well
as ensuring the labelling and logos of organic food are a sign of quality. Secondly, the awareness of organic food
in China is still very low. There needs to be an increase in the availability of distribution channels and there is a
need to publicise the overall quality process of organic food related to food safety issues. Thirdly, the expensive
nature of organic food is obviously always a barrier to purchase. However there is a need to educate consumers
to understand that the value of organic food is related to its price. Improving the awareness of organic food
products is by far more critical. Finally, the educated, higher income families are more likely to purchase
organic food and therefore income and education still seem to affect the consumption of organic food which is
consistent with previous studies.

APPENDIX: PERCEPTION MEANS FOR ITEMS
OF THE CUSTOMISED SCALE

Scale Item Std.
No Mean |Deviation
1 JThe taste of organic food 3.76 .884
2 |The smell of organic food 3.69 .853
3 |The appearance of organic food 3.22 .959
4 |The overall quality of organic food 4.40 .740
5 |The price of organic food 3.92 .805
6  |The availability of organic food in convenience stores and supermarkets 3.72 811
7  JThe promotion and advertising of organic food 3.28 956
8 IThe value of organic foods relative to its price 3.96 .859
9 |The environmental benefits of organic food 4.01 .848
10 JThe idea of face saving (mianzi) when purchasing organic food 2.07 941
11 JThe social status of people purchasing organic food 2.17 .985
12 JThe knowledge of organic food products 3.86 726
13 JThe awareness of organic food products 3.50 .885
14 |The country of origin of the organic food 3.32 917
15 |Organic food that is produced in China 3.21 .869
16 JThe brand name of the organic food 3.50 912
17 JGovernment regulations and policies relating to the sale of organic food 3.88 .924
18 JFood safety in relation to organic food 4.25 152
19 |Certification relating to the quality of organic food 4.30 .760
20 |Enforcement relating to the quality of organic food 4.45 .696
21 [Packaging of organic food 3.29 .926
22 |Correct labelling of organic food 4.08 .799
23 |Information about the nutritional value of organic food 4.24 152
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A STUDENT PERSPECTIVE: AN EXPLORATORY
STUDY
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ABSTRACT

This exploratory study identifies factors that students consider when evaluating the trustworthiness and security
of websites. Several themes emerged from the study including the importance of reputation and opinions of
others. Considerable overlap existed between the two concepts of trust and security suggesting an opportunity to
further investigate their relationships.

INTRODUCTION

A recent New York Times article (Lohr 2010) highlighted the increasing danger of loss of privacy and security
risks from the use of social networks. Consumers themselves, or inadvertently through friends on social
networks, dole out bits of private information which can be gathered for marketing analysis or more nefarious
purposes with sophisticated data mining software. According to the Pew Research Center (2010), U.S.
Millennials (ages 18 to 29) and especially those who have attended college, are more likely to be online, view
and post online video, use wireless and participate in social networking. While students may consider themselves
online experts, how knowledgeable are they about making themselves and their computers secure? This paper
reports the first half of a two-part study on trust and security. To begin with, we wish to identify factors that
students consider in evaluating whether or not to trust a website and whether it is secure. This paper reports the
first part of the study and sets up the theoretical framework for the second study.

The paper begins with background information on the constructs of trust and security. We then describe the
results of an exploratory study to identify the factors that students consider when evaluating the trustworthiness
and security of websites. Several themes emerge from this exploratory research.

DEFINING TRUST

Trust has been defined in numerous ways in both the marketing and IT literature. Trust continues to be an
elusive concept, defined and measured in numerous ways. As the study of business exchanges has shifted from
physical goods to services and from bricks and mortar to online, the antecedents and definitions of trust continue
to evolve. Trusting beliefs are often categorized by three attributes -- competence (ability of the trustee to do
what the truster needs), benevolence (trustee caring and motivation to act in the trustee's interests), and integrity
(trustee honesty and promise keeping) (McKnight, Choudhury and Kacmar 2002).

Summaries of the conceptualizations of trust across various disciplines can be found in Gefen, Karahanna and

Straub (2003) and McKnight, Choudhury and Kacmar (2002). To provide some background on this topic, we
briefly discuss trust in the context of marketing relationships.
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Relationship Marketing and Trust

In the marketing literature, trust is identified as key to long-term relationships. Morgan and Hunt (1994)
proposed a general theory of relationship marketing proposing relationship commitment and trust as the key
mediating variables in successful relationships. Variables which were postulated to lead to relationship
commitment and trust included relationship termination costs, shared values, communication, opportunistic
behavior, and relationship benefits. In contrast to examining the nature of a current relationship between buyer
and seller, other marketing researchers concentrated on developing a structure of the process by which a buyer-
seller relationship developed. For example, Dwyer, Schurr and Oh (1987) proposed a framework for
relationship development that was general enough to encompass all types of buyer-seller relationships including
industrial and consumer markets. They postulated that the process evolves through five general phases:
awareness, exploration, expansion, commitment, and dissolution. Priorities of the members of the dyad would
differ depending upon the stage of the relationship.

Initial and Continuing Trust

As noted above, trust is a key component of traditional marketing relationships, and trust factors can change
depending upon the stage of the relationship. It is reasonable to expect that the degree and type of trust factors
may vary in web-based relationships (Ba 2001; Lewicki & Bunker 1996; Gupta, Yadav, & Varadarajan 2009).
This notion is supported in a study by McKnight, Kacmar and Choudhury (2004) which indicated that trust
factors differ in the introductory stage (before an interaction has occurred) and the exploratory stages (after the
consumer has entered the website) of a consumer's experience with a website. In particular, they note that the
bases of trust shift over time. For example, an individual's disposition to trust is a strong factor in the
introductory stage while in later stages the individual's evaluation of site quality is more relevant.

While much of the research involves questioning subjects about their attitudes toward websites with which they
are already familiar, McKnight, Choudhury and Kacmar (2002) note that "initial trust" or the user's initial trust in
the Web vendor — "the period during which a consumer visits and explores a vendor's web site for the first time"
(p-336) is particularly important if the relationship is to continue on to a transaction. Gefen, Karahanna, and
Straub (2003) also note that trust antecedents may differ between those who have had experience (visiting and/or
purchasing from a website) and those who have not.

DEFINING PERCEIVED SECURITY RISK

Most web administrators implement various security technologies on web applications to ensure the
confidentiality and integrity of the information transmitted over the networked environment and the authenticity
of users. These websites usually display specific security information to alert users of the security technology
used. For example, when Secure Socket Layer (SSL) is used for web transactions, a SSL security padlock
appears on the lower right corner of the browser to indicate a secure connection. However, poor web interface
design often confuses users with inconsistent security information. When the security information displayed on
an e-commerce website is confusing, users’ trust in their services might not be correctly aligned with the actual
security level provided by the web site. As a result, various online fraud, such as phishing or identify theft, might
exploit the vulnerability of the users’ inability to recognize genuine web sites.

Perceived security risk refers to an individual’s judgment of how risky a certain computer related activity is. For
example, students might provide their personal information to their school web site since they think that the
school site is very secure and they sense a low security risk on the site. Perceived security risk can be measured
based on the individual’s perceived probability of risk, perceived consequences, and perceived controls (security
countermeasures).

Understanding how individuals perceive the exposure and the effects of risk is considered an important part of
analyzing and managing technology-induced risk (Morgan 1981). However, risk perception of computer security
has yet to be fully studied although the general perception of risk has been found to greatly impact individual
computer decisions (Hardee et al. 2006). Research has empirically verified that higher perceived security control
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is positively related to trust in e-commerce websites (Chellappa & Pavlou 2002; Chen & Barnes 2007; Suh &
Han 2003), users’ intention of purchasing (Bhatnagar et al. 2000; Ranganathan & Ganapathy 2002; Salisbury et
al. 2001; Suh & Han 2003) and in willingness to use online banking (Liao & Cheung 2002).

METHOD

In order to explore the factors that students consider when evaluating whether or not a website is secure and
trustworthy, we developed a short online questionnaire. Two undergraduate marketing classes in the U.S. were
directed to complete an anonymous online survey about their Internet experiences. The survey was done during
class time and framed as an example of marketing research and demonstration of an online survey software
(Qualtrics.com). The order of questions on security and trust were reversed for half the sample to eliminate
order bias. There were two sections of questions. In part one, students were asked to list the five websites they
use the most and why they go to these sites. In part two of the survey, they were asked several open-ended
questions: (1) When would you trust a website? What are the signs and indications of a trustworthy website?; (2)
Other than looking at the website itself, how else do you evaluate the trustworthiness of a website?; (3) How do
you know a website is secure (i.c., your information is protected)? What are the signs and indications of a secure
website?; (4) Other than looking at the website itself, how else do you evaluate the security of a website? After
completion of the online surveys, students were debriefed and given the opportunity to comment on the study.

The authors of the study plus a graduate business student independently categorized the open-ended comments
on security and trust and categorized them into themes. These were discussed and a consensus was reached on
the themes.

RESULTS

A total of 53 students responded. Students were junior and seniors with an average age of 21.5. Seventy-four
percent of the sample was female. The top three categories of web sites listed were search engines (e.g.,
google.com, yahoo.com), social networking (e.g., Facebook, Twitter, Linkedin) and entertainment (e.g.,
youtube.com, hulu.com, perezhilton.com). Table 1 lists all of the categories of the respondents' most visited
websites.

Table 1: Frequency of websites most visited

Category % and count
search engine 29.4 % (78)
social networking 29.4 % (78)
entertainment 12.1% (32)
school 10.9% (29)
news 10.9% (29)
retail shopping 7.9% (21)
financial services 4.2% (11)
Research 1.5% (5)
sports 1.5% (4)
travel .075% (2)
blog .038% (1)
food .038% (1)

There was a wide range of responses among students as to how they evaluate the security and the trustworthiness
of a site. We obtained about the same number of responses for trust and security, (99 and 97 comments,
respectively). Interestingly, several students wrote that they had no idea how to make an evaluation of security.
Four themes were derived from the open-ended comments on evaluating online trust: (1) previous experiences,
(2) reputation, (3) web context, and (4) perceived security. Five themes emerged from the open-ended comments
on evaluating online security: (1) web context, (2) environment, (3) reputation, (4) experiences from others, and
(5) perceived privacy. Examples of these themes are presented in Tables 2 and 3.
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Table 2: Categorization of student trust comments & representative responses

PREVIOUS EXPERIENCES

e Popularity & references (friends’ experiences, other sites, newspapers, billboards)

"[ trust it when it is popular and has been rated trustworthy and my friends have used it"

"Word of mouth and television or the news"

e Own past experiences

"[ have used it before and turns out that they are trustworthy"

REPUTATION
e Reputation
"Brand recognition usually is a big part"”
"A company that has a good reputation. If I wouldn't shop there in person, I wouldn't online."
"[ just look for well known names when I put important information on websites. If I know the
site is not well known, then I refrain from putting any information there."
o  Credibility
"... its credibility amongst everyone and their competitors"
"Signs on a trustworthy website could mean having a .gov or .edu ending, and having

little or no ads or spam"
"if the website has good advertisement on the train or on billboards or if you hear

about the new website on tv or read it on the newspapers"

e Longevity
"[ trust websites that seem to be well established and seem to have maturity"

"How long they have been around and if so far they have been useful and safe"

WEB CONTEXT
e Appearance (color, format, advertisement)

"The website to me has to look legit. Little things such as the advertisements on the
website, the format of the website, the small things that websites like to put at the bottom of
their sites. I have to really search through a website to see if it seems legit to me or not. Many
times I can tell right off the bat that a website is phony or untrustworthy."
"if there are spelling errors then the source is untrustworthy"
"when it doesn't look fake or ask me for a credit card"

PERCEIVED SECURITY

e Privacy (security policy or statement)
"It will tell you that the website never asks for your username and or password and

random times."
"if there are any privacy policies"
e  Security software on one's own computers
"l have Norton which lets me know if a site might be dangerous"
"l evaluate the security of the website by the help of my anti-virus protection warnings and
notifications"
e Authentication
"when they do not ask me to pay to get into the website"
"when it doesn't look fake or ask me for a credit card"
"if a pop window asks me if I would allow it always or temporarily to go to that page or  if
it says that the site is secured"
"when they don't ask for too much information or any at all / no pop ups or viruses occur”
e Perceived security measures; symbol; icons
"the html address bar usually shows a lock and changes color"

"if it has a trusted certificate"

Table 3: Categorization of student security comments & representative responses
WEB CONTEXT
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o Specific security logo: e.g., certificate; security lock in the address bar; https; security
assurance logo

"Usually there is a symbol in the upper right hand corner of my browser that looks like a

lock if the website is secure. Also there are sometimes things at the bottom of a website that
let you know if it's secure.”

e Popup screen (indicates less security)

"if it is not secure, my computer pops up a notice that asks if I would like to continue / anti
virus protection pops up with a notice saying it can harm your computer then I do not use
that site"

ENVIRONMENT
e Anti-virus software/computer/firewall

"if it has a firewall protection, or also if it asks you for a username and password and an
email"

REPUTATION

e Reputation

" a well-known reputation for being secure"

"What other people say about it"

e (Contact information of sites

"Many times the websites I use that hold my information are ones that are linked to big
companies such as T-mobile or TD Bank so I know that if anything every went wrong I could
just call the company.”

EXPERIENCES FROM OTHERS

e Popularity & reference (e.g., search engine, friends’ experiences, own experiences, user
review, customer comments)

"I only use websites that I am familiar with when putting my personal information through
the website."

"I never questioned a website unless I had never heard of it before. I feel like if everyone
else is safe when using it, and the website is legally allowed to have our information, then it
should be safe."

"Google the website itself and see if it's a scam or trustworthy."

"l don't know if they are secure or not , but I guess they are since my friends are using them"

"[ just feel the Big Name Ones are definitely would be secure. e.g. Google, gmail”

PRIVACY
e Privacy options and policies

"a note will state that its secure, however you're taking a chance regardless"

"Typically websites, depending on their content, will not ask for personal information to
simply browse the website. If I go onto a website and it instantly asks for information
before I can access the content I leave.”

""the privacy policies that they ask to accept or decline once the information is inputted"

The open-ended comments provide evidence of considerable overlap between trust and security. Perceived
security was listed as a way to evaluate the trustworthiness of site. On the other hand, trustworthiness was listed
as an indication that the site was secure. The design of the website itself, for example a security padlock symbol,
was considered both as an indicator of trust and of security. Prior experience, word of mouth, or
recommendations from third party sources were also listed by the respondents both as signs of trustworthiness
and security. While the academic literature clearly differentiates the constructs of trust and perceived security, it
may be that student online users do not make these distinctions in their evaluations. Alternatively, it may be that
the stage of the relationship predicts which factor, trust or security, is more prominent. The literature points to
security as a basis of trust, but a reciprocal relationship may exist in that established trust makes one feel secure.
Based on this exploratory study and a review of the literature the following research questions arise:

RQI: Perceived security has a greater positive impact on trusting belief for an unknon site relative to a known
site (a new relationship).
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RQ2: Trusting belief has a greater positive impact on perceived security for a known website relative to an
unknown site( an established relationship).

DISCUSSION AND FUTURE RESEARCH

This exploratory study provides insight into how students think about trust and security in an online
environment. Because undergraduate students belong to a cohort that uses the web extensively for everything
from social networking to shopping, it is important to understand how they protect themselves. Surprisingly,
very few students could identify indicators of objective online security (such as the security padlock symbol).
Many rely on word of mouth and some simply wrote that they had no idea how to evaluate security. As both
consumers and future online business managers, it is important that students understand how to evaluate the
trustworthiness and security of websites. From an educator's point of view, one future research question is how
best to train students about online security.

Our results indicated that students relied on word of mouth and recommendations to evaluate trust and security.
While well known companies can benefit from established brand equity and positive word of mouth, start-ups
and less well known businesses may need to more carefully consider website design that will signal trust and
security to new customers.

Our sample for this study consisted solely of U.S. students. However, research indicates that culture impacts
privacy concerns, individual risk perception and perceived trust. For example, it has been argued that
collectivists are less concerned about privacy than individualists (Milberg et al.1995). Culture also has an impact
on individual risk attitude and risk perception (Weber and Hsee 1998). In addition, Aldiri et al. (2008) showed
that initial trust differed across two cultural settings while Cyr et al. (2005) suggested that culture influences the
perception of trust. Gefen et al. (2005) showed that culture impacts the relationship between trust and perceived
usefulness. Srite and Karahanna (2006) examined the moderating impact of national cultural values on
technology acceptance, finding that the relationship between perceived usefulness (utility) and intention is
moderated by culture. Future research studies should also look at cultural values and their potential moderating
influence in evaluations of trust and security in different online scenarios (e.g., shopping and social networking).

A limitation of our exploratory study is that we did not specify that the respondents consider a well known and
an unfamiliar website when they answered the questions about trust and security. Future research using
experimental design will be needed to examine the research questions posed in the prior section regarding
perceptions of trust and security with familiar and unfamiliar websites.
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ABSTRACT

The use of the Internet along with a range of other information and communications technologies (ICT) is
transforming how business is done locally and globally. The effects are sometimes dramatic in developed
countries. There are even a growing number of examples of the use of ICT for electronic commerce (e-
commerce) in developing countries. The effects to date, though, are small compared to what is expected to occur
in the next decades. Forecasters all agree that how business is done will be profoundly affected by ICT, i.e., they
do not agree on what the exact effects will be. They face obstacles and constraints specific to the developing
countries in which they operate such as higher costs to access the Internet and language barriers. A recent
survey by that we conducted found that one of the major obstacles to using electronic commerce was lack of
understanding of electronic commerce techniques and the technology needed to use it.

INTRODUCTION

Electronic commerce is about doing business electronically. It is based on the processing and transmission of
data, including text, sound and video. It encompasses many diverse activities including electronic trading of
goods and services, online delivery of digital content, electronic fund transfers, electronic share trading,
electronic bills of lading, commercial auctions, online sourcing, public procurement, direct consumer marketing,
and after-sales service as supporter by Lee M ,et al,2001 and also McKnight et al, 2002. E-commerce is broadly
categorized under four main areas of activity which includes business-to-business (B2B), business-to -
government (B2G), business-to-consumer (B2C) and consumer-to-consumer (C2C). Magee M (2002) defines
electronic commerce, as the use of ICT in any way that improves a SME’s relationships with customers or
suppliers. This includes actually transacting business electronically which encompass issues like placing orders,
invoices, shipment documents, finding potential customers and suppliers, offering entirely new products and
services and more. These changes may mean more international business, but not necessarily. Rose B, et al
(2002) and Urban G, et al (2002) also supports e-commerce as it may be easier and make much more sense to
focus on domestic markets.

OBJECTIVES

The major objective of this study was to explore e-commerce associated infrastructure, socio- economic as they
relate to Zimbabwe as a developing nation with consideration to all the government efforts to improve IT in all
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sectors of the economy. We also looked on successes and challenges that are currently being faced by small to
medium enterprises when they want to effectively make use of e-commerce to its fullest advantages. We also
make some recommendations on what should be done to improve the current status of ecommerce in developing
nations since the face similar problems regarding to their strive towards achieving the benefits for e-commerce

RELATED WORK

In advance economies the use of e-commerce has become a prerequisite for competing well in

markets, for dealing with other business partners and customers. Dell, which is a computer company, also sells
its computers and various accessories online.Amazon.com is a very popular web based seller bookseller but
currently it is now using making very huge profits not by selling books but also by reselling its underlying
infrastructure to other companies even its competitors. This is idea of e-commerce is still in its infancy in
developing nations due to the fact that legislative in place are not favourable to e-commerce like high import
duties of IT equipment needed. Customer (business or consumer) expectations are changing. These effects may
be less apparent in developing countries today, but are stark business reality in the markets in which businesses
in developing countries strive to participate. SMEs in developing countries contribute about 70% of employment
and the government in developing nations should seriously consider improving this sector to realise its full
potential benefits. McKnight ,et al (2001) said a business in a developing country might be able to use an e-
marketplace or even internet searches to figure out market prices for one of its products so it can compete better
and win new customers from internationally established companies. Many SME’s can also gain a competitive
edge by using the Internet well to do market research, find information on competitors and track down leads for
new customers, or provide better customer support. Several governments in developing countries are now
implementing and or planning e-commerce projects of their own for public procurements, e.g., Romania, and
Chile as supported by Rose B, et al (2002).

Although a number of e-commerce activities are emerging in most African countries, its growth has been slow
for a variety of reasons, including low levels of Internet penetration and limited communication infrastructure.
Many Africans are still unaware of the opportunities offered by e-commerce. The African private sector consists
mostly of small, medium, and micro-sized enterprises (SMEs) and the informal sector. Travicia B (2002)
conducted a similar study on Mozambique shows that e-commerce and e-business do not formally exist in
Mozambique. The major obstacles include lack of suitable legal framework and security instruments, inadequate
banking systems, poorly developed telecommunications infrastructure, especially beyond urban areas, and high
rates of illiteracy. Twenty companies out of 66 surveyed have websites and this low proportion by world
standards was considered a barrier for e-commerce and e-business development. Much still needs to be done to
encourage e-commerce in Africa. Lee, et al (2001) noted that the key steps include the rapid development of
human resources, greater attention paid to e-literacy among citizens and activities to build capacity, particularly
to provide a skills base among SMEs for ecommerce. Governments should encourage business start-ups and
incubation projects that advance this activity, including through public-private partnerships, and to pay particular
attention to getting women engaged in e-enterprises.

DESIGN AND PROCEDURE

We developed a questionnaire to collect data from the selected organisations. It contained questions designed to
collect information on demographics, internet usage, and e-commerce activities which includes how frequency
of commerce and type of purchase, means used for purchase, transaction experience, and perceptions of e-
commerce in Zimbabwe including the challenges and success of e-commerce of the selected SMEs some does
not have websites and other have. A case study approach was used to perform a detailed study of thirty
companies. In order to yield the most generalisable result, the subject companies were selected from different
industries. This study also used the following 2x2 matrix, based on business focus and business format, to guide
the selection of successful Zimbabwe e-commerce companies. We conducted interviews with the IT experts in
these companies and academics who are involved in e-commerce business. Based on the response we managed
to classify the successful companies in the 2*2 matrix below
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Table 1. Types of e-commerce

B2C B2B
Online based Hotels circle cement
OK
Traditional based Bus Transport services shops

Table 2: Description of the type of industry

Name of company Nature of industry Description

Rainbow Towers Online tourism industry Successful online tourism

Pioneer Transport Online transport company Bus company

Circle Cement Online cement manufacturing provides cement to construction

company industry

OK Zimbabwe Retail company Food retail company

Lobels Confectionery company Makes all confectionery related
goods

Afrosoft Software development company | A successful software
development company

We asked our study participants about their clients internet usage to identify their familiarity with technology
and their access to internet, and their e-commerce participation to determine their ability, that is, access to type
of medium used for payment which includes possession of visa cards to make payments online and whether they
purchased any goods/services, using e-commerce, in the current years and previously and if so how often. The
participants who responded that their clients used visa cards to make payments online were asked as to how
frequently they make their purchases, they type of products or services which they usually buy with their visa
and also the highest total value of their single purchase. They were also asked as to whether their clients were
buying these products or services in Zimbabwe or abroad and also to list other payments options which are
available apart from the use of their visa cards. They were also asked about their clients’ reasons for utilizing e-
commerce and their rate of their overall satisfaction with the activity and to provide unstructured comments on
what they consider to be impediments to the development of e-commerce in Zimbabwe and also to provide a
detailed feedback on the overall perceptions of the Zimbabweans in using technology as a means of trading and
selling. There was also a section on the questionnaire which asked for respondents to reply if they also accept
payments by visa cards from their customers or they traded in hard cash. The unstructured section of the
questionnaire and the follow-up unstructured interviews were used to further explore and to identify perceptions
on positive and negative aspects of ecommerce in Zimbabwe as it currently exits, future of e-commerce in
Zimbabwe, and any other issues that we might have overlooked and include in our questionnaire. These
comments, in some cases, provided additional information, and in others, reinforced the previous responses and
strengthened the data we collected through other questions.

RESULTS AND DISCUSSION

The following section describes the success and challenges which are noted on e-commerce.

©Copyright 2010 by the Global Business and Technology Association 105



Up to date and convenient Websites

All companies developed websites to provide convenient online shopping/business purchasing

to their customers. Website access was quick. All subject companies offered large product/service selection, and,
thus, designed their websites to be easy to navigate and product/service information was easy to find. Online
transaction processes were intuitive involving only a few steps with clear instructions. In addition, all business to
commerce subject companies offered a variety of payment methods to customers. The majority of Zimbabwe
online consumers were not credit card holders. At the same time, they were still cautious about using their credit
cards online. Rainbow Towers hotels and OK Zimbabwe, for example, offered a variety of payment methods
including e-payment, money transfer, pay through cell-phone, and pay at delivery. Business to business subject
companies’ websites also provided value-added services, such as creating sale reports and downloading product
documents for clients.

High cost and unreliable internet connection

While there were several web-hosting companies in Zimbabwe to choose from, the quality of internet connection
was generally still unreliable. Also the prices of accessing internet are still very high compared to other countries
in the region. They about double the prices offered in the region. There are also frequent power cuts which are
not scheduled and this in the end do not just hurt Zimbabwean e-commerce ventures more than visitors not being
able to access the websites. Companies lost credibility and potential sales. According to Circle Cement, dealers
wasted 60% of their time on communication from end-to-end due to the slow speed of the internet. All visited
companies also pointed out that they carefully selected internet service provider/web hosting companies like
ComOne and ZimOnline which they do believe are capable of offering reliable uptime, large bandwidth, and
database technologies that could handle multiple entries and that offered strong technical support. Successful
Zimbabwean online merchants also looked at the popularity of web hosting companies to ensure that they had
sufficient members and a steady growth of new members thus it is on paramount importance to offer excellent
services to the clients. It has also been noted that it will be good for companies to use more than one web hosting
company so that if one fails to provide service at any moment, another will provide service.

Compromising of privacy and online security

With the increasing frequency of online fraud even taking place in developed nations, the major concern of
Zimbabwean customers was whether an online buying was trustworthy and had the capability to protect credit
card information from online intruders. All visited companies were quick to say that they offer security to online
purchase which include secure socket which again will be verified by visa. Frantic efforts also have been made
to ensure that issue regarding security will also be documented on the organisational website.

Lack of strong Information Technology capability and lack of confidence in
e-commerce

Zimbabwe still lacked qualified personnel in information technology (IT) who possessed strong e-commerce-
related IT knowledge and experience. All B2C subject companies were among the early e-commerce adopters,
and, thus, finding qualified IT personnel was a challenge. The few trained IT professionals have left the country
in the last decade because of economic hardship. Also because of the hyperinflation around 10 quintillion
percent in 2008 many clients real purchasing power have been eroded and now they have very low confidence in
conducting even transactions online.

Competitive prices and promotion

The majority of clients in Zimbabwe like to bargain therefore they tried to lure customers to their websites by
constantly offering competitive prices and/or special promotion. For example, OK Zimbabwe offered different
online promotions that were different from retail stores’ like Spar and TM to encourage customers to do
shopping with them by offering guarantee-lower-price merchandise. According to the General Manager OK
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Zimbabwe he said that first time customers were usually concerned about the risk of online shopping on an
unfamiliar website. The company used low prices and special promotions to offset the risk of online shopping
and expedite consumers’ buying decisions. After customers had positive experiences with OK Zimbabwe, they
were more likely to come back. In fact, the company had over 50% return customer rating. Competitive prices
and promotion also played critical roles in B2B e-commerce. It was more convenient for clients to place orders
through a familiar sale force, and they could negotiate prices.

Offering large product selection and availability

All visited companies provided a large product selection, so Zimbabwean customers were more likely to find
what they are looking for on their websites. However, a large product selection will mean nothing if products are
not available. For B2C subject companies, the convenience of purchasing products at retail stores in
Zimbabwean made the product availability critical to their success. Product availability was also critical to the
success of all B2B subject companies. According to OK Zimbabwe, product availability was critical to its online
service since the majority of online vendors because they needed merchandises immediately. An online ordering
service allowed them to place an order at any time without waiting for a sales person.

Time frame order fulfilment

One of the major concerns of Zimbabwean customers was whether online orders would be delivered in a
promised timeframe. In many cases, merchandise was used as raw material or resold to clients’ customers. If
products are not delivered as scheduled, clients will lose business. The researcher found that delivery service
could be a major challenge for business to business ecommerce ventures due to the inefficiency of Zimbabwe
logistics infrastructure. Moreover, third party logistics providers in Zimbabwe were expensive, and only large
B2B organizations could afford their services. OK Zimbabwe had its own logistic networks, which allowed them
to deliver merchandise around the country within a promised time frame. Otherwise the majority of SMEs are
still having a problem of delivering the product or service to the client in an agreed time frame.

Building customer service and customer relationship

Service plays an important role in any society. Customer service is used by Zimbabwean businesses to build
personal long-term relationship with customers. Having strong customer relationships allows them to develop
customer trust and create customer loyalty. According to the sale manager of Rainbow Towers Hotel customers
felt that they developed connection with the company by talking with a customer service, which, in return,
provided them with extra care and better offers. In most B2C and B2B subject companies, a call centre and an
online chat were common methods used to provide support. Rainbow Towers Hotel, for example, called first
time customers to ensure that they felt comfortable with the company’s online service. When clients had any
problems using their websites, the companies immediately assisted them through a phone call. Besides the call
centre, Rainbow Towers Hotel used the MSN chat to answer customers’ questions ordering processes, and return
policy, and to build customers’ confidence in its online service. The researcher observed that customer support
and strong relationship with clients helped business clients facilitate adoption and implementation of an e-
commerce system. In many cases, an online service often required some degree of systems integration with
clients’ backend systems and/or required clients to change their business practices, such as procurement
processes.

CONCLUSION

The market ultimately drives e-commerce development, but it is the private sector that fuels it. Government
should provide incentives to encourage widespread e-commerce use by SMEs. An “e-SME development
program” in which various sectors can provide technical assistance to SMEs to promote ecommerce uptake, can
also be developed. Banks, financial lending and training institutions, and corporations should be encouraged to
develop “SME desks” that will address the specific needs of SMEs. Government can also design and establish a
legal and judiciary framework that provides for minimum standards of and requirements for transparency,
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impartiality and timeliness. While in many developing countries this may be a very ambitious goal, in the
medium term SMEs may use self-regulated codes of conduct covering, for example, return policy, data
protection, and acceptable forms of content, that are applicable within associations, cooperatives or their
respective groups of peers and e-entrepreneurs. It is important to have not only a rating system but also an
enforcement regime that people trust.
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ABSTRACT

Research evidence has tended to trivialised the influence of demographic variables on survivor qualities
after downsizing. This study examined the influence of age, educational level and years of experience on
survivor quality components (attitude, commitment and motivation) after downsizing in selected manufacturing
organisations in an economically unstable environment. One hundred and fifty survivors (n = 150) participated
in the study. Using the no intercept multivariate multiple regression analysis, results showed that age and
educational levels influenced survivor attitudes; age, educational level and years of experience influenced
survivor motivation and commitment. Suggestions for the effective management of survivors after downsizing are
provided.

INTRODUCTION

Business challenges caused by increased oil prices, political instabilities and HIV/AIDs necessitate
organizations to look for strategies intended to reduce expenses, enhance performance, and maximise
productivity in order to remain competitive (Taylor, 2008). The most cost saving strategy adopted by
organisations in response to the challenges is to reduce expenditure on manpower through downsizing.
Downsizing is a deliberate organisational decision to reduce the workforce in order to increase organisational
performance. Its adoption as a business strategy is based on the notion that ‘lean means better’. The result is an
organisation with a small group of workers known as survivors who are expected to increase the organisation’s
competitive advantage (Noer (2001). However, a grave problem of survivor quality arises. Survivor quality is
defined as the survivors’ attitude, commitment and motivation in the new work situation after downsizing
(Vinten & Lane, 2002). It is viewed as a critical component in guaranteeing increased productivity and long-term
growth and productivity after downsizing (Littler, Wiesner & Dunford, 2003). Often management overlooks the
psychological effect of downsizing in terms of survivor quality when, in actual fact, downsizing leaves the
survivors frustrated, anxious, resistant and with the “wait and see” attitude, a scenario also known as ‘survivor
syndrome’ (Kusum, 2004; Vinten & Lane, 2002).

There is no doubt that while organisations adapt to the new and often challenging environmental changes
through downsizing, planning for the process is critical in order to avoid ‘survivor syndrome’. The planning
process should take into account factors that affect survivor qualities. Documented evidence shows that survivor
qualities are can be affected by organisational factors such as downsizing strategy, communication style and
rewards given to victims (Kusum, 2004). Thus, survivor qualities undergo some change as downsizing begins or
after it ends (Frydenberg & Lewis, (2002). However, not much is known on whether certain individual
demographic factors also contribute to survivor qualities in the aftermath of downsizing. The likely strong link
between certain demographic variables and survivor qualities after downsizing is the key interest of this study.
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The study explores the influence of specific demographic variables on survivor qualities of attitudes,
commitment and motivation with a view to identifying the extent to which these variables are predictive of
survivor qualities.

Theoretical Framework

Survivors reactions to downsizing, which in turn influence their survivor qualities is grounded in the
organisational justice theory (Greenberg, 1987), and the attribution theory (Weiner, 1995). Organisational justice
is defined as employees’ perceptions of the fairness with which they have been treated by an organisation
(Campbell & Finch, 2004). The theory focuses on perceptions of fairness in organisations, by categorising
employees’ views and feelings about their treatment and that of others within an organisation (Saunders &
Thornhill, 2003). Three types of organisation justice theory have been identified in literature. Perceptions about
outcomes of decisions taken form the basis of distributive justice (Campbell and Finch, 2004), perceptions about
the process used to arrive at decisions to downsize form the basis of procedural justice (Cropanzano &
Greenberg, 2001) while perceptions about the quality of the interpersonal treatment that an individual receives
during the enactment of organisational procedures form the basis of interactional justice (Campbell & Finch,
2004). Within the downsizing context, organisational justice perceptions might be influenced by an individual’s
demographic characteristics which in turn influence survivor qualities of survivors. Attribution theory provides
another framework for analysing potential influence of demographic factors on the reactions of employees who
survive organisational downsizing. Attribution theory focuses on causal attributions — subjective thoughts about
the causes of a given outcome and their link to affective and behavioural reactions. Downsizing involves major
changes for the individual and the organisation as a whole. Such a situation is likely to lead to emotional
reactions on the part of the individuals at the nexus of the event (Mossholder, Setton, Armenakis, & Harris,
2000). Emotions arise from the way a person appraises a given situation. One type of appraisal known to
contribute to an emotional reaction and, which may play an important role in the context of downsizing is
attribution information, that is, information concerning the reasons underlying the given outcomes. Within the
downsizing context, such appraisals might vary according to specific demographic variables among survivors
and the net effect is on the nature of survivor qualities.

LITERATURE REVIEW

Although the influence of demographic variables on survivor qualities after downsizing has not received much
attention in literature, evidence inferred from the limited but related studies suggest the existence or non —
existence of a relationship between the two. For example, age differences in commitment levels have been
reported by Finegold, Mohrman and Spreitzer (2002). Sronce and McKinley (2006) found that age increased the
perception that downsizing is financially effective and reduced the perception that downsizing is inevitable. In
addition, for those organisations that had experienced several previous downsizing, oldest employees were found
to be more positive to organisational change (Ursin & Eriksen, 2004). This is in contrast with the popular belief
that younger employees want change and the older ones are conservative and are afraid of changes (Svensen,
Neste, & Eriksen, 2007). These studies seem to suggest that age can play a very important role in how survivors
might react to downsizing. That being the case, however, the question that remains is whether age alone can
influence survivors’ reaction or the influence is mediated by other variables within the downsizing context.
Therefore we hypothesise that:
H1: There is significant influence of age on survivors’ attitude, commitment and motivation after downsizing
For organisational commitment, researchers have found that educated women expressed significantly
higher commitment to the organisation than men (Loscocco, 1990), significantly lower commitment than men
(Marsden, Kalleberge & Cook, 1993) and similar levels of commitment with men (Aven, Parker, & McEvoy,
1993). On the other hand, Glisson and Durick (1988) reported that older, less educated men and women with a
greater sense of competence had higher levels of organisational commitment. This suggests that, probably, given
the same history and equal vulnerability, less educated men and women react similarly to organisational
downsizing. Sronce and McKinley (2006) reported that higher levels of education reduced the perception that
downsizing is financially effective and increased the perception that downsizing constitutes a breach of the
employment contract. These results are consistent with the notion that older, better educated employees are more
skeptical about downsizing (Svensen, et al. 2007). Thus, we hypothesise that:
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H2: There is a significant influence of education on survivors’ attitudes, commitment and motivation after
downsizing

Some studies (Iverson & Pullman, 2000) have found that age and tenure have a negative relationship
with voluntary turnover. The finding supports the notion that tenure on the job can have a significant impact on
individual’s job-related attitudes such as job satisfaction and organisational commitment. When an individual
has been on the job in the same company for a long time, his/her investments in the organisation (sunk costs)
may be greater than someone who has been on the job for a shorter period (Lim & Leo, 1998). Thus, in the
context of downsizing, older employees might tend to believe that they have invested so much effort and time
and therefore adjust their expectations and accept the fact that opportunities are limited. As a result, their
commitment levels are likely to be very high. In contrast, younger employees might show high intention to
leave, based on the explanation that they have reached a stage in their career where they have experienced
frustrated ambitions and may perceive that they have acquired the work experience and skills which will make
them employable elsewhere (Lim & Leo, 1998). Our developed hypothesis was that:
H3: There is a significant influence of years of experience on survivors’ attitude, commitment and motivation
after downsizing

The present study’s findings should enhance our understanding of human resources policies and
practices on downsizing that are meant to improve survivor performance after downsizing. Although much of the
literature on demographic variables in the context of change is overwhelming, it has tended to trivialise their
influence on survivor qualities after downsizing (Spalter-Roth & Deitch, 1999). Similarly, interest with
demographic variables and downsizing has been on controlling their effects when investigated with other
variables (Willcoxson, 2006). This has not resulted in any cumulative body of knowledge since it fell short of
exploring the influence of individual demographic variables on survivor qualities after downsizing in developing
and unstable contexts in Africa. Therefore, the present study will add to the body of knowledge by attempting to
further fill this gap and providing some empirical evidence from a developing and unstable context.

Objectives of the study

e To determine survivors’ levels of attitudes, commitment and motivation after downsizing;

e To determine the influence of age, educational level and years of experience on survivors’ attitudes,
commitment and motivation after downsizing, and

e To formulate recommendations to downsizing planners in terms of survivor quality management.

METHOD

Data collection: Four months before the actual data collection, permission was sought from the 13
identified downsized organisations. The selected organisations had downsized in the previous year or two to
ensure that survivors still had the memory of the downsizing event. Only downsized manufacturing organisations
that employed 50 or more people and had clear organisational structures were selected. Data was collected using
questionnaires administered by the Human Resource person from each organisation to ensure generalisability to
the target population with a minimum margin of error. In each participating organisation, the instrument was
administered on randomly selected survivors. Clear instructions were given to the human resources person
regarding how the respondents were to complete the questionnaire. Data was collected over a period of three
months and the contact person in each organisation would make a follow up every other week.

Sample: Survey data was collected from survivors in the 13 identified manufacturing organisations that
had downsized in Zimbabwe. An adjusted sample size of 226 was determined based on Saunders and Thornhill
(2003) recommendation that where the population of the study is less than 10 000, a smaller sample size can be
used without affecting accuracy. A total number of 500 questionnaires were distributed, 100 in each of the city
or town where the identified organisastions were located. A follow up of the questionnaires showed a marked
increase in the total response rate from all the towns and cities from the first month 42(18.6%) to the third
month 64(28.3%). At the end of the data collection phase, the total number of the completed questionnaires was
150. Given that the determined adjusted sample size of the study was 226, the final sample figure of 150
represented a response rate of 66.4%. In the sample used for the study, close to 95% (140) of the respondents
were black and 122 (82.4%) were males. About half of the respondents were in the 31-39 years age group
followed by about 35% (53) being older than that. The respondents were not equally distributed according to
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educational level with 133 (91.7%) who had at most diploma level education. Five respondents did not provide
their educational levels. The majority 93 (62.4%) of these respondents had at least 11 years experience with the
organisation while 16 (10.7%) had less than three years and the rest had between 4 and 10 years experience.

Measures: The measures for the study’s variables, their sources, and the alpha of the current sample are
shown in Table 1. The questionnaire was divided into nine sections, A to I. Section A dealt with the
classification of respondents (biographical details) and contained a nominal scale of measurement, using eight
categorical variables. Aspects covered included: position in the organisation, educational level, age, race, gender,
language, and years of experience with the organisation. Sections B to I had variables measured on a numerically
5-point Likert scale. The verbal scale utilised in each section differed according to how the main instructions
were worded.

Table 1: Questionnaire Measures (Sources and Coefficient alpha)

Section Study variables No. of Source of Scale Cronbach's
Items alpha
B&C Job Security 20 Ashford, Lee and Bobko (2000) 0.85
D Control 3 Ashford, Lee and Bobko (2000 0.75
22 Smith, Kendal and Hulin 0.89
E Satisfaction (1965) cited in Schwepker
(2001)
F Involvement 11 Lodahl and Kejner (1965) cited 0.71
in Reeve and Smith (2008)
G Future plans 3 Bluedorn (1982), Lucas (1985) 0.89
H Commitment 13 Bagraim (2004) 0.85
I Motivation 10 Hackman and Oldham (1975) 0.88
cited in Ryan (1989)
Total number of items 82

As shown in Table 1, the within-section Cronbach’s alpha coefficients were quite high with the lowest
being 71% detected for the job involvement section. This is evidence that each section clearly dealt with a single
issue/aspect. Therefore, survivor attitude, commitment and motivation were derived from the original variables
generated from the questionnaire based on results of a reliability analysis of the instrument.

DATA ANALYSIS, RESULTS AND INTERPRETATIONS

Measures of Central Tendency: The derived variables of attitude, commitment and motivation were
measured on a continuous scale within the interval [1; 5] while all demographic variables were categorical. In
order to determine the attitude, commitment and motivation levels of survivors after downsizing (objective 1),
measures of central tendency and dispersion for the responses of each variable were computed. The results of the
analysis are shown in Table 2.

Table 2: Means, Standard Deviations and Confidence Intervals

Variable N Mean Std Dev Lower 95% Upper 95%
CL for Mean CL for Mean
Survivor attitude 103 2.8924 0.3935 2.8156 2.9694
Survivor commitment 128 3.3201 0.7189 3.1944 3.4458
Survivor motivation 139 3.4187 0.7976 3.2849 3.5525

As shown in Table 2, the mean survivor motivation score of 3.4 was the highest, while survivor
commitment and motivation were found to be average to satisfactory as reflected by 95% confidence intervals of
the mean scores contained within [3.1,3.5]. Survivor attitude on the other hand was average as shown by a
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central 95% confidence interval of the mean score of [2.8, 3.0]. Higher mean scores reflect higher reported
levels of the variable.

Regression Analysis: In order to test the hypotheses of the study, the derived measures of attitude,
commitment and motivation were compared with demographic characteristics. The sample used was biased
towards the variables race, gender and language hence they were not used in the study. This left educational
level, age and experience as the only potentially interesting biographical variables. These demographic variables
were considered as potential predictors of survivor attitude, commitment and motivation. At 5% level of
significance, the no intercept multivariate multiple regression analysis was used to test for the significance of the
effects of these demographic variables on survivor attitude, commitment and motivation. The results are
presented in Table 3.

Table 3: Results of Multivariate Multiple Linear Regression Analysis

Response Model F p-value Rsq
Attitude 323.00 0.0001 0.97
Commitment 24493 0.0001 0.96
Motivation 214.11 0.0001 0.95

Table 3 shows that the responses attitude, commitment and motivation significantly depended on
biographical variables. High model F values and very small p-values supported by coefficients of determination
greater than 0.95 provide evidence of the significance of the regressions. However, this does not give us the
effects of the individual predictors. This information was determined through estimating the model parameters.

Parameter estimates for survivor attitude: As shown in Table 4, the regression of survivor
attitude on biographical characteristics alone showed that only educational level (t=7.56, p<0.0001) and age
(t=5.61, p<0.0001) have significant effects on survivor attitude and variations in these variables explain 96% of
the variation in survivor attitude. This suggests that educational level and age alone were good predictors of
survivor attitude. As indicated, the respondents’ age had a higher effect than their educational level based on the
magnitude of the parameter estimates.

Table 4: Regression of Survivor Attitude on Biographical Variables

Predictor DF Coefficient Standard t Value Pr > |t|

Variables Error

Education 1 0.35300 0.04670 7.56 <.0001

Age 1 0.50614 0.09023 5.61 <.0001

Experience 1 0.14256 0.07613 1.87 0.0643
F3.01 = 672.90 (<0.0001) ’=0.9569 R%2=09554 n=9%

This means that in the absence or presence of any other variables, age and educational level had a
statistically significant effect on survivor attitude.

Parameter estimates for survivor motivation: The regression on biographical variables as indicated
in Table 5 shows that all the biographical characteristics significantly affect survivor motivation. Variation in
survivor motivation was explained by variation in education (t=6.30, p<0.0001), age (t=2.78, p<0.0066) and
years of experience in the organisation (t=3.06, p<0.0029). This model explains 93% of survivor motivation.

Table 5: Regression of Survivor Motivation on Biographical Variables

Predictor DF Coefficient Standard t Value Pr > |t|

Variables Error

Education 1 0.46 0.07255 6.30 <.0001

Age 1 0.39 0.14019 2.78 0.0066
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| Experience | 1] 0.36 | 0.11828 | 3.06 | 0.0029 |

Fi54 =401.87 (<0.0001) R*=0.9298  R?=0.9275 n=94

Parameter estimates for survivor commitment: Table 6 illustrates that all the biographical
characteristics had statistically significant effects on survivor commitment and that they explained 94% of
survivor commitment. Based on that criterion, biographical characteristics can be regarded as better predictors of
survivor commitment compared to the downsizing strategy. Age had the highest effect of all the biographical
characteristics (t=4.58, p<0.0001).

Table 6: Regression of Survivor Commitment on Biographical Variables

Predictor DF Coefficient Standard t Value Pr > |t|
Variables Error

Education 1 0.32 0.06270 5.13 <.0001
Age 1 0.55 0.12115 4.58 <.0001
Experience 1 0.25 0.10222 2.49 0.0147
F3a1 =499.36 (<0.0001) R*=09427  R?*=0.9408 n=94

Based on the above results, hypotheses 1 and 2 were all accepted. Hypothesis 3 was partially accepted
because experience was not a predictor of survivor attitudes.

DISCUSSIONS AND MANAGERIAL IMPLICATIONS

The main purpose of this study was twofold; (1) to establish the attitudinal, commitment and
motivational levels of survivors after downsizing, and (2) to determine the influence of age, educational level
and years of experience on survivor qualities of attitudes, commitment and motivation after downsizing in an
economically volatile environment. The influence of demographic variables on survivor qualities after
downsizing in a developing context with an unstable economy does not have strong empirical support in
literature.

The results indicate that survivor motivation was high and, survivor attitude and commitment were
average to satisfactory. The high level of motivation shown by survivors in the present study is supported by
motivational studies in the context of change (e. g., Brockner, Grover, Reed & DeWitt, 1992) which explain lay-
off survivors reactions to change as influenced by survivors’ perception of the outcome-input ratio. Thus, the
high levels of motivation reflected survivors’ effort to reduce the feelings of inequity they had experienced when
the process of downsizing was unfolding. The average to satisfactory levels of commitment observed among
survivors is supported by previous studies which point out that there is a positive relationship between justice
perceptions and continuance commitment (Cohen-Charash & Spector, 2001), and affective commitment
(Hendrix, Robbins, Miller and Summer, 1998) after downsizing. Based on these previous findings, the average
levels of commitment could be attributed to survivors feeling that they had made investments in their
organisations and, therefore, the organisation’s decision to downsize was perceived as management’s attempt to
be fair. Survivors showed average to satisfactory levels of attitude, meaning that after downsizing, they were
moderately satisfied with their jobs, moderately involved with their jobs, and felt moderately secure in their
current positions. The literature (Kinicki, McKee-Ryan, Schriesheim, & Carson, 2002) argues that downsizing
makes survivors develop affective and cognitive feelings about their organisations and jobs. The antecedents of
such thoughts and feelings, such as fair interactions might have been addressed, but survivors had a lot of other
reservations about the whole process.

The results presented show that age had an influence on survivor attitudes, motivation and commitment..
Reported literature found that older employees are more positive to organisational change than younger ones
(Ursin & Eriksen, 2004) because they have more work experience. With regard to the effect of age on
motivation, the American Management Association (1996) provided evidence to show that downsizing has an
immediate effect on older survivors’ trust and morale. On the other hand, organisation change studies (e. g.,
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Hitt. Miller & Colella, 2006) have documented that commitment to the organisation is correlated with the age of
employees.

Education had an influence on all the three demographic variables. The results showed that older and
less educated survivors contributed more to attitude level obtained. This contradicts Svensen, et al. (2007) who
reported that during the early stages of downsizing, when controlled for number of years working in the
company, older and more educated employees are more positively involved in their jobs and perceive less threat
to their jobs in the future than the younger ones. Although the relationship between educational level and
survivor motivation has not received that much attention in the downsizing context, related evidence shows that
educated employees are more likely to be motivated to assume job tasks requiring the use of a wider variety of
skills (Glisson & Durick, 1998). In the context of downsizing, this can be interpreted as meaning that survivors
see this as an opportunity to do other tasks previously done by the laid-off, thus enhancing their career. Higher
levels of education have been found to increase the perception that downsizing is financially effective (Sronce &
McKinley, 2006). This might have an effect on survivor commitment in the aftermath of downsizing,.

Years of experience with the organisation was found to have an influence on survivor motivation and
commitment and not on survivor attitude.. Svensen et al. (2007) concur with the present finding when they
found that the employment period had an effect on the development of positive attitudes and motivation to a
change process. Similarly, Marshall and Bonner (2003) found that the number of years a worker had been in the
organisation as well as the age, regardless of whether old or young, was positively associated with commitment.

Managerial implications: This study has a number of managerial implications. Firstly, the results
support the need for managerial knowledge of the environment/context in which downsizing takes place.
Secondly, it is critical for HR practitioners/managers to distinguish the different effects of each of the selected
demographic on survivor qualities. Thirdly, it is a critical managerial responsibility to search for, identify and
decide the criteria, processes and procedures they use when downsizing. Lastly, the results offer leads for
differential and careful treatment of employees of different age, education and experience during or after
downsizing.

Limitations of the study: The study was designed to collect information from those employees whose
organisations had downsized at least two years previously. There was no guarantee for the researcher that some
of the survivors still had the organisational memory of what really took place. Those who participated in the
study were mostly males. This unequal distribution with regards to gender might be problematic since some
other factors relevant to females might have been omitted. Studies have shown that women of a certain age tend
to have continuous work histories and are therefore not vulnerable to lay-off (Kozlowski, Chao, Smith &
Hedlund, 1993). The unique environment where the study was conducted raises questions of generalisability.
Data were collected from manufacturing organisations involved in different business activities. Assuming that
each organisation had developed its own personality and culture, the results could be a reflection of feelings and
perceptions of survivors from one organisation which had more respondents than the others. This means that the
results’ applicability might also present some problems.

Future research might want to look more at other demographic factors and compare the results across
contexts. Alternatively, other individual factors such as personality factors might also need to be considered.
There might also be a need to measure survivor qualities before downsizing.

CONCLUSIONS

The uniqueness and strength of this study is its focus on investigating the influence of age, educational level and
years of experience on survivor quality in a single study in an economically unstable context. In summary, the
paper has directed attention towards a relatively new concept in HRM and organizational behavior —that is,
survivor quality(s). Results have identified key demographic predictors of survivor qualities. It also found that
when organisations downsize in an unstable economic environment, experience does not have an influence on
survivor attitude. Although future research might be welcome in further clarifying the present findings, the
managerial implications are clear as downsizing planners may benefit from instituting policies that focus on
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considering demographic variables when downsizing. The research contributes to the relatively lack of empirical
evidence on the influence of some demographic variables on survivor qualities in the downsizing context.
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ABSTRACT

This study empirically propagates a customer categorisation scheme, which involves classifying customers into
four categories based on facial expressions. The data gathering included on-site visits to three electronic store
chains in Auckland and asking salespeople to individually complete a questionnaire, resulting in 98 usable
responses. The results reveal that the respondents feel that customers can be categorised into specific groups
based on facial expressions, inter alia Browsers, Future Buyer, Potential Buyer, and Buyers. The results further
indicates that each customer category has different types of facial expression. “Browsers” exhibit facial
expressions of anger, sadness, fear, and disgust, while “Future Buyers” seemingly always exhibit neutral facial
expressions, and ‘“Potential Buyers” have surprised facial expressions. “Buyers” are considered by all
respondents to always with satisfied facial expressions. In addition, this study also reveals that demographic
factors do not significantly affect the classification of facial expressions.

INTRODUCTION

Computer Scientists, Ekman and Friesen (1978), developed the Facial Action Coding System that has been used
by computer technologist to detect, recognise, and analyse human faces. For example, Ahlberg and Forchheimer
(2003) presented a face and facial feature tracking system able to extract animation parameters describing the
motion and articulation of a human face in real-time on consumer hardware. Shergill et al. (2008) on the other
hand proposed that computer technology could be used to measure consumer interest. These computer
technologists designed a Computerised Sales Assistant using a computer to analyse customers’ facial expressions
during shopping, and to recognise customer types. These scholars believe that knowing customer types can help
salespeople to improve their ability to allocate their time and produce the best results, both in the interest of the
potential customer and for the business.

Indeed, different facial expressions are related to particular emotions. According to Dalgleish and Power (1999),
particular facial expressions have corresponding emotions. Six basic emotions have been identified; anger,
surprise, disgust, sadness, happiness, and fear (Ekman, 1992). These emotions reflect internal states and intended
actions (Dewey, 1894; Ekman, 1992). Azar (2000), however, disagreed on the extent to which facial expressions
reflect the internal human state. Shergill et al. (2008) believed that facial expressions may not always reflect a
person’s true emotions, but they represent possible indicators of the internal state. On this premise it is
propagated that facial expressions of customers can be analysed to aid salespeople determine who are real
buyers, and who are not.

In the retail market it is generally accepted that salespeople are pivotal roleplayers. As a result of increasing sales
costs, a number of communication approaches have been suggested to reduce the cost of selling, including
telemarketing, direct mail, and demonstration centres (Shapiro & Wyman, 1981). Sujan, Weitz and Sujan (1988)
held, however, that a salesperson’s personal contact with a customer is the most effective method of making a
sale. As a result, the most effective way of reducing selling costs is to increase a salesperson’s productivity by
assisting salespeople to work smarter. According to Sujan, Weitz and Sujan (1988), working smart requires
knowledge on the categorising of customers and the needs of customers.
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Facial expressions has been proposed to classify customers into four groups; browsers, future buyers, potential
buyers, and buyers (Shergill, et al., 2008). These scholars believe that the four customer categories can aid sales
personnel to improve their time allocation ability to produce the best results, both for the prospective customer,
and for the business. Customers can be satisfied through different selling strategies, for example, browsers will
be given more time to look around, as salespeople will provide them with space to browse. The business will
certainly gain more sales, because the salespeople’s effectiveness can be improved through knowledge of the
four customer categories.

Although categorising customers into groups by facial expressions can improve salespeople’s selling skills, meet
customers’ needs, increase gross sales and profits, and be useful for making and checking market segmentation
and positioning strategies (Sharma & Levy, 1995; Shergill, et al., 2008), there is simply no literature on the
empirical examination of the relation between customer types and facial expressions. Most studies on customer
categories use traditional demographic variables, such as age, income, education, occupation, family structure,
ethnic background, gender, and geographic location. For facial expressions, most research focuses on customers’
emotions and psychology, for example, facial movements that are read as expressing emotion originally served
direct adaptive functions in specific emotion-related situations (Parkinson, 2005). In this context it is important
to determine whether: Customers can be categorised by facial expressions; the four proposed customer
categories classified by facial expressions are acceptable; and what the facial expressions are for each customer
category. These questions are essential to the development of the new customer categorisation classification.

RESEARCH METHODOLOGY

This study explores a new customer categorisation scheme — classifying customers based on facial expressions.
The study examines how salespeople categorise customers according to their facial expressions. In order to
conduct this research, a survey was conducted on salespeople who work in electronic stores in Auckland,
specifically Bond & Bond, Noel Leeming, and Farmers electronic stores. The survey was conducted through
face-to-face interviews, with a structured question format, and completed in those electronics stores.

RESEARCH OBJECTIVES

In the literature review section of this report, a new customer facial expression categorisation scheme is
postulated. The purpose of this study is to examine this scheme. In order to clearly and systematically explore
the scheme, four research objectives are developed.

The first of these is testing whether facial expressions can be used to classify customers into categories. Shergill
et al. (2008) proposed that customers’ facial expressions can be read and used to recognise customer types. The
proposition is, however, only based on theories and conceptions. However it is important to empirically test
whether facial expressions can be used to classify customers. The second research objective is the testing of
these four customer categories in the new customer categorisation scheme. Shergill et al. (2008) proposed four
customer categories; Browsers, Future Buyers, Potential Buyers, and Buyers. They held that customers can be
classified into these four customer categories according to facial expressions. The third objective is to identify
what types of facial expressions match each customer category. Although Shergill et al. (2008) developed the
new customer categorisation scheme, the researchers did not state which kinds of facial expression are included
in each customer category, however, this research is important in the application of the new customer
categorisation scheme in the real world. Therefore, it is necessary to identify what types of facial expressions
match each customer category. The last objective is to test whether demographic factors (gender, age, ethnic
group, educational level, and work experience) can significantly affect the classification of facial expressions.
This is essential to store managers and people who conduct training programmes for salespeople, or other
relevant tasks. These people can improve their work quality and effectiveness through knowing the effects of
demographic factors on the classification of facial expressions.

RATIONALE OF METHODOLOGY AND RESEARCH
DESIGN
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The subjects of the research are salespeople who work in Bond & Bond, Noel Leeming, and Farmers electronic
stores in Auckland. Choosing Bond & Bond, Noel Leeming, and Farmers as the research focus is because they
are the most representative electronic stores in Auckland. Electronic stores can avoid some negative factors that
may otherwise affect the results, because of the high price and durability of the products. Negative factors, for
example, impulse purchases, are often made due to special sales prices, free shipping, and holiday or seasonal
promotions (Rook, 1987). There is, however, a drawback in the limited number of subjects. So, improving the
response rate is vital in the study. Fortunately, a face-to-face interview method offers a high response rate
(Dilon, Madden, & Firtle, 1994).

A questionnaire is a cheap and time saving method for the survey. By using a questionnaire in face-to-face
interviews, standardised questions can be asked. Standardised questions make measurements more precise, by
asking different subjects. Moreover, using standardised questions allow for convenient and accurate comparison
among subjects with different attributes. This assists in determining whether respondents with different
backgrounds in areas such as age, gender, or religion, will have different attitudes, or opinion, on the new
customer categorisation scheme. For this reason face-to-face interviews combined with a questionnaire is an
appropriate method for examining the new customer categorisation scheme.

POPULATION AND SAMPLE

Bond & Bond, Noel Leeming, and Farmers electronics stores are the most typical and representative electronic
stores in Auckland. According to the websites of the four electronics stores, there are 11 Bond & Bond, 14 Noel
Leeming, and 17 Farmers stores in Auckland. The population for the study are the salespeople working in the
three electronics stores in Auckland. By surveying staff members in the three electronics stores, approximate 12
salespeople working in each Bond & Bond and Noel Lemming store, and about 6 in each Farmers electronics
store, resulting in a survey population of 402 respondents.

In order to gain reliable results, one third of the population (402/3=134 salespeople) was selected as the sample
for the survey. Further, there was another condition for selecting the sample, which relates to work experience of
the subjects which had to be more than one year. This condition is in order to ensure the quality of the results,
because salespeople who have worked for less than one year may not have enough understanding of customers
and facial expressions.

There are, however, two problems which reduced the sample size. The first problem was that survey permission
could, for various reasons, not be gained from one Bond & Bond store (Glenfield store), one Noel Leeming store
(New Lynn store), and two Farmers electronics stores (Pakuranga and West City store). As those stores’
salespeople could not participate in the survey, the total number of participants was reduced to 124. Another
problem was that, of the 124 responses, 26 responses were eliminated due to excessive missing data in some
questions. The 26 responses did not complete, or only completed part of, the question, which is related to the
most important objective of the research. As a result 98 usable responses were gained by the survey.

DATA COLLECTION METHODS AND INSTRUMENTS

As mentioned, the data collection method was through face-to-face interviews, with a structured question
format. The face-to-face interview method not only increases the response rate, but also improves the quality of
the survey. In the research, 150 facial expression pictures are used as instruments to test how salespeople
classified those pictures with different facial expressions into customer categories. The 150 facial expression
pictures are designed by computer science students who are studying human facial expressions. The picture
samples include six basic emotional facial expressions, neutral, and thinking faces.

The final questionnaire comprises of ten questions and is three pages long. The key objective of the
questionnaire was to test the new customer categorisation scheme proposed in Shergill et al. (2008). A “yes” or
“no” question was used to test whether the salespeople agreed that customers can be classified by their facial
expressions. A 5-point Likert-type scale was used to test the customer categories. In addition, the 150 pictures
were used to determine the facial expression types for each customer category. The questionnaire also included
five questions related to respondents’ personal attributes, being work experience, educational level, ethnic group,
gender, and age.
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ANALYSIS AND RESULTS

All 150 pictures are analysed using similar analysis methods for each demographic factor. The research
identifies the number of pictures with Chi-Square p values bigger than the significance level of 0.05, and the
number of pictures with Chi-Square p values lower than the significance level of 0.05. Only 23 pictures are
shown to be significantly affected in their classification by the demographic factor of gender. Age and ethnic
group only significantly affect 11% (7.3%) of the pictures, respectively. Educational level significantly affects
only 6 pictures, while work experience affects 28 pictures. Based on this data, it can be concluded that the
number of pictures significantly affected by demographic factors (gender, age, ethnic group, educational level,
and work experience) is insignificant. In other words, there is an absolute strength in the number of pictures with
Chi-Square P values > 0.0.5, compared with the number of pictures with Chi-Square p values < 0.005. For this
reason it can be stated that all demographic factors insignificantly affect the classification of facial expression
pictures through the use of Crosstabs and Chi-Square testing. As a result, the fourth objective of the research,
that of testing whether demographic factors can significantly affect the classification of facial expressions, is
achieved. This means that store managers, or people who conducting training programmes or other related tasks
for salespeople do not need to be concerned about the effects of demographic factors when training salespeople
how to recognise customers’ types based on facial expressions.

The Use of Facial Expressions in the Classification of Customers

In this study, the first objective is to empirically examine whether facial expressions can be used to classify
customers. The survey results indicate that customers can be classified by facial expressions. The data strongly
supports the hypothesis that facial expressions can be used to categorise customers. Of 98 valid respondents,
85.7% agreed that facial expressions can be used to categorise customers, while 13.3% of respondents disagreed.
Although no study directly indicates that facial expression can be used to classify customers, some scholars
support the hypothesis that facial expressions are related to customer behaviour. For example, Gerton’s (2003)
study on facial expressions indicates that facial expressions express feelings, intentions, and wishes in the
process of communication. This means that customers’ feelings, intentions, and wishes can also be recognised by
analysing their facial expressions. If customers’ feelings, intentions, and wishes can be recognised by
salespeople, it will be possible for them to determine customers’ needs and the category/type of each customer. It
is therefore clear that Gerton’s (2003) study supports the result that facial expressions can be used to classify
customers.

The findings suggest that salespeople can improve their selling skills by observing customers’ facial expressions,
because facial expressions can be used to recognise customer categories. Salespeople can distinguish whether
customers are buyers, or browsers, by a customer’s facial expressions, and then reasonably allocate their time to
different types of customers. This can improve the work effectiveness of salespeople and the sales of stores.

The Four Customer Categories

The four customer categories — Browsers, Future Buyers, Potential Buyers and Buyers - are agreed with by over
80% of the respondents. This means that the four customer categories are suited to the customer categorisation
scheme — using facial expressions to classify customers.

The results reveal that 87% of the respondents acknowledge the characteristics of browsers are presented as;
killing their own and salespeople’s time, while not being interested in buying, but enjoying wandering through
the store. It was agreed by 84% of the respondents that the characteristics of future buyers are; focusing on
collecting information about a product/service for future purchase decisions. It was agreed by 88% of
respondents that potential buyers have the desire to buy, but need assistance to make purchase decisions. It was
agreed by 83% of respondents that buyers purchase products straight away, without assistance. The
characteristics of the four customer categories differ from each other, and members in each category have similar
characteristics. Two conditions of creating categories are: (1) Members in one category are similar to each other;
and (2) members in different categories differ from each other (Homa, et al., 1979). The four customer categories
are in accord with the requirements for creating categories. For this reason four customer categories are suitable
for the customer categorisation scheme - using facial expressions to classify customers.
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According to the finding that each customer category has different characteristics, salespeople can adopt
different selling strategies for different customer categories. As browsers are not interested in buying and like
killing time, salespeople can leave them unattended so that browsers can have more spare time for browsing. To
serving future buyers, salespeople can offer as much product information as possible, as future buyers are
looking for information to aid their future purchase decisions. Providing information to future buyers is helpful
in reducing the time to make purchase decisions. Due to potential buyers already having some information and
having a desire to buy before they come to a store, salespeople can present product information that potential
buyers do not know, or confirm the features of the product that the potential buyer wants to buy. In the case of
buyers, salespeople can simply provide a good shopping environment, because they are straight buyers and do
not need assistance.

Facial Expressions for Each Customer Category

According to the survey results, the customer category browsers has four different facial expressions; anger,
sadness, fear, and disgust. The finding indicates that customers exhibiting facial expressions of anger, sadness,
fear, or disgust are all browsers. In other words, browsers can be recognised on the basis of these four types of
facial expression. The facial features of anger are frowning and glowering, with eyebrows pulled down at the
centre of the face, wide and glaring eyes, and opened wide mouths showing teeth in a snarl or shout. The most
important facial feature of sadness is that mouth corners are downturned. The facial features of fear are jaws
dropping open, eyebrows rising, and eyes opened wide and staring. The facial features of disgust are a wrinkled
nose, raised upper lip, and frowning eyebrows. Based on the features of these facial expressions, customers with
facial expressions of anger, sadness, fear, or disgust can be recognised, and treated, as browsers.

The survey results reveal that the customer category future buyers has only one type of facial expression, which
is a neutral facial expression. A neutral facial expression means that a person’s facial muscles are relaxed (Kang,
et al.,, 2008). According to Kang at el. (2008), people with neutral facial expressions are not emotionally
influenced by external factors. Furthermore, it is also indicated that it is hard for other people to gain information
from a neutral face. The survey results find, however, that the neutral facial expression pictures are identified as
future buyers. This finding indicates that customers with neutral facial expressions should be treated as future
buyers.

Another finding regarding the relation between facial expressions and customer categories is that the customer
category potential buyers is related to a facial expression of surprise. The facial features of surprise are; curved
and high eyebrows, stretched skin below the eyebrows, horizontal wrinkles across the forehead, open eyelids,
and a dropped jaw. This means that potential buyers can be recognised based on the facial features of surprise.
The last finding regarding facial expressions and customer categories is that the customer category buyers has
the facial expression of happiness. The finding implies that buyers have happy facial expressions and can be
recognised based on the facial features of happiness. The most important facial feature of happiness is that the
corners of the mouth turn up.

The research results reveal that the four customer categories have different facial expressions. Browsers have
facial expressions of anger, sadness, fear, and disgust, and future buyers have neutral facial expressions, while
potential buyers have the facial expression of surprise, and buyers have the facial expression of happiness. These
findings indicate that customers can be categorised into the four customer categories based on the facial features
of various facial expressions. Of course, after the customers are classified into these categories, different selling
strategies can be directed to different types of customers.

The Effects of Demographic Factors on the Classification of the Facial
Expression Pictures

The research results reveal that demographic factors; gender, age, ethnic group, educational level, and work
experience; have insignificant effects on the classification of facial expression pictures. This means that this
classification is not related to demographic factors when salespeople judge which category a customer fits into.
Indirectly, the finding offers some suggestions for salespeople training programmes. Salespeople training
programmes do not need to distinquish between salespeoples of differing genders, age, ethnic groups,
educational levels, or work experience, because these factors do not affect salespeople in their classification of
customers. The finding does imply, however, that salespeople training programmes should emphasize training
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salespeople in how to recognise the six basic emotional facial expressions, based on the features of those facial
expressions. This can improve the work effectiveness of salespeople.

CONCLUSIONS AND IMPLICATIONS

This study empirically examined the new customer categorisation scheme by using facial expressions to classify
customers. The research results confirm that facial expressions can be used to classify customers into categories.
In addition, the research proves that the four customer categories (Browsers, Future Buyers, Potential Buyers,
Buyers) are suitable for use in the customer categorisation scheme. The study also indicated that each customer
category exhibits different facial expressions. Browsers have facial expressions of anger, sadness, fear, and
disgust. Future buyers have neutral facial expressions. Potential buyers exhibit facial expressions of surprise.
Buyers have facial expressions of happiness. The study also reveals that demographic factors do not have
significant effects on the classification of facial expression pictures. For this reason store managers, or
salespeople training programme leaders, do not need to differentiate due to salespeoples’ gender, age,
educational level, ethnic group, or work experience in terms of improving their selling skills.

The implication of these findings is that salespeople can improve their selling skills by learning the relation
between facial expressions and customer categories. By training salespeople how to read customers’ facial
expressions and using proper selling strategies for relevant types of customers it is possible to improve the sales
of the retail business. As the shopping behaviours of the four different types of customer are different, it is
important to apply an appropriate sales strategy to each category. According to the suggestions of Shegill et al.
(2008), salespeople should leave browsers unattended, because they are not interested in buying or seeking
information of products/services, but are simply browsing. So, leaving them unattended is the proper sales
strategy for salespeople. By doing so, salespeople have more time to target customers who are interested in
buying, or need some product/service information. For example, salespeople can initially talk to future buyers to
provide product information. In addition, salespeople should try to confirm and emphasize the advantages of
products/services that potential customers want. This strategy is more likely to accelerate the purchase decision
of potential customers. By accurately allocating the time of salespeople, the business, and the salespeople’s sales
skills, can be improved.

The findings of the study are also closely related to the application of some computer technologies used in
analysing customer faces. Shergill et al. (2008) proposed using computer technology to analyse a customer’s
face and then determine which customer category the customer belongs to. The study supports the hypothesis of
Shergill et al. (2008) through finding that the four customer categories each exhibit particular facial expressions.
Based on this finding and some relevant computer technologies, it is possible to recognise customer types. For
example, a customer with a facial expression of surprise would be recognised as a potential buyer by such a
computer system. For this reason the findings of the study can be used to assist other researchers in building on,
and completing, their studies on the use of computer technology to analyse customers’ facial expressions and

types.
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ABSTRACT

Employees of car rental companies are their most important asset and special attention is required to ensure
loyalty and commitment from employees to deliver service excellence. The brand’s successful positioning
depends on the role employees’ play in producing and delivering the service (Papasolomou & Vrontis, 2006.39).
South African car rental companies require guidance to improve their respective brand awareness, enabling
them to expand their customer base whilst retaining existing customers. This study aims to identify the influence
of eleven internal marketing mix elements, i.e. product, price, promotion, place, people, processes, physical
evidence, positioning, personal relationships, packaging and performance on brand awareness of South African
car rental companies.

INTRODUCTION

Organisations across all industries recognise that services are becoming an important factor in all their business
dealings to obtain a competitive advantage (Strydom, 2005:114). According to Palmer (2005:2), every industry
is a service industry and the only aspect that separates industries is the size of their service component.
Innovative organisations offering unique services to customers are now succeeding in markets where established
organisations have failed (Lovelock & Wirtz, 2004:4). Services marketing management is about servicing and
caring about people (Kasper, van Helsdingen & Gabbott, 2006:9). People encompass individuals, households,
employees and organisations. In general, services deal with intangibles, in other words, things that cannot be
hold, touched nor be seen before they are utilised (Gronroos, 2000:7). Services refer to deeds, processes and
experiences (Kasper et al, 2006:9; Zeithaml, Bitner & Gremler, 2006:4).

Internal marketing views the employee as an internal customer, jobs as internal products and holds the view that
all employees in an organisation serve both a customer and a supplier even in the event where one or both of
these are internal colleagues (Zeithaml & Bitner, 2003:319). The goal of internal marketing is to establish,
implement and manage a customer-focused service culture, strategy and relationships, which should result in
higher levels of service quality (Varey & Lewis, 2000:200). In order to achieve the goal of internal marketing
service organisations need to recognise that marketing strategies should not only be aimed at external customers,
but should also be implemented internally and achieve better internal communication. Therefore the internal
marketing mix have to be of central importance in services organisations as each element represents cues that
customers rely on in judging quality and overall awareness of the brand (Mudie & Pirrie, 2006:6). The internal
marketing mix elements that will be used in this study include product, price, promotion, place, people,
processes, physical evidence, positioning, personal relationships, packaging and performance.

Brand awareness refers to the strength of a brand’s presence in the customer’s mind. Awareness is measured
according to the different ways in which customers remember a brand, ranging from recognition (exposure to the
brand) to recall (what can be recalled about the brand) to first in the mind (the brand appearing first in the mind)
and finally to dominant (the only brand recalled) (Aaker, 1996:10). Brand awareness is created by increasing the
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familiarity of the brand through repeated exposure and strong associations with the relevant cues enabling the
customer to recall the brand effectively (Keller, 2003:70).

In order to enhance the brand awareness of a service organisation the organisation has to adapt its marketing
activities to mix and match the internal marketing mix elements that will reinforce the brand awareness (Kotler
& Keller, 2009:288). Therefore, car rental companies need to implement internal marketing programmes that
include at least some of the internal marketing mix elements to ensure employees deliver service excellence to
customers thereby improving the awareness of their brand amongst external customers. Customers who are
aware of the brand of car rental companies and who receive excellent services should become committed to the
company and should remain a long term and loyal customer of the specific car rental company. However, it is
important for car rental companies to understand the 11P’s of the internal marketing mix and have to know
which ones have a greater influence on the brand awareness of the company.

The homogeneity and heightened competition in the car rental industry are forcing car rental companies to
consider the connection between internal marketing and brand awareness to achieve competitive differentiation.
Due to increased globalisation most car rental companies in South Africa have to compete on a local and
international level. Currently in South Africa there are a number of car rental companies, of which seven are
most recognised due to their location at airports in South Africa. These companies include Avis, Budget,
Europcar, Hertz, National, Tempest Sixt and Thrifty.

Avis, Budget and Europcar are the three largest car rental companies in South Africa and have indicated their
willingness to participate in this study. Due to the number of employees, the number of branches and the large
sizes of their fleets, Avis, Budget and Europcar were selected as they could be seen as a representative sample of
the total population of car rental companies.

It is therefore important for car rental companies to determine if internal marketing exercised has an influence on
customers’ associations with the brand of the organisation. Car rental companies should realise that there is a
need to instil a customer-focused service culture, which is a prerequisite for delivering consistently high quality
services and for building successful service brands. Therefore they need to embark on a process of strengthening
their brands as a source of sustainable competitive advantage by implementing an internal marketing programme
to compete with first world countries (Papasolomou & Vrontis, 2006:39). Although most South African car
rental companies’ brands are well known, formal research is required as it is not evident that internal marketing
implementation does have an influence on customers’ perception of the brand awareness of car rental companies
in South Africa.

STATEMENT OF THE PROBLEM

Background to the problem statement

The ensuing sections contain information obtained to gain an in-depth understanding of the research issues as
defined within the problem statement.

Theoretical paradigm: The creation of a brand implies communicating a certain brand image in such a way that
all the target groups of an organisation link its brand in their minds, awareness, with a set of associations (Del
Rio et al, 2001:410; Low & Lamb, 2000:350). Brand awareness consists of brand recognition and brand recall
performance. Brand recognition relates to customers’ ability to confirm prior exposure to the brand when given
the brand as a cue. In other words, customers are able to distinguish the brand as having been previously seen or
heard. Brand recall relates to customers’ ability to retrieve the brand from memory when given the product
category, the needs fulfilled by the category or a purchase or usage situation as a cue. In other words, customers
are able to correctly generate the brand from memory when receiving a relevant cue (Keller, 2003a:67). Brand
awareness is critical for services organisations, as customers have to actively seek the brand and be able to recall
it from memory when appropriate.
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Together with the eleven internal marketing mix elements, brand awareness forms the theoretical paradigm on
which this study is based.

Research constructs: Research constructs are described as unobservable abstract concepts that are measured
indirectly by a group of related variables. Variables are described as observable measurable elements of an
object and are measured directly (Hair, Bush & Ortinau, 2009:233). In practice, the term variable is used as a
synonym for constructs or the property being studied and in this context, a variable is a symbol to which
numerals or values are assigned (Cooper and Schindler, 2001:44). Therefore, the variables that will be measured
in this study are the eleven internal marketing elements, product, price, promotion, place, people, processes,
physical evidence, positioning, personal relationships, packaging and performance. These elements are the
independent variables or constructs, since they predict or explain the outcome variable of interest (Hair et al,
2009:234).

Brand awareness can be measured as recognition of the brand and recall of the brand (Aaker, 1996:10; Keller,
1998:45). The brand recognition and brand recall are the dependent variables or constructs as they are the
variables the researcher is seeking to explain (Hair et al, 2009:234).

Relationship between variables : As indicated in the formulated hypotheses, this study aims to indicate that
there is a relationship between the variables that are being tested. The relationship can either be positive or
negative. A positive relationship between two variables indicates that the two variables increase or decrease
together, comparing to a negative relationship that suggests that as one variable increases, the other one
decreases, or vice versa (Hair et al , 2009:234).

Should there be no relationship between the eleven internal marketing elements and the brand awareness of
selected car rental companies in South Africa, the null hypothesis will be relevant. If the null hypothesis is
accepted, it concludes that the variables are not related in a meaningful way (Hair et al, 2009:235). If, on the
other hand, the null hypothesis is rejected, the alternative hypothesis indicates that the two variables are related
in some way that may prove useful for the car rental companies.

Problem statement: Despite a strong interest in the subject amongst marketing researchers, little research has
been conducted related to brand awareness in service brands (Del Rio et al, 2001:410; O’Cass & Grace,
2003:453). Although car rental companies have internal programmes, such as loyalty and other incentive
programmes to motivate employees, the success of these programmes have not been researched nor linked to the
internal marketing elements applicable to this study (Avis, 2009). Furthermore, the researcher could not find any
direct studies related to the influence of internal marketing elements on brand awareness in the car rental
industry in South Africa. This is relevant because if all elements do not contribute positively to the overall brand
awareness of car rental companies in South Africa, it could receive reduced attention, which could damage the
overall image of the brand of the car rental company. Additionally if certain activities prove ineffectively they
could be altered and improved, thereby creating more competitiveness for car rental companies.

The problem in this study is that the importance of brand awareness in a services industry, specifically the car
rental industry, should be emphasised, therefore this study aims to determine the influence of the internal
product, price, promotion, place, people, processes, physical evidence, positioning, personal relationships,

packaging and performance on brand awareness of car rental companies in South Africa, as perceived by
external customers.

RESEARCH OBJECTIVES

The following objectives will clearly define the objectives the study aims to determine:
Primary objective

The primary research objective of this study is to determine the perceived influence of the different elements of
internal marketing on the brand awareness of selected car rental companies in South Africa.
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Secondary objectives

e To examine the theory relating to the P’s of internal marketing and brand awareness.

e To determine whether there is a difference between the perceived influences of the different elements of
internal marketing on brand awareness of selected car rental companies in South Africa.

e To determine which elements of internal marketing have the largest influence on brand awareness of
selected car rental companies in South Africa.

e To make recommendations to car rental companies in improving their internal marketing efforts to
enhance brand awareness of selected car rental companies in South Africa.

HYPOTHESES

As indicated in the aforementioned sections, it is important for the car rental industry’s growth and ultimate
success in terms of service delivery to know what the influence of internal marketing efforts is on their
customers’ awareness of the brand. The influence of the eleven internal marketing mix elements on the brand
awareness derived from the research objectives has therefore been formulated in hypotheses that can be tested
among customers. In figure 1 the hypotheses are depicted.

Figure 1 displays the organisation which imposes its values through internal marketing on employees with the
external customer in mind to achieve its objectives (Mudie & Pirrie, 2006:14). The internal marketing mix
elements are independent variables, since they are not dependent on one another to exist in the organisation. The
brand awareness is the dependent variable of the study as the research aims to prove the influence of the
independent variables on the brand awareness. The brand awareness dimensions that will be tested are brand
recognition and brand recall.

In classical tests of significance, two kinds of hypotheses are used. The null hypothesis is a statement that no
difference exists between the parameter and the statistic being compared to it. The alternative hypothesis holds
that there is a difference (Cooper & Schindler, 2001:487). These hypotheses are depicted in the figure on the
following page.

RESEARCH METHODOLOGY

Research design and research format

According to Mouton (2001:37), the research method that is partly derived from the methodological paradigm
(qualitative or quantitative) fits the research objectives. In quantitative research, the methods are well planned,
structured and formal because the findings play an important role in decision-making (Boyce, 2002:37).
Quantitative research makes use of structured close-ended questions that have predetermined response
possibilities in questionnaires or surveys and are distributed to a vast number of respondents (Hair et al,
2006:171). In this study a quantitative process will be used to seek data that can be expressed in numbers and
statistically analysed.

The research format of the study is described as descriptive research. As recommended by Solomon, Marshall
and Stuart (2006:113), this study will include a descriptive survey design to gather the necessary data from a

large sample size. As the objectives of this study are to describe a current situation, a cross-sectional format is
appropriate.

Population and sample

The population for this study will include customers of Avis, Budget Car Rental and Europcar, as these three are
the largest and world leading car rental companies in South Africa. All three companies have more than 75
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branches and fleets in excess of 8500, compared to the other car rental companies with less than 50 branches and
fleets smaller than 6000. Since Avis, Budget and Europcar have a market share of more than 80% it is believed
that they will be a fair representation of the car rental industry in South Africa.

Probability sampling will be used for selecting the sample frame. Probability samples are distinguished by the
fact that each sampling unit has a known, non-zero chance of being included in the sample (Hair et al,
2006:330). The sample units in the sample frame that will be used in the study include customers who rented
cars during a period of three months from October to December 2009 from the Avis, Budget and Europcar
groups stationed at OR Tambo, Cape Town, Durban, Bloemfontein, Port Elizabeth, East London, George,
Nelspruit and Lanseria airports. There will be 4000 clients targeted within this sample, selected by the
management of the three car rental groups.

The customers of car rental companies will aid in measuring the perceived influence of internal marketing
elements on the brand awareness of the selected car rental groups.

Schematic presentation of hypotheses

H1a, H1b

Customers

Employees Product v1

—Traditional Ps: Price v2 \ H2a, H2b

Place v3 Recognition v12°

H3a, H3b

Promotion v4 \ Recall v13°

Hda, Hab

Internal

marketing People v5 \\ Hoa, Hsb H6a, H6b

Recognition v14 ¢
Recall v15°

Brand

Processes v6

—Services Ps—» \Physical evidence v7) Awareness

H7a, H7b

Positioning v8

HBa, HEB | oa, HOb .[ Recognition v16?

H10a, H10b

L{ecenl Ps

Personal relationships VQ\ Recall v17°®

Packaging v10 H11a, H11b

Performance v711

Data collection instruments, sources and procedures

The data collection of this study will be conducted by means of a survey. A questionnaire will be designed for
the sample frame. The questionnaire will include a demographic section to classify respondents, being
customers. In the second section of the questionnaire the eleven internal marketing mix elements will be tested
based on information from the literature. The third section of the questionnaire will focus on brand awareness,
namely recognition of the brand and brand recall as described in the theory of the relevant chapter. A five point
Likert scale, ranging from ‘strongly disagree’ to ‘strongly agree’, will be used for all questions within the
questionnaire. The Likert scale is a highly used rating scale that requires respondents to indicate a degree of
agreement or disagreement with each of a series of statements about the objects (Cooper & Schindler, 2001:234).

The survey, comprising of an online questionnaire will be administered through email and upon completion will
be sent directly to the Statistical Consultation Service of the University of Johannesburg. A pre-test will be
conducted to detect possible weaknesses in the questionnaire. An important purpose of the pre-test is to discover
the respondents’ reactions to questions and it also helps to discover repetitiveness or redundancy (Cooper &
Schindler, 2001:236).
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Data analysis

Statistical procedures to test the research hypotheses include descriptive statistics, factor analyses, analyses of
variance and measures of association. Internal marketing and brand awareness involve numerous factors. Factor
analysis will be used to compare and find correlations between these factors.

The statistical method for testing the null hypothesis that the means of several populations are equal is analysis
of variance (ANOVA) (Cooper & Schindler, 2001:509). ANOVA will be used to determine if internal marketing
and brand awareness are related. The pre-test of the questionnaire will be conducted amongst ten experts in the
industry to ensure reliable data. Content validity will be done to ensure the content of the questionnaire is valid.
Analyses will be conducted by the Statistical Consultation Service of the University of Johannesburg.

CONTRIBUTION OF THE STUDY

The eleven internal marketing mix elements are still a new concept to many South Africans. No previous studies
could be found that have been conducted on the influence of the eleven internal marketing mix elements on
brand awareness of car rental companies in South Africa.

This study aims to contribute to the body of knowledge in three ways. Firstly, it describes the complexity of the
car rental industry in South Africa. This is followed by a description of the current understanding and debate
amongst researchers of the relevance of the eleven marketing mix elements, specifically their influence on brand
awareness of an organisation. Thirdly, the study aims to provide guidelines to car rental companies in South
Africa on how to improve internal marketing programmes which will enable them to improve their brand

awareness. Brand awareness is important to any organisation, as a good and well recognised brand will lead to
higher profitability of the organisation.
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COMBINING EFFICIENCY WITH ROA: INDICATOR
OF FUTURE RELATIVE PERFORMANCE - SOUTH
AFRICAN BANKING GROUPS
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ABSTRACT

Bank financial performance and relative future financial performance are important issues to
stakeholders like management, shareholders, investment analysts and portfolio managers. This paper provides
evidence that bank financial performance expressed as return on assets (ROA) figures that are adjusted
according to relative income and expenditure efficiency provide fundamental measures of performance that have
a causal link with future profits and can be utilised in estimating future financial performance. The methodology
applied in this research consists of empirically investigating the annual changes in the ROAs of the nine listed
South African Banking Groups over the period 2000 to 2008. The study consists of a two stage process. Data
envelopment analysis (DEA) is conducted and resultant DEA scores are combined with the calculated ROAs of
banks to provide efficiency adjusted ROA. The findings of this research paper shows that combining the CRS
efficiency of bank groups with ROA provides a more reliable measure of future financial performance than just
conventional ROA figures and efficiency figures.

INTRODUCTION

ROA assesses the profitability performance of total assets, and could be treated as measure of bank
financial performance (Tarawneh 2006). The ROA of some South African bank groups have fluctuated quite
dramatically over the period 2000 to 2008. Major bank groups like Nedcor Group Limited had a 4.96% ROA
before taxation in 2000 with a drop to a negative return of 0.238% in 2003, and thereafter recovering to 1.91% in
2007 (Bureau van Dijk Electronic Publishing 2010). Other bank groups like African Bank Limited had a 21.38%
ROA before taxation in 2000, with a drop to 12.50% in 2002, and an increase to 23.15% in 2006. During the
period 2000 to 2007 the positive and negative fluctuation in the ROA of the bank groups did not occur
equivalently simultaneous, thus indicating that it can be ascribed to individual bank efficiency and not macro-
environmental factors that affected the banking industry as a whole. This is proved by the fact that in each of the
years from 2000 to 2007, the ROA of some bank groups showed increases in ROA whilst others showed slumps.
During this same period of time (2000 to 2007) the ROE of banks fluctuated much more due to the
multiplication effect of the financial leverage factor resulting from an average equity to total asset ratio of
approximately 6% for the major banking groups like Standard Bank Limited, Firstrand Limited, Absa Group
Limited, Nedcor Group Limited and Investec Limited (Bureau van Dijk Electronic Publishing 2010). In the case
of Nedcor Group Limited this resulted in a ROE of 44.84% in 2000 deteriorating to a negative ROE of 4.15% in
2003 and progressively increasing back to 24.72% in 2007.

The only major macro-environmental factor that affected the total industry since 2000 was the Global
Financial Crises that started in 2007. The impact of this detrimental event led to a substantial average decline of
20.26% in the ROAs of all bank groups, but not to negative ROAs (Bureau van Dijk Electronic Publishing
2010). Since some bank groups had negative ROA figures in previous years but all bank groups could avoid
negative figures amidst the global financial crises may be an indicator that the efficiency of banks improved
compared to previous years.
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The objective of this paper is to provide evidence that ROA figures of banks that are adjusted according
to relative income and expenditure efficiency provide fundamental measures of performance that have a causal
link with future profits and can be utilised in estimating future financial performance.

DETERMINING FINANCIAL PERFORMANCE -
OVERVIEW OF RESEARCH CONDUCTED

The ROA of a bank can be regarded as a measure of financial performance as indicated by Tarawneh
(2006). However, Arnold (2005) states that figures about the return on capital employed that are derived from a
company’s accounts are virtually useless within the context of corporate financial management. Facts on which
he bases his perspective are true in terms of generalisation, but in the banking industry the cash flow timing of
accounting figures and relevance of asset figures in the ratio differ from companies in other industries due to
distinct operational dissimilarity and regulatory accounting requirements set by central banks. In this regard
Beccalli, Casu and Girardone (2006) point out that the literature on accounting information and stock returns
typically excludes banking institutions due to their high leverage and other distinguishing characteristics of the
industry (e.g. regulations). Furthermore, researchers like Ho and Zhu (2004) acknowledged that ROA is regarded
as the bottom line result that shows the combined effects of income, expense and asset management on operating
results of banks.

Gilbert and Wheelock (2007), Mostafa (2007), and Christian, Moffitt and Suberly (2008) also indicated
that in measuring the profitability of a bank, bank regulators and analysts use ROA and ROE to assess industry
performance and forecast trends in market structure as inputs in statistical models to predict bank failures and
mergers and for a variety of other purposes where a measure of profitability is desired.

DuPont analysis makes a simultaneous analysis of efficiency and profitability possible, and it shows
how they interact to determine ROA (Dehning and Stratopoulos 2002). This fundamental method used for
assessing profitability was adopted by David Cole in 1972 (Koch and MacDonald 2006:67). This system is
properly discussed in the bank management literature of authors like Hempel and Simonson (1999), Fraser, Gup
and Kolari (2001), Rose (2002), Rahman, Tan, Hew and Tan (2004), Rose and Hudgins (2005) and Gup, Avram,
Beal, Lambert and Kolari (2007).

Researchers applied DEA to compare the efficiency and performance of banks with a combination of
variables that consist of financial figures that are ROA elements combined with other non-direct financial figures
as indicated in table 1. Non-direct financial figures are all cost or income related, but cannot be regarded as
equivalent to accounting figures used in DuPont analysis. It is evident that these researchers supplement
accounting based financial information with other company information.

Table 1:  Combination of financial and non-direct financial information variables used in DEA to
compare the efficiency of banks
Researchers DEA financial variable inputs DEA financial variable outputs
Ho (2001) Assets Interest income
Interest expenses
Employees Non-interest income
Fixed assets
Mukharjee, Nath and Pal Net worth Deposits
(2002) Borrowings Net profit
Operating expenses Advances
Employees Noninterest income
Branches Interest income
Sales
Deposits
Ho and Zhu (2004) Capital stocks Sales
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Assets Deposits
Branches
Employees
Sakar (2006) Branches ROA
Employees per branch ROE
Assets, Interest income/assets
Loans Interest income/operating income
Deposits Noninterest income/assets
Wu, Jang and Liang (2006) Employees Deposits
Expenses Revenues
Loans
Howland and Rose (2006) Non-sales full time employees Loans
Sales full time employees Deposits

Size
City employment rate

Average number of products/customer
Customer loyalty

Other researchers like Kao and Liu (2004), Cronje (2007), Mostafa (2007), Muliamal et.al (2008),
Toannidis, Molyneux and Pasiouras (2008) and Thamron (2009) used different components of historical financial
information that make up ROA to compare the relevant efficiency of banks within the context that it is
acknowledged by researchers like Dehning and Stratopolous (2002) that DuPont analysis enables efficiency
analysis. They applied Data Envelopment Analysis (DEA) based on financial ratio figures constituting different
elements of ROA by decomposing such financial performance indicators to their efficiency and effectiveness
equivalents (refer to table 2).

Table 2:  Financial information variables used in DEA to compare the efficiency of banks
Researchers DEA financial variable inputs DEA financial variable outputs
Kao and Liu (2004) Total deposits Total loans

Interest expense Interest income

Non-interest expense Non-interest income
Mostafa (2007) Capital (equity) ROA

Assets ROE

Profits
Muliamal et.al (2008) Total employee expenses Net interest income

Total non-employee expenses
Provision for interest earning
losses

Net trading income
Net off-balance sheet income

Loans
Other earning assets
Noninterest income

Cost of borrowed funds
Cost of non-financial inputs

Ioannidis, Molyneux and Pasiouras
(2008)

Interest income Total assets
Interest expense
Other income
Other expense

Bad debt write offs

Cronje (2007) and Thamron (2009)

Kirkwood and Nahm(2006) as well as loannidis, Molyneux and Pasiouras (2008) indicate that they
have examined both cost and income efficiency in the application of DEA to compare the performance of banks.
This can be described as an alignment with the principles of the DuPont analysis although Kirkwood and Nahm
(2006) used financial figures that are ROA elements combined with other non-direct financial figures. Ioannidis,
Molyneux and Pasiouras (2008) also referred to Maudos, Pastor, Perez and Quesada (2002) who argue it
provides a more important source of information than the partial view offered by analyzing cost efficiency.
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Thamron (2009) used DEA to calculate the efficiency scores of banks based on the research model of
Cronje (2007) and combined these scores with ROA. He states that the combination of ROA and DEA scores
provide a good profitability measure that incorporates the efficiency of banks in attaining their profits and can be
referred to as the ROA efficiency of banks. This statement is also confirmed by the opinion of Murthy,
Nandakumar and Wague (2008) that efficiency contributes to improved profitability but banks are more
interested in ensuring continued profitability of their banks than in achieving efficiency.

METHODOLOGY APPLIED IN THIS STUDY

The methodology applied in this research consists of empirically investigating the annual changes in the
ROAs of the nine listed South African Bank Groups over the period 2000 to 2008 by using the listed company
financial information database of Bureau van Dijk Electronic Publishing (2010) available on their Osiris system.

The study consists of a two stage process. DEA is conducted and resultant DEA scores are combined
with the calculated ROAs of banks to provide efficiency adjusted ROA.

Stage 1 — DEA analysis

DEA is used to compute a comparative ratio of outputs to inputs for each bank group to obtain their
relative efficiency scores. The DEAP 2.1 software of Coelli (1996) is used for the DEA analysis. The efficiency
score is usually expressed as either a number between zero and one or 0% and 100%. A decision making unit
(DMU) with a score less than one is deemed inefficient relative to other DMUs (Avkiran, 1999).

The following formulation, also known as the input-oriented Charnes, Cooper and Rhodes (CCR)
Model, is applied in this study to determine the relative cost efficiency of the bank groups:

R I
(1) Minimize H , 75(25 +25;J
subject to : [ ,x,, 721_41.%/ —s; =0,foralli=12,..., 7,
=1

ZAA/yr/fs::y,_A,foraHr:I,Z ...... R,
=1

A4i58) 58, 20, forall j,r,i.

where:  H, = the minimum proportion such that for each input, the weighted combination of input of all bank
groups does not exceed the proportion H, of the input of bank group A. At the same time the
weighted combination of output of all bank groups is at least as great as that of bank group A.
s'.= slack variables corresponding to the outputs.
s’;= slack variables corresponding to the inputs.
R = the number of outputs.
I = the number of inputs.
Aaj = the optimal weights calculated by the linear programme for the outputs of bank group A.

The formulation for the output-oriented CCR model that is applied in this study to determine the
relative income efficiency of the banking groups is:

(2) Maximise -H +g(is: +ZI:SI.)

r=1 i=1

In the application of DEA the inputs and outputs that apply to the type of efficiency that is being
assessed should be determined (Sherman and Rupert, 2006). Manandhar and Tang, (2002) states that the
efficiency that can be determined by applying DEA is not confined to a traditional sense of operating efficiency;
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the inputs and outputs used will determine the relative evaluation of performance in a specific performance
dimension. Since the objective of the research is to determine the efficiency of the ROA of bank groups and the
principles of DuPont analysis is applied in this regard, the following financial statement figures are regarded as
relevant elements of ROA: Interest income, non-interest income, other income, interest expenses, non-interest
expenses, loan losses and other expenses (Cronje, 2007). These figures represent the assemblage of the net profit
before tax figure (numerator) in the ROA ratio. The other financial statement figure that is relevant and also
forms part of the ROA ratio is total assets (denominator).

Another aspect that is relevant to the inputs and outputs that have to be selected for efficiency analysis
is that the measured DEA efficiency in small samples is sensitive to the difference between the number of DMUs
and the sum of inputs and outputs used (Button and Weyman-Jones, 1992). In a typical analysis each ratio may
be associated with a different DMU and the number of such ratios will be the product of the number of inputs
and the number of outputs. In general if there are t outputs and m inputs we would expect the order of tm
efficient DMUs, suggesting that the number of units in the set should be substantially greater than tm, in order
for there to be suitable discrimination between the DMUs. Raab and Lichty (2002) suggest a general rule of
thumb — the minimum number of DMUSs should be greater than three times the number of inputs plus outputs.
Based on the aforementioned criteria regarding performance dimension and the limitations relating to the
number of inputs and outputs that are used, two DEA input and output datasets were set up for this research. This
created a profit efficiency dataset consisting of one input, namely average total assets and three outputs - interest
income, non-interest income and other income. For the cost efficiency dataset four inputs were considered —
interest expense, non-interest expense, loan losses and other expenses with average total assets as output. The
general rule of thumb criteria of Raab and Lichty (2002) in terms of the number of inputs cannot be attained
completely but the non-interest expenses and loan losses are combined in the cost efficiency dataset (because
loan losses are generally reported as part of non-interest expenses in financial statements).

DEA is conducted with both constant returns to scale (CRS) and variable returns to scale (VRS). This
procedure makes it possible to decompose technical efficiency (TE) into pure technical efficiency (PTE) and
scale efficiency (SE). The CRS efficiency score represents technical efficiency that measures the inefficiencies
due to the input/output configuration as well as the size of operations while the VRS efficiency score only
represents pure technical efficiency without scale efficiency. Coelli (1996) indicates that the scale inefficiency of
a DMU can be calculated from the difference between the VRS TE score and the CRS TE score by applying the
following calculation:

(3) Scale— efficiency = GZRS

VRS

Scale efficiency is also calculated to analyse the combination of it with ROA.

Stage 2 — Comparison of combining efficiency with ROA and conventional
ROA as future performance indicators

The ROA efficiency combinations that are evaluated in terms of their causal link with future profits and
ability to serve as profound indicators of financial performance (ROA) in the next financial period represent
configurations of the CRS, VRS and Scale efficiency scores with ROAs as well as the combination of DEA
scores according to the methodology of Thamron (2009) to create single CRS, VRS and scale efficiency ROA
figures. Subsets of all independent variable combinations are analysed to find the combination that maximises
the adjusted R”.

All ROA efficiency combinations are evaluated by applying linear regression analysis with Statgraphics
Centurion X VI software. The following model applies:

@ v.=x.+tp

Where: Y, = the ROA in year t.
X, = a vector of independent variables.
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All CRS, VRS and Scale efficiency variables used in the analysis are calculated as follows:

Cost efficiency score + income efficiency score

(5) DEA score = 5

CRS, VRS and scale efficiency ROA figures are calculated as follows:

(6) Efficiency adjusted ROA = ROA((DEA ce score X ROA)+ (DEA ie score x ROA)

2

Where: ce score = cost efficiency score.
ie score = income efficiency score.

In the case of negative ROAs the following adjustment is applied to retain difference equivalence compared to
positive ROAs for all CRS, VRS and scale efficiency ROAs:

(7) Efficiency adjusted negative ROA =ROA + (ROA - ((DEA cescore x ROA) + (DEA ie score x ROA) D

2

EMPIRICAL FINDINGS

The mean DEA income efficiency scores of bank groups for the period 2000 to 2008 are contained in
table 3. The mean CRS scores that measure the gross efficiency of banks comprise technical efficiency and scale
efficiency. Technical efficiency describes the ability to convert inputs to outputs. Scale efficiency recognises
that scale of efficiency cannot be attained at all levels of operation and that there is only one most productive
scale size where scale efficiency is maximum at 100% (Ramanathan, 2003). Within this context the CRS
(technical) efficiency of the bank groups are in the total period of time (2000 to 2008) much less than the VRS
(pure technical) efficiency. Equality only holds when the scale efficiency is unity or the bank operates at the
most productive scale size. The resultant mean scale efficiency scores (ratio of the CRS efficiency to the VRS
efficiency) are indicative of the fact that scale inefficiency contributes extensively to bank group profit
inefficiency in general.

Table 3: Mean DEA income efficiency scores of South African bank groups for the period 2000 to 2008
Year Mean CRS score Mean VRS score Mean Scale score
2000 0.483 0.877 0.532
2001 0.506 0.929 0.528
2002 0.536 0.893 0.563
2003 0.611 0.882 0.691
2004 0.553 1.000 0.533
2005 0.634 0.952 0.653
2006 0.518 0.868 0.611
2007 0.585 0.919 0.659
2008 0.514 0.905 0.582

The mean CRS cost efficiency scores for both DEA datasets are, for all the 2000 to 2008 periods, high
compared to the mean CRS income efficiency scores of bank groups (refer to table 4). The mean VRS cost
efficiency scores are slightly higher than the mean VRS income efficiency scores. This indicates that banks
experience less relative cost inefficiency. The mean CRS cost efficiency score is slightly lower than the mean
VRS cost efficiency score and therefore implicates scale inefficiency although by far not as significant as the
scale inefficiency of income management.

Table 4: Mean DEA cost efficiency scores of South African bank groups for the period 2000 to 2008
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Year Mean CRS score Mean VRS score Mean Scale score
2000 0.898 0.945 0.952
2001 0.772 0.870 0.896
2002 0.868 0.957 0.907
2003 0.891 0.965 0.926
2004 0.884 0.942 0.941
2005 0.893 1.000 0.893
2006 0.851 1.000 0.851
2007 0.850 1.000 0.850
2008 0.832 1.000 0.832

The means of original ROAs of bank groups show that 2000 was the year when the average financial
performance was the best, followed by a plunge in 2001 (refer to table 5). The average financial performance
thereafter improved steadily to 2006 with the effect of the global financial crises showing a start-off in 2007 and
intensifying in 2008. The means of the CRS efficiency adjusted ROAs differ significantly from original ROAs
due to the low CRS income and cost efficiency scores contained in tables 3 and 4.

Table 5:  Means of original ROAs and efficiency adjusted ROAs of South African bank groups for the

period 2000 to 2008
Year Original ROA % CRS efficiency VRS efficiency Scale efficiency
adjusted ROA % adjusted ROA % adjusted ROA %
2000 6.934 5.745 6.456 5.796
2001 3.294 1.332 2.291 2.072
2002 4.611 4.111 4.553 4.150
2003 4.028 3.672 3.992 3.683
2004 4.515 3.659 4.124 3.969
2005 6.355 5.244 6.307 5.263
2006 6.856 5.409 6.707 5.522
2007 6.315 4.882 6.174 5.014
2008 4.882 3.428 4.704 3.574

Linear regression analysis results for all the ROA adjustment combinations are reflected in table 6.

The combination of CRS, the percentage change thereof compared to the CRS score in the previous
year, ROA, and the percentage change of it from the previous year provides the equation that shows the best
prediction relationship with the relative ROA that can be expected from banks in the next financial year.
Although there are other ROA efficiency combinations with higher R* and adjusted R means, this is the only
one complying for all periods analysed with 95.0% analysis of variance confidence levels and has no indication
of serial autocorrelation in the residuals at a 95.0% confidence level. This ROA efficiency combination can be
depicted as follows:

(8 ROA next year = Constant + Coefficient*CRS score + Coefficient*% change in CRS score +
Coefficient*ROA + Coefficient*% change in ROA

Table 6:  Linear regression relationship between different ROA efficiency adjustments and ROA in the
nest financial year over the period 2001 to 2008

Adjusted R” | Highest | Lowest DW

Independent variable/combination Dependent R? mean %
of independent variables variable ’ mean % P-Value | (p value)

CRS ROA next 85.70486 80.9398 | 0.0466 | 0.0368

ROA financial year

CRS

% change CRS ROA next 91.49036 86.3846 0.081 0.1364
financial year

ROA

CRS ROA next 95.69157 91.38313 0.0233 0.2051
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% change CRS financial year

ROA

% change ROA

VRS ROA next 79.62983 73.17053 | 0.0354 0.0272

ROA financial year

VRS

% change VRS ROA next 88.52607 81.64173 | 0.0043 0.0573
financial year

ROA

VRS

0,

o change VRS ROA next 90.71283 83.99111 | 02262 | 0.1124

ROA financial year

% change ROA

Scale ROA next 88.84617 85.12996 | 0.0404 | 0.0103

ROA financial year

Scale

% change scale ﬁriiga?e):ar 91.4172 86.2675 | 0.0634 | 0.0778

ROA Y

Scale

0,

/o change Scale ROA next 93.30104 86.6021 | 0.1372 | 0.0952

ROA financial year

% change ROA

VRS

Scale ROA next 90.667 85.09006 | 0.0704 | 0.0171
financial year

ROA

VRS

Scale

% change VRS ROA next 96.66504 91.10679 | 0.1333 | 0.1033
financial year

% change Scale

ROA

VRS

Scale

0,

/0 change VRS ROA next 98.40264 93.61059 | 0.0927 | 0.1212

% change Scale financial year

ROA

% change ROA

. ROA next
CRS efficiency ROA financial year | 7438553 70.72633 | 0.4253 0.0212
CRS efficiency ROA ROA next
\ 89.11783 85.49043 | 0.0229 | 0.0401

% change CRS efficiency ROA financial year

VRS efficiency ROA ROA next 84.51603 793547 | 02578 | 0.0273

Scale efficiency ROA financial year

VRS efficiency ROA

Scale efficiency ROA ROA next 94.72577 89.4515 | 0.0668 | 0.2149

% change VRS efficiency ROA
% change Scale efficiency ROA

financial year

The R? mean indicates that the model as fitted explains 95.69157% of the variability in ROA in the next
financial year. The adjusted R* which is more suitable for comparing models with different numbers of
independent variables is 91.38313%. The one way analysis of variance P-value is less than 0.05 in regression
applied for all of the years 2001 to 2008. Therefore there is a statistically significant relationship between the
variables at the 95.0% confidence level. The Durbin-Watson (DW) statistic tests the residuals to determine if
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there is any significant correlation based on the order in which they occur in the data file. Since the P-value is
greater than 0.05, there is no indication of serial autocorrelation in the residuals at the 95.0% confidence level.

All other ROA efficiency combinations with higher R* and adjusted R* percentages do not comply in
terms of analysis of variance P-values and/or DW statistic tests, as they have all exceeded the 95.0% confidence
level requirement in at least one of the periods of time where linear regression was applied to it to find its
relationship with ROA in the next financial year. The methodology of Thamron (2009) to create single CRS,
VRS and scale efficiency ROA figures also did not provide the best combinations, as only one of the subsets
constructed according to his methodology complied in terms of analysis of variance P-values and/or DW
statistic tests, but provided lower R* and adjusted R? percentages.

Evidence that the combined CRS efficiency and ROA model provides fundamental measures of
performance that have a causal link with future profits are reflected in the information contained in table 7 and

figure 1.

Table 7:  Comparison of linear regression links with future performance for ROA and the combined

CRS and ROA model
Independent variable/combination Dependent R® mean % Adjusted R* | Highest | Lowest DW
of independent variables variable ° mean % P-Value (p value)
ROA next
ROA . 77.60053 74.40061 0.2066 0.0215
financial year
ROA ROA next
% change ROA financial year 89.74481 86.32641 0.0286 0.0134
CRS
o,
o change CRS ROA next 95.69157 91.38313 0.0233 0.2051
ROA financial year
% change ROA

ROA itself does not serve as an ultimate good predictor of future ROA performance of the bank groups
since it does not conform to 95.0% confidence levels over the total period of time (2001 to 2008) that this
research has been conducted. However, the prediction value of ROA is improved substantially by also
considering the % one-year historical change in ROA that occurred. This combination of ROA with the change
in it provides an average 86.32641% explanation of ROA variability in the next financial year based on the
adjusted R’ statistic whilst complying to 95.0% analysis of variance criteria and no indication of serial
autocorrelation in the residuals at the 95.0% confidence level. The graphical depiction of the adjusted R* for
each of the periods of time that the linear regression has been conducted (refer to figure 1) shows that combining
the CRS efficiency of bank groups with ROA provides a more reliable measure of future performance as the
adjusted R? of it remained fairly constant whilst the adjusted R? of ROA as predictor of financial performance of
bank groups was only 10.4868% in 2001 and 57.5021% in 2002. ROA and the combination thereof with the
percentage change in ROA also only provided a 59.4216% explanation of the ROA variability in 2003. The
combination of CRS efficiency with ROA, however, retained a high level of ROA prediction over the total
period of time.

Figure 1: ROA and CRS efficiency combined with ROA in the explanation of ROA variability in next
financial year — 2001 to 2008
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SUMMARY AND CONCLUSION

The ROAs of some major South African bank groups have individually fluctuated quite extensively
during the period 2000 to 2007 irrespective of macro-environmental factors that affected the banking industry as
a whole. As such some showed increases in ROAs whilst others showed decreases. It was only in 2008 that all
the bank groups experienced a decline in ROAs due the impact of the global financial crises.

Researchers like Ho and Zhu (2004) indicated that ROA is the bottom line result that shows the
combined effects of income, expense and asset management on operating results of banks. Dehning and
Stratopolous (2002) state that DuPont analysis makes a simultaneous analysis of efficiency and profitability
possible and it shows how they interact to determine ROA. It is within this context that researchers like
Kirkwood and Nahm (2006), Iounidis, Molyneux and Pasiourus (2008) have examined both cost and income
efficiency by way of DEA to compare the performance of banks. The focus of the aforementioned research and
the statement of Murthy, Nandakumar and Wague (2008) that banks are more interested in ensuring continued
profitability than in achieving efficiency can be regarded as an indication that ROA can be supplemented by
income and cost efficiency measures as performance indicators. The expectation is therefore that the
combination of the relative performance efficiency of banks and operating bottom line results (ROA) may have a
causal link with future profits and can be utilised in estimating future financial performance.

The study consists of a two stage process. DEA is conducted and resultant DEA scores are combined
with the calculated ROAs of banks to provide efficiency adjusted ROAs. The findings of this research paper
show that combining the CRS efficiency of bank groups with ROA provides a more reliable measure of future
financial performance than just conventional ROA figures. The model constructed from the analysis also
provides better predictions of future financial performance than ROA efficiency adjusted figures of Thamron
(2009). The model can therefore be useful to management, shareholders, investment analysts and portfolio
managers.

The findings of the research are subject to certain limitations. The fact that there are only nine listed
bank groups in South Africa whose financial statements could be analysed, and the fact that sufficient available
information could only be retrieved from 2000 implicates the validity of the findings within a broader context.
Furthermore, the number of inputs and outputs used in DEA had to be reduced to obtain suitable discrimination
between the bank groups.

Findings of the research should be interpreted with cognisance of the fact that, notwithstanding the

limitations of the research, further analysis can be conducted in other environments with the inclusion of more
bank groups over longer periods of time to verify the causal links between relative income and expenditure

©Copyright 2010 by the Global Business and Technology Association 145



efficiency and future profits and how it can be utilised in estimating future financial performance. It is therefore
recommended that future research be conducted in this regard.
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STRATEGY AND COMMUNICATION

Gerard Leo Danford
Haaga-Helia University of Applied Sciences, Finland

ABSTRACT

To benefit from employees understanding strategy and to avoid stress and uncertainty, employees must
understand the big picture. A better understanding of one’s individual role and how that role fits with the
organizational strategy, results in employees knowing how she or he can contribute to an organization’s
objectives. However, to achieve strategic fit takes time. Communicating a strategy effectively is very
challenging. Organizations should painstakingly focus on supporting all employees understanding of strategy
along with their individual contributions to strategic success. However, individuals vary and need different types
of strategic information, communication and training.

JOB AND ORGANIZATION STRATEGY IN A PERFECT FIT

The whole, 'big picture” is always more than any separate part alone. That applies also to the working
environment. Every single task and position is valuable in a well organized and lean company, but the actual
synergy and value comes from the company as a whole. Organizations should form a working entity where
everything is in place and everything works in a coordinated manner. “The competitive value of individual
activities cannot be separated from the whole, competitive advantage grows out of the entire system of
activities.” Porter (1996). Henry Mintzberg highlights this link “So I think the link between strategy and
operations is absolutely critical.” (McCarthy, 2000)

Porter (1996) argues for three types of fit. The first one is consistency between each activity/function and the
overall strategy. Consistency makes sure that the competitive advantages of activities accumulate without
eroding or canceling themselves out. This fit makes the strategy easier to communicate furthermore, strategy
implementation is easier due to a common mind-set in the organization.

For new employees it can be hard to see the company from a birds eye perspective. Therefore, it is
understandable that newcomers view their position from a narrow perspective. Only after some time one
familiarize oneself with company values, strategy, culture, organization and, policies. Newcomers and recently
hired personnel lack the vision of the whole (Porter, 1996). This gap can be quite dangerous if employee doesn’t
understand strategic objectives and how she or he contributes to these i.e. mis-alignment with the organizations
interest and needs. Lack of alignment results in conflicting goals (Boswell, 2006)

Understanding one’s role in an organization and the link to strategy it’s very important, however, employee
should not have too narrow way of a view. True understanding of strategic objectives and ones role in their
achievement needs different perspectives, not just a single job position perspective. Lawler (1994) states that a
paradigmatic shift by employees is required from that of just performing a narrowly defined task to a perspective
where employees understand the ‘big picture’. This understanding allows them to contribute more valuably to
company goals (Boswell, 2006).

The challenge, however, is how all employees can develop a big picture perspective Boswell’s
(2006).demonstrated that some positions in an organization are negatively related to employee understanding of
strategic objectives . He suggests that job rotation results in broader line-of-sight in an organization’s strategy.
Staying in one position for too long results in employees losing touch of the ‘big picture’ ,and perhaps becoming
entrenched in one specific job function. (Boswell, 2006)
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Balkcom and Brossy (1997) have investigated the difficulty of lower-level employees understanding how they
make a personal impact on a firm’s performance. Managers and other high level staff do not have this problem
as they are the ones setting the goals. Employees higher in the organization and/or with longer working
experience, therefore, have greater understanding of how they themselves contribute to an organizations strategy
(Boswell, 2006). However, knowing the company strategy is not enough. When the organization’s goals
(especially an individual’s) are understandable, employees will feel greater fit ,belonging and commitment
(Boswell, 2006; Schneider, 1987 in Boswell, 2006). Greater fit between individual employees and the strategy
results in a more positive work attitude, meaningfulness and employee satisfaction (Boswell, 2006; Vroom, 1960
in Boswell, 2006). Lower level employees, recently recruited, temporary and part-time employees may be less
committed to an organizations strategy due to the uncertainty involved with their job, impersonal nature of their
work and exclusion from strategic issues (O Reilly and Chatman, 1986 in Boswell, 2006; Boswell, 2006).

To benefit from employees understanding strategy and to avoid stress and uncertainty, employees must
understand the big picture. A better understanding of one’s individual role and how that role fits with the
organizational strategy, results in employees knowing how she or he can contribute to an organization’s
objectives (Boswell, 2006). However, to achieve strategic fit takes time. (Porter, 1996; Boswell, 2006).
Communicating a strategy effectively is very challenging. Organizations should painstakingly focus on
supporting all employees understanding of strategy along with their individual contributions to strategic success.
However, individuals vary and need different types of strategic information, communication and training
(Boswell, 2006).

Communicating strategy - a dialogue with employees,

Managers play a key role in strategic communication. Leader’s teach others in the organization (Porter, 1996).
Strategy as the direction of an organization, can be very collective (McCarthy, 2000). Middle management work
closest to the average employees in every organization (Axley, 1996 in Bartoo & Sias, 2004, Bartoo & Sias
2004), and their communication apprehension counts more than employee’s communication apprehension with
respect to the overall amount of information employees receive. It is important, therefore, to monitor and make
sure that middle management won’t be a blockage (Porter, 1996).

Moreover, when communicating, it’s wise to use people whom employees already trust, because what they say
will be trusted as well. For most organizations this means targeting frontline managers (Larkin & Larkin, 2006).
Senior management are the architects of the strategy and are mostly concerned with big issues and important
changes in strategic direction. Frequently, the communication of senior management is formal, public and does
not increase trust, especially emotional trust associated with behavior change.(Larkin & Larkin, 2006).Therefore,
it is the role of middle managers to make sure the company direction and goals are informed and understood on a
grass-root level. Two-way communication and dialogue is required in order that workers are not in a passive
role/position. A open and psychologically equal relationship between individual employees and their closest
superior is needed.

Line managers should be above employees only on an organizational level, but not in a communication
relationship. “A manager may maintain appropriate role, authority and status without necessarily resorting to
negative power strategies, such as domineering or coercive communication.” (Willemyns, Gallois & Callan,
2003). Managers should treat subordinates as individuals and respect each employees contribution to the
business. By respecting employees and getting to know employees on an individual level, manager stereotypes
vanish, perceptions of power decrease and perceptions of trust is maximized (Willemyns, Gallois & Callan,
2003).

Kahn (1990) studied experienced relations with people from different hierarchical groups. He found that
relationships between different hierarchical groups are perceived to be more threatening than relations within a
hierarchical group. If employee doesn’t feel safe and comfortable around a manager, he or she may not be able to
express himself / herself openly. Thus, supportive management and interpersonal relationships create
psychological safety when they perceived as supportive and trusting. These relationships are flexible and allow
people to try and also to fail, without fearing the consequences. (Kahn, 1990). However, managers can
communicate their superior status in the relationship both explicitly and implicitly (Willemyns, Gallois &
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Callan, 2003). Managers must communicate openly with subordinates and minimize status distinctions
(McGregor (1960, in Daniels, Spiker, Papa, 1997, p. 33-34)).  Moreover, management must help create an
environment in which employees become both emotionally engaged and cognitively engaged.

Trust

A climate of trust with employees can be developed (1960, in Daniels, Spiker, Papa, 1997). However,
subordinates’ ideas and opinions must be taken into account and the climate must support employees’. Work
climate includes decentralization of decision making, delegation of authority to subordinates, variety in work
tasks and participative management in which subordinates have influence in decisions that affect them.
(McGregor (1960, in Daniels, Spiker, Papa, 1997, p. 33-34)). Many things affect an employee’s perception about
his or her manager, however, open communication is most important as the manager can either share or withhold
information. The latter creates uncertainty, fear and distrust (Douglas, 1990, 1994; Kramer, 1994 in Bartoo &
Sias, 2004; Willemyns, Gallois & Callan, 2003). Employees who feel they are not getting enough information
required to effectively carry out tasks are suffering from information under load and this can have negative
implications on task performance (Bartoo & Sias, 2004)

Managers, who act as mentors, naturally create trust between the subordinates (Willemyns, Gallois & Callan,
2003). Four dimensions of mentoring have been identified. Emotional support includes trust, concern, listening
and esteem. Appraisal support involves affirmation and feedback. Informational support involves, suggestions,
directives and information. Finally, instrumental support involves money, labor and time. Developing and
maintaining trust relationships needs frequent interaction between the manager and their peers (McAllister,
1995). Real trust is based on emotional bonds with individuals (Lewis & Wiegert, 1985 in McAllister, 1995).
Seabright and colleagues’ (1992: 155) thus social ties are needed in highly specific relationships. Developing
trust needs time, interactions, informality and emotionality (McAllister, 1995, Larkin & Larkin 2006). People
who invest emotionally into trust relationships, express genuine care and concern for the welfare of partners and
believe others would do the same for him or her (Pennings & Woiceshyn, 1987; Rempel et al., 1985, in
McAllister, 1995). When there is trust, people are willing to use and share the knowledge they have as the basis
for action (Luhmann, 1979, in McAllister, 1995).

Along with trusting, strategy communication has to be clear and transparent so as to guide employees in making
choices and decisions during their daily tasks (Porter, 1996). In addition to strategy communication as such it’s
also important to bring out the energy in people by creating systems that encourage and stimulate them
(McCarthy 2000).

In order to do ones job in the best way a person needs and wants to belong to a group. People want to
participate, and see that others value their participation and that the participation is meaningful for them as well
as for the organization. People also want to have some decision rights, a role that counts for something and feel
as if they own some part of the outcome. People want to feel useful and important and it is the manager’s basic
task to make each worker feel that way. Employees desire to belong and to be recognized as individuals. Needs
are more important than money in motivating people to work. (Daniels, Spiker, Papa, 1997 p. 36)

Communication accommodation (CAT) proposes that individuals converge in order to signal affinity with, or
seek the approval of the other person (Willemyns, Gallois & Callan, 2003). According to the similarity-attraction
theory (Byrne, 1971, in Willemyns, Gallois & Callan, 2003)), individuals are likely to be attracted to people who
are similar to themselves in terms of personal characteristics or group membership. Individuals are more likely to
trust in-group members than out-group members (Willemyns, Gallois & Callan 2003). Likert (in Daniels,
Spiker, Papa, 1997) states that participative management system (p. 34-35) support realistic performance goals.
People want to contribute to meaningful goals which they have helped establish. Most people can exercise far
more creative, responsible self-direction and self-control than their present jobs demand. (Daniels, Spiker, Papa,
1997 p. 36)

Manager should, therefore, share information with the employees and listen to their objections to plans. This

requires full participation on important matters and a continually broadening subordinate/self-direction.
Involving people in routine decisions satisfies the basic needs to belong and to feel important. From this basis,
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cooperation comes willingly. (Daniels, Spiker, Papa, 1997 p. 36). However, to experience ones job as
meaningful, employees must be able to feel worthwhile, useful, and valuable. Employees want their opinions to
count. (Kahn, 1990) In addition to a certain amount of autonomy (task without tight link to others or control by
others) ones position should include some ownership over the work (Hackman & Oldham, 1980, in Kahn 1990).
Tasks perceived as meaningful have clear goals which allow employees to have a chance for success (cf. Locke,
1968, in Kahn, 1990).

Moreover, work interactions need to be meaningful because they promote dignity, self-appreciation (e.g. people
want to do what they can), and support a sense of worthwhileness. Such interactive environments enable
relationships in which people want to give and receive from others, allow people to feel valuable and valued and
involve mutual appreciation, respect and positive feedback. (Kahn, 1990)

Values

Employees need to understand corporation values, why they are valued, and how to transform values into action.
This is hard to achieve. However, manager have to pursue this understanding, because company values can’t be
left as statements on paper; they have to be moved from objective statements to subjective realities i.e. each and
every employee should transform the corporate words about values into personal commitments and experiences.
This challenging process is fulfilled through communication. (Clampitt, 2001 p. 60)

In communicating values clearly, concrete examples and symbols are the key words: what we do as individuals
and why we do them, how the organization has inherited its culture (our history). In doing so one is trying to link
the individual employee to organizational value and to specific actions. Values can be used to structure
information in order to provide both a focus and a reminder. Stories as a mechanism to move the values from
stale statements written on a piece of paper to a fresh testament written in the hearts and minds of employees are
powerful tools. Effective communication assists in the evolution of the meaning of the values, as there might be
a (temporary) period of time when the stated and practical values don’t match and this may cause confusion
among employees. (Clampitt, 2001, p. 60-69)

Individual employees and organization values should be able to co-exist, even though they do not totally match
each other. To be psychological available at work, individuals should not feel insecurity in their jobs. If an
employee feels that he or she doesn’t somehow fit with his or her organization and its purposes, they can become
absent and perform tasks at a lower level of performance (Kahn, 1990). If there is a conflict between a person’s
own values and company values, it is quite difficult for people to be personally engaged in fulfilling work
processes (Mowday, Porter, & Steers, 1982, in Kahn 1990). Furthermore, managers have an important role in
communicating, as they can be a model example of the company values. Employees often feel obligated to have
the same values as their supervisors have and at the same time they long for values they can believe in
(Clampitt, 2001). When people come to work they have own values included in their personalities and live their
lives based on those values. Thorton Bradshaw, a former president of Atlantic Richfield and chairman at RCA
has stated that ‘every employee comes with a set of ethics of their own and organizations should not twist or
distort those ethics (Freudberg 1986, p. 230, in Clampitt, 2001). By managing this bi-polar aspect of values, ones
own and the organizations values will be conflict free.

Job role & Decision Rights

Organizational leaders are not the only ones making decisions. Leaders share some power by engaging the right
groups in everyday actions. The resulting quality of decisions is better, since they are made collectively by
experts. The speed of execution is increased when this is done because people who feel ownership of the
outcome work more effectively (Smythe, 2008). Thus, subordinates should be allowed to exercise some self-
direction and self-control on routine matters. (Daniels, Spiker, Papa, 1997 p. 36). However, in order to gain,
organizational priorities should be crystal clear. There should not be a mismatch between the organization image
and employees’ roles or a mismatch in ones individual activities compared to the company strategy. If
employees try to offer everything for everyone, companies risk confusion in the trenches as employees attempt
to make day-to-day operating decisions without a clear framework (Porter, 1996). Clear and explicit decisions
and choices must be made. Therefore, choices become the parameters within which people are allowed to
operate with autonomy (McCarthy, 2000)
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However, job role clarity is not enough. The level of decision rights must be defined as well. Great execution
starts by clarifying decision rights and making sure information flows freely to the right persons who are able to
fulfill their responsibilities (Nielson, Martin and Powers 2008). Decision rights include responsibilities and these
have to also be clarified. Sharing information should go further than line employees just having bits and pieces
of information in order to understand the bottom-line impact of their day-to-day choices. When everyone in the
company understands the business realities from their own but also from their co-worker’s point of view,
cooperation will be more effective and everyone will be acting the organizations best interests. (Nielson, Martin
and Powers, 2008)

However, role clarity is vital, as many employees have several roles in the organization (Saks, 2006; Rothbard,
2001, in Saks, 2006; May et al., 2004, in Saks, 2006). Understanding how one helps the organization achieve
strategic success requires that each employee knows accurately what is expected of him or her. (Boswell, 2006)
In role theory construct role ambiguity is defined as uncertainty or lack of clarity surrounding expectations’
(Ilgen and Hollenbeck, 1991: 191, in Boswell, 2006). Roles and performing them, feels safe when it happens
within the boundaries of organizational norms (Kahn, 1990). Norms are shared expectations about the general
behaviors of system members (Hackman, 1986, in Kahn, 1990).Moreover, “work role clarity is strongly linked
to employee engagement, and to the extent that an individual is psychologically present in a particular
organizational role (Kahn, 1990; Rothbard, 2001, in Saks, 2006). Engaged employees know what is expected of
them, they form strong relationships with co-workers and managers, or they experience meaning and importance
in their work in some other way. Engaged employees also have some autonomy in their work roles (Luthans &
Peterson, 2001). Employees who are given opportunities to excel and grow, and who are constantly seeking
information to help to proceed to the wanted direction (i.e. cognitive engagement) are more likely to experience
success (Luthans & Peterson, 2001) Bandura (1986, 1997). When there exists higher self-efficacy, person
becomes more active, initiating tasks, sustaining effort toward task accomplishment, and persisting in problem
situations’.

Employees feel safe in situations where they don’t have to be afraid of suffering because of their personal
engagement. Safety is present when people are able to show and employ one’s self without fearing negative
consequences to self-image, status, or career, and when people have some control over their own work. (Kahn,
1990) In two studies done by Kahn (1990), situations where there was trust in place were predictable, consistent,
clear, and non-threatening. People knew what they were allowed to do and what should not be done. Also the
potential consequences of their behaviors were clear. Rules for what is allowed and what is not must also be in
place, otherwise people create internal boundaries in order to feel safe (Hirschhorn, 1988, in Kahn, 1990).

However, communication skills are vital in the strategy communication process. (Willemyns, Gallois & Callan
2003), highlight the importance of developing communication skills in order to maximize employees’
perceptions of belonging to a group and valued as a group member. Furthermore, effective communication
builds trust in the workplace (Willemyns, Gallois & Callan, 2003). Improved communication skills increases
the trust between the manager-employee. However, managers have to work harder than employees to build and
maintain trust. (Willemyns, Gallois & Callan, 2003). Lack of trust or recognition does not belong to a group who
value members as group members and as individual human beings. (Willemyns, Gallois & Callan, 2003).
Organization must truly value effective interpersonal communication and a supportive culture, otherwise
employees won’t expend the extra time and effort that is necessary to communicate properly. (Gordon, 2006)

EMPLOYEE ENGAGEMENT

Richman (2006) and Shaw (2005) state that employee engagement is emotional and intellectual commitment to
the organization (Saks, 2006, Frank et al. 2004). Employee engagement relates to the amount of discretionary
effort exhibited by employees in their jobs (Saks, 2006). Rothbard (2001, p. 656) argues that employee
engagement is a psychological presence involving attention and absorption. Attention refers to cognitive
availability and the amount of time one spends thinking about a role and absorption refers to how into a role one
is and in what intensity she or he is focusing on it. Employee engagement is characterized by energy,
involvement, and efficacy (Saks, 2006).
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Employee engagement is a positive, fulfilling, work-related state of mind, characterized by vigor, dedication, and
absorption. It’s not a momentary and specific state focusing any particular object, event, individual or behavior
(Saks, 2006). Engagement is a persistent state of work fulfillment, where passion, focus, and energy are the key
components (Wildermuth 2008). Take away any of these three factors, and the overall level of engagement will
suffer (Robinson et al. 2004) Engagement is a two-way relationship between the employer and employee (Saks,
2000).

However, for an employee to be engagement the workload, control, rewards and recognition, community and
social support, perceived fairness, and values have to be on a correct level. Furthermore, job engagement is
associated with meaningful and valued work. (Maslach et al., 2001, in Saks, 2006) Engaged leaders and
employees, who actually deliver the service or make change happen have shared power where subordinates are
involved in everyday decision making and also in bigger changes. (Smythe, 2008)

To be or not to be personally engaged is shown during the daily tasks the level of a person’s overall personal
engagement depends on how engaged the employee is physically, cognitively and emotionally. Engagement will
exist if the employee is cognitively vigilant and/or emotionally connected to others. Engaged employees feel
obliged to bring themselves more deeply into their role performances as repayment for the resources they have
received from their organization. (Kahn, 1990)

However, different psychological states influencing people’s internal work motivations and affect how (engaged)
people see their selves in connection to their role (Kahn, 1990; Hackman and Oldham, 1980, in Kahn, 1990).
Meaningfulness associates with work elements that create incentives or disincentives to personally engage.
Safety associates with elements of social systems that create more or less non-threatening, predictable, and
consistent social situations in which to engage. Availability associates with individual distractions that
preoccupy one to various degrees and leave one more or fewer resources with which to engage in role
performances. (Kahn, 1990)

Psychological meaningfulness is about getting something back in return for what one has given to the
organization (Kahn, 1992, in Saks, 2006). Hackman and Oldham’s (1980, in Saks 2006) job characteristics
model contains five core characteristics: skill variety, task identity, task significance, autonomy, and feedback
(Saks, 2006). Based on the model, Kahn (1990, 1992 in Saks, 2006) argues that psychological meaningfulnes
can be achieved from task characteristics that provide challenging work, variety, allow the person to use
different skills and to have personal discretion, and the opportunity to make important contributions (Saks,
2006). According to May et al. (2004, in Saks, 2006), job enrichment relates to meaningfulness and
meaningfulness mediated the relationship between job enrichment and engagement (Saks, 2006). Thus, it could
be said, based on the Social exchange theory (SET), that employees who have enriched and challenging jobs will
feel obliged to respond with higher levels of engagement (Saks, 2006).

When employees are more engaged (cognitively and/or emotionally), managers are more confident that they can
build an engaged team . Thus manager’s self-efficacy is related to employee engagement and vice versa (Luthans
& Peterson, 2001). However, it’s very common nowadays, that employees are not fully engaged with their work.
Roughly half of all Americans in the workforce are disengaged or experience a “engagement gap” (Saks, 2006).

Organizational commitment refers to a person’s attitude and attachment towards their organization and
engagement refers to the degree to which an individual is attentive and absorbed (how they employ themselves)
in the performance of their roles. Social exchange theory (SET) states that relationships evolve over time into
trusting, loyal, and mutual commitments as long as the parties follow some rules regarding the exchange in
relationships (Cropanzano and Mictchell, 2005, in Saks, 2006). These rules usually involve reciprocity or
repayment such that the actions of one party lead to a response or actions by the other party, e.g. employee gets
some resources from the company or feels obligated to do his or her share with those resources. (Cropanzano and
Mictchell, 2005, in Saks, 2006)

Employees can really make a difference based on the level of engagement they choose to give to the
organization. When the organization fails to provide the resources needed, individuals are more likely to
withdraw and disengage themselves from their roles (Saks, 2006). However, employee engagement is time-
consuming, long-term and a on-going process that requires continued interactions, commitment and monitoring
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(Wildermuth, 2008; Cropanzano and Mitchell, 2005, in Saks, 2006). Employees who perceive higher
organizational support are more likely to reciprocate with greater levels of engagement in their job and in the
organization. . Employees, who feel they have been treated fairly, will most likely reciprocate with greater
organization engagement. Moreover, engaged employees have high-quality relationships with their employer,
positive attitudes, intentions, and behaviors. (Saks, 2006)

Social Exchange Theory supports the idea that employee are on a mission to help the organization reach its
objectives (Rhoades et al., 2001, in Saks, 2006). Employees are very willing to fulfill their obligations to the
organization by becoming more engaged when they feel their organization is genuinely concerned about them
and their well-being (Saks, 2006). The support received from the supervisor, affects employee engagement,
because employees perceive supervisor level support as organizational level support as well (Rhoades and
Eisenberger, 2002, in Saks, 2006). Similarly, Bates (2004) and Frank et al. (2004) state that first-line supervisors
are believed to be especially important for building engagement and to be the root of employee disengagement
(Saks, 2000).

However, engagement happens on an individual level impacting firstly the individual-level outcomes, and after
that it leads to possible business results. Based on this, it’s reasonable to expect employee engagement to be
related to individuals’ attitudes, intentions, and behaviors. (Saks, 2006) According to Kahn (1992, in Saks,
2006), engagement leads to individual outcomes, meaning firstly people’s work quality and experiences and
after that to organizational-level outcomes, meaning the organization’s growth and productivity.

Thus, trusting and high-quality relationships between the employee and employer result in more engaged

individuals, who in turn will most likely report more positive attitudes and intentions toward the organization
(Saks, 20006).
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ABSTRACT

The tax compliance literature indicates that many factors, including, economic, social, psychological and
demographic, impact upon the compliance behaviour of taxpayers. This research study investigates the
relationship that exists between major tax compliance variables and the attitudes of both selected Australian
personal taxpayers’ and tax evaders’ towards tax evasion. Research support from both the Australian Taxation
Office and a market research company was engaged in carrying out the study. The study employed a mixed
method approach drawing data from both a survey instrument and through interviews. It is envisaged that the
results of this study provides useful information for revenue collecting authorities and has implications for tax
policy development.

INTRODUCTION

An important issue for any government and revenue collecting authority is to obtain knowledge and
understanding of the reasons for taxpayer non-compliance. However, measurement of the magnitude of
intentional and unintentional non-compliance can be difficult as it involves estimating levels of uncollected tax,
which by its nature is not detected by the revenue authority. The amount of tax lost through evasion is potentially
enormous. (The IRS estimated it to be $US 345 billion in 2006 which amounted to 16.3 percent of estimated
actual paid plus unpaid tax liability -Slemrod 2007). In Australia an estimate of the underground economy was
10 billion or 1.2% of the level of GDP in 2002-03. Consequently to prevent the erosion of government revenue,
further research is required into understanding taxpayer attitudes and behaviour.

There are two broad schools of thought regarding taxpayer compliance which emerge from the literature. The
first is studies based around the theory of economics that explain the varying levels of taxpayer compliance. The
second is studies based on theories of psychology and sociology that also explain the varying levels of taxpayer
compliance. The focus of this study will primarily be on three compliance variables, which have been
predominant throughout the review of the literature. They are the economic variable of deterrence which
includes (the likelihood of being caught and the range of penalties applied to those who are caught) and the
psychology variables of moral values and the perceptions of equity and fairness held by taxpayers.

Logic suggests that the most efficient way to design an affective taxpayer compliance program would be to
concentrate on the factors that appear to have the most impact on compliance levels. Of all the variables
examined by scholars, deterrence, equity and moral values have been critical and accordingly the focus of this
study is on these three factors. This study also expands upon a prior study conducted by Ian Wallschutztky
(1984) over twenty-five years ago who also investigated the attitudes and behaviours of both compliant and non-
compliant taxpayers. The remainder of this paper is organized as follows. Section 2 outlines the main research
questions addressed and the methodology adopted in this study. This is followed by a discussion and analysis of
the research findings and empirical evidence in section 3. Finally, section 4 of the paper concludes the study and
provides some tax policy considerations.

RESEARCH STUDY
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Research Questions/Hypothesis

As indicated earlier the major attitudinal variables of interest in this study comprise fairness/equity of the tax
system, the moral values of taxpayers’ and deterrence mechanisms such as penalties and law enforcement
measures. The possible relationship between these variables and taxpayer’s compliance attitudes/behaviours was
considered in the context of six main research questions (RQ) and hypothesis (H) which follow:
e RQI Is there is a relationship between taxpayers’ perceptions of tax penalties and sanctions and their tax
compliance attitudes/behaviour?
HI: There is a relationship between taxpayers’ perceptions of tax penalties and sanctions and their tax
compliance attitudes/behaviour.
e RQ2 Is there a relationship between taxpayers’ perception of tax fairness and their tax compliance
attitudes/behaviour?
H2: There is a relationship between taxpayers’ perception of tax fairness and their tax compliance
attitudes/behaviour.
e RQ3 Is there a relationship between taxpayers’ tax morals and their tax compliance attitudes/behaviour?
H3: There is a relationship between taxpayers’ tax morals and their tax compliance attitudes/behaviour.
e RQ4 Is there a relationship between taxpayers’ perception of tax law enforcement by the revenue authorities
and their tax compliance behaviour?
H4: There is a relationship between taxpayers’ perception of tax law enforcement by the revenue authorities
and their tax compliance attitudes/behaviour.
e RQ5 Is there a relationship between taxpayers’ perception of the probability of detection by the revenue
authorities and their tax compliance attitudes/behaviour?
H5: There is a relationship between taxpayers’ perception of the probability of detection by the revenue
authorities and their tax compliance attitudes/behaviour
e RQ6 Is there a relationship between taxpayer’s tax awareness and their tax compliance attitudes/behaviour?
H6: There is a relationship between taxpayers’ tax awareness and their tax compliance attitudes/behaviour.

Research Methodology

The Survey Instrument

The survey instrument comprised six sections including 31 questions, of which there were many parts to most
questions and a space at the end for comments. The six areas covered included, general tax awareness, penalties
and deterrence, tax law enforcement, tax fairness, tax morals and finally demographic details. In most cases a
seven point likert scale was used with scales ranging from strongly agree (7) to strongly disagree (1) and
moderate scores found in between the two extremes. Ajzen and Fishbein (1980) argued that a number of studies
administered on different occasions provide evidence that the standard attitude scales are highly reliable in
measuring the strength of beliefs and intentions. In particular Ajzen and Fishbein have cited other studies, Czaja
and Blair (1996) which reported test-retest reliability greater than 0.95 for the “likely —unlikely scale.”

The Survey Sample and Interviews- Evader Group

Fowler (1993) indicated that a sample of 150 people would describe a population of 15,000 or 15 million with
virtually the same degree of accuracy. On this basis, it was determined that, somewhere between 150-300 usable
responses for each group (evader and non-evader) would be desirable for this study given the taxpaying
population in Australia.

A mail-out version of the survey was conducted for a random selection of personal taxpayers labelled the evader
group (i.e. non-compliant taxpayers). The sample frame was to be those personal taxpayers that, according to
ATO records, had lodged tax returns for three previous income tax years, including 2004, 2005 and 2006 and
had been audited and subjected to a penalty. In accordance with the researcher’s specifications, tax evaders were
randomly selected based on the following criteria; age, gender, marital status, agent prepared or not, location,
(which Australian state/territory) occupation and the level of income, all of which could be determined from
their tax returns. The other important demographic variables relevant to this study which were indirectly
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identified were the educational level of those taxpayers given their occupational groups, nationality based on
residence and also that they had lodged tax returns in the previous and current year.

The sample population was 700 records for this evader group. Given an expected response rate of 25—30 per
cent, this number would result in a sample size of at least 150— 200 respondents which would be sufficient in
terms of the credibility of the results. Names and addresses of those selected were only known to the Australian
Taxation Office (ATO). Understandably due to the privacy provisions, the ATO was not willing to allow the
researcher direct access to taxpayers’ details. To satisfy this condition the surveys were supplied by the
researcher to the ATO who conducted the distribution of the surveys to the evader sample. The survey responses
were then received by the researcher directly at the University. Such an approach maintained taxpayers’ privacy
in that neither the researcher, nor the ATO, could match taxpayers’ details to completed surveys. As the study
was conducted in conjunction with the ATO, it was considered that this approach would also improve response
rates. The actual response rate received for this study was (174/636 effective distributions = 27.4%). Other
previous tax compliance studies indicate that a response rate of anything between 25%- 30% is acceptable in tax
surveys —Murphy (2003). A small number of survey participants (six) who voluntarily provided their contact
details were also interviewed over the telephone-Dillman (1978). It was considered that the findings derived
from these interviews would compliment and cross validate the results from the survey component of the
research study.

The Survey Sample and Interviews- General Population

With respect to drawing a sample from the general population, in the absence of ATO support, it was considered
that a market research company could be approached to perform this task. The particular market research
company had access to quite a large database of people from the general population, identified by various
demographics and were able to distribute an electronic version of the survey instrument to potential participants.
Given the required selection criteria (ie specific demographics that were representative of the Australian
taxpaying population) the market research company were able to select a sample of 300 personal taxpayers
labelled as non-evaders (i.e. compliant taxpayers). That is, it was assumed that there were no tax evaders in this
group, given the likelihood of this occurring being very small. Every person on the data base of the market
research company also had the same probability of being selected given the cross section of taxpayers required
for the sample.

This sample was generally representative of the Australian population according to figures released by the
Australian Bureau of Statistics (ABS). Taxpayer privacy was maintained at all times, as no names or address
were released to the researcher given it was an anonymous survey. A small group of taxpayers (seven) who had
participated in the survey were contacted by the market research company and also happy to be interviewed in
person.

Selected Statistical tests

Specifically in terms of an exploratory analysis and giving a snapshot of the data gathered, it was considered
that employing chi-square tests was appropriate to explore the relationship between various categorical
variables (i.e. compliance behaviour against perceived tax penalties, tax fairness, tax law enforcement, tax
morals and tax awareness — excluding demographics). Chi-square, as a non-parametric technique is ideal for
situations where data are measured on nominal (categorical) scales and also where sample sizes are relatively
small Pallant (2005), as is the case here. Chi-square is also a fairly robust test that does not have such stringent
requirements and does not make assumptions about the underlying population distribution. To extend the
quantitative component of the study, logistic regression was also employed to give the overall analysis more
rigor and improve the validity of results.

Initially, for the purpose of the preliminary analysis the chi-square statistical test was chosen to investigate the
affect of selected survey questions upon compliance behaviour. Specifically, survey questions two, four, eleven,
twelve, fifteen and seventeen were statistically analysed in the study against question seven, compliance
behaviour. These questions represented the thrust of the study in terms of] tax penalties for non-compliance,
taxpayers’ awareness, law enforcement, tax morals and tax fairness. The variables employed were tested for
statistical significance at the 5 per cent level. (i.e. statistically significant at p < or = 0.05) Cross tabulation
(SPSS output) of the chi-square results was examined to determine the relationship between the dependent and
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independent variables while the frequencies and percentage breakdown of responses to selected questions was
also examined to enable comparisons with other studies-Birch, Peters and Sawyer (2003).

DISSCUSSION AND ANALYSIS OF RESEARCH FINDINGS

Demographic Profile of the Evader Sample

The demographic profile of the evader sample of 174, was not totally representative of the Australian population
as expected, yet nevertheless produced useful data to assist in the analysis of the research questions posed.
Question S1 regarding education level indicated that a large number of those surveyed had obtained an advanced
diploma 25(15%) or had completed a bachelor degree 76(45%). This is higher than the average educational level
of the Australian population which is more like year 12 level. Question S2 of the survey, categorised
occupational groupings according to figures derived from the Australian Bureau of Statistics (ABS). The figures
reveal that 24(14%) fell into the clerical, sales and service industry. Interestingly, a further 48(28%) indicated
they were in the professional category which would include the likes of doctors, lawyers and accountants. The
sub-group of associate professionals/education at 21(12%) included the likes of teachers, academics and social
workers. For the few respondents who indicated that they were not working in question S3, the main reason
given was that they were retired from paid work, 5 (3%). Question S4 of the survey indicated that the gender
breakdown of the sample was also unrepresentative of the Australian population with males 116(67%) and
females 57(33%) of respondents. Survey Question S5 revealed where respondents were located in Australia and
not surprisingly, the majority came from the more populated states of NSW 56(32%) and Victoria 49(28%).

The remaining demographic questions were posed at the end of the survey. In particular, the results of question
23 revealed that the majority 147(86%) of respondents fell between the 20-59 year old age-bracket. Question 24
indicated that the sample was fairly representative of the Australian population with 86 (49%) of respondents
indicating that they were born in Australia. Despite the fact that Australia is a very multi-cultural society, the
figures are representative of the ABS statistics. On the other hand, in question 25 the majority of respondents
106 (62%) earned $80,000 or more per annum with a large number 25(14%) earning more than $140,000 a year.
This salary range is unrepresentative of the Australian population and clearly indicated that evaders tended to be
in the higher income bracket. However, given that the sample incorporated high income taxpayers’ selected for
audit activity, there was likely to be an indirect income bias. Finally, Question 26 indicated that the majority of
respondents 162(93%) lodged their 2005-06 tax return as expected.

Demographic Profile of the General Population Sample

The demographic profile of the general population sample was fairly representative of the Australian population
and consequently produced useful data to assist in the analysis of the research questions posed. In this case,
Question S1 ensured that all taxpayers had a taxable income and were required to lodge tax returns. For instance,
respondents such as self-funded retirees who were not working but nevertheless had a taxable income in excess
of $6,000 and lodged a tax return, were also included. Question S2 regarding education level indicated that a
large number of those surveyed had obtained a leaving certificate 71(24%) or had completed a bachelor degree
59(20%). However, this is higher than the average educational level of the Australian population which is more
like year 12 level. Question S3 revealed that the majority 96(32%) fell into the clerical, sales and service
industry, a further 56(19%) indicated they were in the professional category. The sub-group of associate
professionals/education indicated 39(13%) while Question S4 revealed that the majority of respondents were
located in the more populated states of NSW 96(32%) and Victoria 77(26%). Finally, question S5 gave the
gender breakdown of the sample which was representative at males 157(52%) and females 143(48%) of
respondents.

Of the remaining demographic questions, question 23 revealed that the majority 279 (93%) of respondents fell
between the 20-60 year old age-bracket. This is not that surprising given that this age group are probably the
most familiar and comfortable with using electronic mediums. Question 24 also indicated that the sample was
representative of the Australian population with 206 (68%) of respondents indicating that they were born in
Australia. Likewise, in question 25 the majority of respondents 184 (62%) earned between $20,000 and $50,000
per annum. This salary range is representative of the majority of the Australian population. Question 26
indicated that the majority of respondents 269(90%) lodged their 2005-06 tax return as expected while finally, in
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question 27 for the few respondents who indicated they were not working, the main reason given for this was
home duties.

Research Results
From the combined findings matrixes below it is easy to identify the areas of convergence and divergence with
respect to the research questions and hypotheses posed under both the quantitative and qualitative components of

the study for both the evader group and general population.

Combined Findings Matrix- Evader Sample

Quantitative Component Qualitative Component
Primary Research | Chi—square tests | Regression results Survey Comments Interview Findings
Question/ Hypotheses | results
RQI Penalties* x x X \ (qualified yes)
H1 Penalties X X N/A N/A
RQ2 Fairness* N . N N
H2 Fairness* N 7 N/A N/A
RQ3 Morals* N \ (qualified yes) N v (qualified yes)
H3 Morals* N v (accepted in part) N/A N/A
RQ4 Enforcement* x (qualified no) N N v (qualified yes)
H4 Enforcement* X N N/A N/A
RQS *Probability of | x v (qualified yes) X x
Detection
HS Probability of v (accepted in part) v (accepted in part) N/A N/A
Detection
RQ6 Tax Awareness N . N x (qualified no)
H6 Tax Awareness N (accepted in part) - N/A N/A

It is evident that the perception of fairness of the tax system was clearly influential upon the compliance attitudes
and behaviours of non-compliant taxpayers. Despite the absence of regression results, this was supported by the
chi-square test results and comments both in the survey and at interview. Some taxpayers even admitted that it
was the issue of fairness that had lead them to partake in their non-compliant actions. There are many different
facets of fairness which could have been compromised because of the tax system. To a slightly lesser degree the
issue of tax morals also indicated converging and complementary results with respect to chi square tests and
survey comments. The regression results and interview findings produced some qualifications, however given
that the cohort of taxpayers investigated were those who were found to be non-compliant, this qualification is not
unexpected. Significant factors such as, self assessment, competitive pressures and a vibrant cash economy
nevertheless impacted upon taxpayers’ morals and their consequential compliance behaviour.

An examination of the matrix also reveals that tax law enforcement was a factor upon the taxpayers’ compliance
behaviour. Other than receiving qualifications under both the chi-square tests and at interview, the factor was
found to be influential. In this respect there was a clear distinction made by taxpayers between negative and
positive enforcement with the latter being preferable. The reason for this became obvious from the interview
comments where all taxpayers indicated that the harsh treatment of an audit was undesirable.

However, there was also evidence of a divergence in results regarding other forms of enforcement by way of
penalty and the probability of detection. Specifically other than some qualified support at interview, penalties per
se were generally viewed as being ineffective in influencing compliance behaviour. There was no authoritative
support that an introduction or increase in penalties would lead to improved compliance on its own. The results
suggested rather, that penalties ought to be used in combination with other factors, such as, taxpayer education
and services, in order to improve compliance. While the results for HS converged, the divergence was discovered
in RQS5 with respect to a perception of a high probability of detection improving compliance behaviour. Other
than qualified support from the regression results, tax evaders were of the belief that audit rates and coverage
was poor citing the cash economy as a visual example. Consequently it was clear that taxpayers who perceived
the probability of detection as low were non-compliant.

Finally, a real divergence in results was discovered for tax awareness and its impact upon compliance. There
were no findings under the regression analysis and survey comments were inconclusive with regards to this
factor. Where chi-square test results indicated that poor tax awareness results in negative compliance behaviour,
this was not supported by comments at interview. In fact it was clear from the interviews that taxpayers did
possess general tax awareness with respect to tax avoidance/evasion distinction and evasion opportunities. A
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possible explanation for the divergence is that the statistical tests were not able to differentiate between the
subtle differences in tax awareness/knowledge.

Combined Findings Matrix-General population sample

Quantitative Component
Primary Research | Chi—square tests results Regression results Interview Findings
Question/ Hypotheses
RQ1 Penalties* N (qualified yes) (qualified yes)
H1 Penalties N (accepted in part) N/A
RQ2 Fairness* X _ \ (qualified yes)
H2 Fairness* X - N/A
RQ3 Morals* N - N
H3 Morals* \ - N/A
RQ4 Enforcement* X N (qualified yes)
H4 Enforcement* X 7 N/A
RQ5 *Probability of | V (qualified yes) \ (qualified yes) v (qualified yes)
Detection
H5 Probability of | x x N/A
Detection
RQ6 Tax Awareness x (qualified no) \ N
H6 Tax Awareness N (accepted in part) \ N/A

It is evident from an examination of the matrix that there was a convergence and gathering of results under the
penalties head. Along with qualified support from the interview findings and regression results, there was strong
support from the chi-square tests. Overall there appears to be a consensus amongst this group of taxpayers that
penalties (including severe penalties —imprisonment) can be influential upon compliance behavior.

The perception of fairness of the tax system did not appear to have a significant impact upon compliance
behavior in the general population sample, as shown by the divergence of results in the matrix. While there was
an absence of regression results, only qualified support at interview indicated that there was any relationship
between fairness and compliance behavior. Again the many different facets of fairness may have also lead to the
divergence of the results and lack of evidence. There appears to be clear support for a relationship between
compliance behaviour and tax morals. Despite the absence of regression results, complementary results can be
found in both the chi-square tests and interview findings. Taking peoples’ views on face value is always difficult
but consistent with the majority of the tax complying population, tax morals were found to be generally of a high
standard. In contrast an examination of the matrix reveals that tax law enforcement was not generally influential
upon compliance behavior. Other than some qualified support at interview there was no evidence to suggest that
enforcement whether positive or negative would have any impact upon compliance levels.

There was a convergence in the results for the probability of detection, where qualified support was discovered
in both the chi-square and regression tests and through the interview findings, of this variable having an
influence upon tax compliance. Despite admitting to low audit and collection rates, compliant taxpayers
generally felt that detection was possible. Overall there was some convergence of results with respect to tax
awareness and compliance behaviour, particularly with respect to the statistical tests. This was the opposite
finding to those in the evader group. Tax awareness of both general and specific issues was evident despite the
statistical tests being incapable of picking the subtle differences in tax awareness/knowledge. Compliant
taxpayers were found to generally have a good understanding of tax issues overall.

SUMMARY AND CONCLUSIONS

Non-compliant taxpayers

Consequently, based on the findings of the two components of the research, the following conclusions can be
drawn with respect to the research questions posed to non-compliant taxpayers. A clear result from the research
is that perceptions of tax fairness did impact upon the behaviour of non-compliant taxpayers,” confirming a
positive response to RQ2 and accepting H2. This finding is consistent with the findings of other studies —
Wallshultzy, Wearing and Headley (1997) regarding the impact of fairness perceptions upon compliance
behaviour. The tax morals of non-compliant taxpayers were also influential upon their behaviour according to
the survey results, but were more qualified with respect to the interviews. This is not surprising given the cohort
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of taxpayers examined but taken on face value these findings are supported by the literature-Smith (1990). These
taxpayers fell into the category of intrinsic taxpayers- Torgler and Murphy (2004), where their weaker values
and morals influenced their non-compliant behaviour. Overall on balance, the answer to RQ3 was positive and
H3 was accepted.

With regards to enforcement, overall the results indicated to a lesser degree that it was influential upon the
behaviour of non-compliant taxpayers. In particular, ineffective enforcement by the ATO to tackle the cash
economy and offshore evasion was found to be a factor upon voluntary compliance. Other studies have reported
similar findings-Mason and Galvin (1984). Consequently, RQ4 was confirmed and H4 accepted. Following on
from the issue of enforcement is the issue of the probability of detection. Results were mixed and somewhat
inconclusive, however overall it appeared that taxpayers felt there to be a low probability of detection. This will
be of a concern to the ATO who perceive the audit function as a vital component of the self- assessment system
as evidenced in prior studies-Tittle and Logan (1973). Consequently RQ5 was denied while HS was accepted in
part.

It was evident from the findings that penalties per se were generally viewed as being ineffective in influencing
compliance behaviour. It should also be noted that although a specific deterrent may have been achieved for non-
compliant taxpayers, the general deterrent effect of penalties was inconclusive-Mason and Galvin (1978).
Likewise, results suggest that penalties should be used in combination with other measures such as taxpayer
education and services, (as a preferred penalty) in order to achieve greater compliance. Consequently, RQ1 was
denied and H1 was rejected. Finally with respect to tax awareness/knowledge it was evident that taxpayers
possessed some basic tax knowledge although it was inconclusive as to whether it impacted upon their
compliance behaviour. What was clear in interviews, was that this cohort of taxpayers,” were aware of the tax
evasion/tax avoidance distinction and were willing to push the boundaries of the law as has been discovered in
prior studies- Eriksen and Fallen (1996). Nevertheless, RQ6 could be neither confirmed nor denied, while H6
neither accepted nor rejected.

Complaint taxpayers

Based on the findings of the two components of the research the following conclusions can be drawn with
respect to the research questions posed to compliant taxpayers.’ It is clear from the study that the perceptions of
tax fairness did not impact upon the behaviour of compliant taxpayers,” confirming a negative response to RQ2
and rejecting H2. This finding is inconsistent with the findings of other studies- Tan (1998) regarding the impact
of fairness perceptions upon compliance behaviour.

In contrast, the tax morals of compliant taxpayers were influential upon their behaviour according to some
statistical tests and interview findings. This result is consistent with the literature and was expected- Smith
(1990). Compliant taxpayers also fall into the category of intrinsic taxpayers who can be persuaded by
institutional factors- Torgler and Murphy (2004). However, their stronger values and morals were more likely to
influence their compliant behaviour than external factors. Overall the answer to RQ3 was positive and H3 was
accepted in part. The results indicated that enforcement was not influential upon the behaviour of compliant
taxpayers. Similar to evaders, ineffective enforcement by the ATO to tackle the cash economy and offshore
evasion was found to be a factor upon voluntary compliance. Other studies have reported similar findings-
Mason and Galvin (1978). Consequently, the answer to RQ4 was negative and H4 was rejected. Following on
from the issue of enforcement is the issue of the probability of detection. Results were consistent across all
components of the research indicating that compliant taxpayers generally felt that detection was possible with
some reservations. Consequently the answer to RQ5 was a qualified yes while HS was accepted in part.

With the focus of this study upon the penalties for non-compliance, it was evident from the findings that
penalties per se were generally viewed as being effective in influencing taxpayer behaviour in the general
population. This was qualified at interviews to some degree as other deterrent measures such as taxpayer
education and services, were also suggested ought to be used in combination with penalties in order to achieve
greater compliance. Nevertheless, the answer to RQ1 was yes and H1 was accepted. Finally with respect to tax
awareness it was evident that compliant taxpayers possessed a basic tax awareness that did impact upon their
compliance behaviour. The degree of tax knowledge and awareness varied between taxpayers in the sample but
was nevertheless evident. Consequently, the answer to RQ6 was a yes while H6 was accepted in part.

Tax policy Implications
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The key finding from the study is that the ATO and Australian government needs to improve the fairness of the
tax system in order to positively influence the behaviour of non-compliant individual taxpayers. This has
generally been supported by the literature- Hite and Roberts (1992). Specifically the ATO needs to address the
issues of both vertical and horizontal inequity, but more so, the problem associated with taxpayers legally
avoiding payment of their fair share of tax. This perception amongst the taxpaying community has the potential
to seriously damage the revenue. While penalties were perceived to have minimal impact upon the compliance
behaviour of taxpayers, there was a clear message that the penalties should be supported by other preventative
measures such as, educational programs-Hite (1997). In particular a suggestion was made that the actual levels
of penalty may be made more transparent on public literature and in the tax return itself. This would assist in
providing a general deterrent for potential tax offenders while educating compliant taxpayers.

Unfortunately, the limitations of the research include the lack of other compliance and demographic variables
employed herein and that the number of interviews, somewhat limited the value of the qualitative element.
However, these considerations are being taken up as part of this continuing research. As further data is gathered
and analysed, hopefully the reasons for taxpayers’ responses and attitudinal changes can be more closely
explored. This should in turn result in improving the revenue authority’s tax compliance strategies and targeting
of certain taxpayer groups.
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ABSTRACT

The South African public sector has a strong desire to ensure a highly knowledgeable and well-trained public
sector workforce capable of and committed to ensuring the well being of its citizens. This paper seeks to
investigate the relevance of the management development programmes currently offered to the public sector
workforce, with a reference to senior managers. The research is done in the form of the case study method
Jfocusing on the Executive Development Programme offered by PALAMA and the Municipal Leadership
Development Programme offered by the LOGOLA. The objective of this paper is to identify the current trends in
management development and to propose recommendations for enhancing the quality of management
development programmes to senior managers in the South African public sector.

INTRODUCTION

The requirements of a developmental South African state as well as the ever changing needs of the public
necessitate that public servants provide services efficiently, effectively and economically. The need for a
knowledgeable, competent and skilled public sector workforce continues to be a priority in South Africa. For this
reason, the South African government initiated strategies which focus on human resource development through
specific management development programmes.

This paper seeks to investigate the relevance of the management development programmes currently being
offered to the South African public sector, with a specific reference to the management and leadership
development programmes targeting the senior management service (SMS). The Public Administration
Leadership and Management Academy (PALAMA) offers the Executive Development Programme which was
developed based on the core competencies for senior managers as conceptualised by the Department of Public
Service and Administration. The Local Government Leadership Academy (LOGOLA) provides for the
Municipal Leadership Development Programme aimed at enhancing the leadership skills of senior officials in
local government.

The paper will firstly focus on the theoretical conceptualisation of management development. Secondly, the
legislative context within which management development is implemented in the South African public sector
will be described. Thirdly, an analysis of the management development programmes currently offered to senior
managers will follow and in conclusion, recommendations will be made to enhance the impact of management
development aimed at the senior management service within the South African public sector.

CONCEPTUALISING MANAGEMENT DEVELOPMENT

Management development is an integral part of human resource development, which according to Storey
(2001:6) relates to human resource management as a distinctive approach to employment management which
seeks to achieve competitive advantage through the strategic development of a highly competitive and capable
workforce, using an integrated array of cultural, structural and personnel techniques. Cascio (1998:2) asserts that
human resource management is the attraction, selection, retention, development and use of human resources in
order to achieve both the individual and organisational objectives. It is vital to highlight that one of the functions
of human resource management is the development and training of employees within the organisation in order to
achieve the organisations objectives.
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Human resource development is the strategic approach to investing in human capital (and thereby
acknowledging that all human resources, but specifically senior managers, are essential resources to the effective
and efficient functioning of the public organisation). Price (2004:554) states that human resource development
encompasses career building and training initiatives with a view to capacitating the employees in an organisation
with the necessary skills to respond to current and future needs that might arise within the organisation. Within
human resource development is an aim to create a sustainable pool of employees from where the organisation
can internally fill positions that may arise in the organisation and specifically in managerial positions. Thus, the
emphasis on management development.

It is important to argue that management development provides a two fold advantage for both the organisation
and the employee. Firstly, the organisation can ensure that a sustainable pool of leaders and managers will be
available, capable and committed to fulfil future organisational requirements. Secondly, the employee, through
participation in management development programmes, is equipped with the knowledge, skills and abilities that
will enable him/her to carry out his/her function while also fulfilling his/her own ambition need. Specifically, for
senior managers in the South African public sector, the duality which management development addresses is
essential for cadre development and retention.

From the above can be deduced that management development is an integral part of human resource
development as it is the process through which managers obtain the necessary experience, skills and attitudes to
become or remain successful leaders (Erasmus, 2003:239). Within the context of the South African public sector
management development ensures the establishment of a senior management service capable of addressing the
needs of its citizens, while ensuring that their organisations function effectively and efficiently.

LEGISLATIVE FRAMEWORK SUPPORTING
MANAGEMENT DEVELOPMENT

The Constitutional mandate for management development stems from Section 195(1) of the Constitution of the
Republic of South Africa, 1996, which stipulates that public administration (as it pertains to all government
organisations) should be development-oriented. The implication is that the focus of management development is
aimed at enhancing the competencies of those responsible for ensuring the well being of all South African
citizens. Furthermore, public administration should ensure good human resource and career management
practices, which justifies the management development investment in senior managers. Ultimately, the
Constitution of the Republic of South Africa, 1996, argues for the economic, effective and efficient use of all
resources, which include human resources. The deduction is made that the South African public sector has the
Constitutional obligation to ensure that management development enhances organisational success and employee
satisfaction.

In 1997 the South African government promulgated the White Paper on Human Resource Management in the
Public Service, which asserts that people are the public sector’s most valuable asset and should be treated as
such. The White Paper on Human Resource Management in the Public Service, 1997, envisions a public sector
workforce which will be competent, well-managed, capable of and committed to delivering high quality services
to all South Africans. The largest contribution of the White Paper of Human Resource Management in the Public
Service, 1997, lies in its public sector obligation to ensure that those who devote their careers to the public sector
should be awarded the opportunity to develop their competence. Thus, management development is emphasised
and provided for as integral part of effective and efficient human resource management practice.

The importance of ensuring an appropriate human resource management direction for the public sector is
undeniable. Only when an organisation puts into practice the words describing a competent, professional and
committed human resource development system, will employees be able to master their own competence while
acting as development resources to the benefit of their colleagues. What emerges from the White Paper on
Human Resource Management in the Public Service, 1997 is that human resource management will have to
undergo a crucial change in order to realise the development of employees towards becoming service delivery-
oriented, multi-skilled and multi-cultural while creating a flexible environment that considers both the individual
as well as organisational needs.
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The Skills Development Act, 1998 (Act 97 of 1998), aims to devise and implement workplace strategies to
develop and improve the skills of the South African workforce. A capacity building initiative created to enhance
management development in government cannot function outside the scope of the Skills Development Act, 1998,
(Act 97 of 1998). The above implies that both PALAMA and LOGOLA should integrate their management
development programmes with the public sector development needs in order to ensure the appropriate answer to
senior management competence requirements. For this reason, both management development programmes
articulate with the competencies identified for senior managers in the public sector. Addressing these
competencies should be formally recognised to address the educational requirements of senior managers.

With regards to the formal recognition of development, the South African Qualifications Authority Act, 1995
(Act 58 of 1995), provides for the development and implementation of a national qualifications framework
(NQF) designed to give national recognition to development/learning which takes place in order to encourage the
enhancement of skills. These skills development programmes (including management development programmes)
should be registered and accredited by the South African Qualifications Authority. Senior managers, already in
possession of formal undergraduate or postgraduate qualifications, are enabled to augment their qualifications
through programmes that have been accredited by the South African Qualifications Authority. Thus,
management development programmes fulfil not only an individual purpose, but increases exposure to
educational qualifications.

However, the development of senior managers in the South African public sector should take into account that
management development programmes articulate to the appropriate NQF level and not be accredited to a
qualification which would have no value or meaning to a senior manager. The South African National
Qualifications Authority Act, 1995 (Act 58 of 1995) prescribes guidelines for determining the NQF level of
qualifications, as is depicted in the table below.

Table 1: NFQ levels and corresponding educational qualifications

NQF BANDS QUALIFICATIONS

8 Higher Education and Training Doctorates and Research Masters

7 Higher Education and Training Honours: postgraduate diplomas and certificates

6 Higher Education and Training First three year degrees and diplomas

5 Higher Education and Training Two year diplomas and occupational certificates

4 Further Education and Training High School/NGO/College certificates/Grade 12

3 Further Education and Training School/NGO/College certificates

2 Further Education and Training School/NGO/College certificates

1 General Education and Training Grades4-9 ,Adult Basic Education and Training levels 1-4

Source: National Treasury. 2007. Guidelines for Municipal Competency Levels: Other Senior Managers.
Available from

http://www.finance.gov.za/legislation/mfma/reg_gaz/Guidelines%20for%200ther%20Senior%20managers%202
1022007.

From the above can be argued that taking into account the diversity in qualifications available to senior managers
implies that management development should take cognisance of the NQF level and ensure that programme
content correspond not only to the functional need of senior managers, but also to the educational requirements
set through the NQF. The legislative framework for management development makes provision for human
resource management practices which, firstly, encourages a development-oriented public sector workforce aimed
towards improving individual skills and competencies. Secondly, management development programmes
articulate with the educational requirements prescribed by the NQF, which means that those who participate,
including public sector senior managers, receive formal and accredited qualifications. Thirdly, management
development programmes to senior managers address a functional competency which ensures the more effective
and efficient functioning of the senior manager, while also enhancing his/her educational qualification. Proving
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the above arguments will be done by describing what management development within the South African
context represents.

MANAGEMENT DEVELOPMENT IN SOUTH AFRICA

Senior managers, as leaders in the public sector, are expected to direct service delivery. Direction cannot be
achieved without providing access to senior managers to increase their understanding of the current public sector
environment. As was argued earlier, the two-fold advantage of management development lies in addressing both
an organisational as well as individual ambition need. Serving both the functional and well as the development
needs of senior managers will assist in the creation of a sustainable pool of appropriately trained and experienced
managers for the South African public sector. This has been the capacity focused drive of the South African
government.

The South African government established PALAMA and LOGOLA as mechanisms to ensure a fully
capacitated and skilled workforce. PALAMA was first established in 1999 as the South African Management
Development Institute (SAMDI) as a Schedule 1 Department in terms of the Public Service Act, 1994
(Proclamation 103 of 1994) and Section 197 (1) of the Constitution of the Republic of South Africa, 1996.
During 2008 SAMDI was renamed PALAMA to coincide with a new direction in public sector training and
development. PALAMA was created with the objective of developing management and leadership skills across
the public sector, making it an institution responsible for training and development for the entire South African
public sector.

The transition from SAMDI to PALAMA began in 2005 when Cabinet noted with concern that SAMDI did not
have the adequate capacity for tackling the training and management development demands of the South African
Public Service. The Ministerial Committee appointed by the then Minister of Public Service and Administration
concluded that SAMDI was too inflexible and bureaucratic and competed with service providers with whom it
should have been collaborating (PALAMA., 2008:11) The transition from SAMDI to PALAMA included among
others firstly, a change from being a provider of training to being a facilitator of training, secondly, a move from
being a competitor in the provision of training to partnering with other service providers and, lastly, to extend its
coverage from selective to comprehensive or massified training and development.

The purpose of PALAMA is to assist in build a capable public sector through providing and coordinating
extensive opportunities for leadership and management development of public sector managers and executives
(PALAMA 2008:10). It is in this regard that PALAMA offers the Executive Development Programme to the
senior managers, directors and chief directors. The aim of the Executive Development Programme is to equip
senior managers with the skills and competencies required to perform effectively in their day-to-day operations.
The Executive Development Programme is a core component of the Presidential Strategic Leadership
Development Programme. The Presidential Strategic Leadership Development Programme was established in
2000 and was targeted at Directors and Deputy Directors. The PSLDP elevated to the Executive Development
Programme in 2005 (Lean & Seale 2008:10). The EDP is competency-based development and is managed by a
consortium of tertiary institutions. It is grounded in the competency requirements for the Senior Management
Service and the Leadership Development Management Strategic Framework designed by the Department of
Public Service and Administration. The Leadership Development Management Strategic Framework is a strategy
for the development and management of senior managers in the public sector. It is in this regard that the
Executive Development Programme was developed.

Although the aim of the Executive Development Programme is functional in nature, the facilitation and delivery
of the programme encourages senior managers to create learning networks across sector or organisational
boundaries, thereby ensuring that the development need of senior managers to interact and share, is addressed.
The Executive Development Programme is facilitated through a number of tertiary institutions who were
appointed as partners with PALAMA in the delivery of the Programme. Again, diversity and interaction is
encouraged through the use of multiple facilitators from various tertiary institutions and backgrounds.

Participation in the Executive Development Programme is focused on directors and chief directors in the South
African public sector. A further requirement for entry in the Executive Development Programme is that the
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senior managers must be in possession of a Bachelors degree or equivalent qualification. In cases where
applicants are not in possession of a Bachelors degree or equivalent qualification, they can pursue Recognition of
Prior Learning options through the relevant tertiary institution prior to commencing with the programme
(PALAMA 2010).

Senior managers that successfully completed the programme will qualify for the Postgraduate Certificate in
Executive Leadership from a number of tertiary institutions (PALAMA partners). Accreditation on National
Qualifications Framework Level 7 is currently pursued through the same tertiary institutions. The argument that
management development programmes should correspond to the appropriate NQF level is also emphasised even
if the public sector does not specify any formal qualifications required for the position of chief directors or
directors. However, in the public sector vacancy circular published by the Department of Public Service and
Administration in April 2010, postgraduate qualifications were required for executive managers at chief director
level (Department of Public Service and Administration 2010). The argument that management development
should fulfil an educational need should be taken into consideration. Given that persons cannot apply for a chief
director post should they not possess a postgraduate qualification implies that a management development
programme pitched at an Honours or Masters level might not be of interest to senior managers. This would have
implications for, firstly, understanding the current public sector environment and, secondly, retaining and
creating a credible pool of senior managers. This paper questions the relevance of providing management
development programmes that are below or on par with qualifications that senior managers already have.

Challenges that have been noted in terms of the implementation of the Executive Development Programme
include the limited number of participants that PALAMA aims to train and take through the Programme. The
Programme was expected to reach 720 senior managers annually, in comparison to the approximately 10 000
members of the Senior Management Service currently in the Public Service, excluding local government. In
2008/2009 only 53 candidates completed the Presidential Strategic Leadership Development Programme
(PALAMA, 2008:36-37). A further challenge was the challenge to manage the quality deliverables by contracted
higher education institutions. Management development is not without its challenges, but unless the majority of
senior managers complete the Programme, the initiative cannot achieve its developmental and functional intent.

The LOGOLA promotes a management development programme that has been conceptualised, formulated and
sponsored by the Department of Cooperative Governance and Traditional Affairs, previously known as the
Department of Provincial and Local Government. The LOGOLA was launched in 2007 with an aim to accelerate
and improve service delivery to communities and strengthen the sustainability of local government by enhancing
leadership competencies of local government elected and appointed officials.

The Academy was established, firstly, on the informed needs of the communities and the role that senior
managers play in addressing these needs. Secondly, the White Paper on Local Government, 1998, reinforced by
the Local Government: Municipal Systems Act, 2000 (Act 32 of 2000), dictate the need for new skills and ways
of working by appointed officials, with specific reference to the need for ongoing consultation, the prioritising of
community needs and the encouragement of participation in local government (LOGOLA, 2007: 18-19).

It is vital to state that the LOGOLA was established in order to capacitate local government councillors and other
elected and appointed officials with specific leadership competencies. These competencies are necessary to
achieve the aims of a developmental local government and promote improved service delivery.

Hangana (2007) states that the LOGOLA is tasked with developing relevant and focused programmes that are
aimed at empowering elected and appointed officials. The Municipal Leadership Development Programme
offered by the Academy constitutes four skills programmes equalling 38 credits, namely emotional intelligence
(8 credits), effective communication (10 credits), problem-solving and analytical thinking (12 credits) and
communal knowledge management (12 credits). It should be mentioned that a postgraduate qualification
constituted between 150 credits on Honnours level to 180 credits on Masters level.

Furthermore, this Municipal Leadership Development Programme constitutes the core of what is registered with

the South African Qualifications Authority (SAQA) as the National Certificate in Leadership Development
positioned on level 4 of the NQF. Level 4 equates to a high school qualification, although SAQA states that the
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Certificate is to ‘enable qualifying learners to apply leadership competencies to ensure excellence within local
government.

In terms of the local sphere of government, there exists no requirement that stipulates specifically the formal
qualifications that a municipal manager, who is the senior manager in local government, is required to have in
order to qualify for employment in a municipality. However, the trend within the local government sphere has
been that the municipal manager also obliged to be the chief financial officer be in possession of a postgraduate
qualification in order to qualify for employment in a senior management position. Thus, a minimum qualification
positioned at NQF level 7. It can therefore be argued that municipal managers will have a postgraduate
qualification. Public sector vacancy circulars also state that a postgraduate qualification serves as an added
advantage for employment.

The academic value of the Municipal Leadership Development Programme is questioned. If management
development is meant to serve a functional and developmental need, then providing leadership development
pitched at a high school level to senior managers in possession of a postgraduate qualification will lead to non-
participation and failure of the Programme. Even though the Municipal Leadership Development Programme
provides training on core leadership skills necessary for municipal managers to execute their day-to-day
operations, however, the educational value that this qualification will prevent the transfer of these valuable
competencies to those who need it the most — the senior managers responsible for providing direction and vision.

Willingness to participate, especially when already over-extended and over-worked senior managers as asked to
participate, can only be ensure when they are motivated by the functional and educational value of the
management development programme. Robbins (1998:309) defines motivation as “the willingness to do
something and is conditioned by this action’s ability to satisfy some need for the individual”. Chung (1977: 4)
states that “motivation determines what an individual will do”. Motivation is a key to individual and well-being
and organisational success. With regard to management development senior managers will participate in
management development programme if they are motivated to do so. The willingness to participate in
management development is derived from the senior managers seeing the significance of this development to
both their individual well-being (their own development need) as well as the success of the organisation (the
functional value of the programme).

Motivation of senior manager to participate in management development implies that training should not be
provided because training can never be seen as a waste. This is simply not relevant to the content and context of
the South African senior public manager. Senior managers will only attend management development
programme is the value thereof relates to their own need for growth and development.

RECOMMENDATIONS FOR EFFECTIVE MANAGEMENT
DEVELOPMENT PROGRAMMES

If one is to acknowledge that management development should add functional value to the organisation itself,

then determining the educational value of management development is where the challenge lies. According to

Horwitz (1996:11) the key factors that drive management development can be attributed to the following:

e international competitiveness and awareness which causes senior managers to reassess how they manage
their organisations;

e changing values which forces senior managers to build on commitment and not control; and

e new knowledge and information impacting on the management of employees and their skills.

Should these factors not be taken into account, Horwitz (1996:11-13) states that management development will
negate its original intent, which is to ensure effective career management and retention — two areas of critical
concern to the South African public sector. Fourie (2004:493) maintains that management development in the
South African public sector has changed from being action-oriented to being results-oriented. The focus of
development is not on the design of delivery of management development programmes but on aligning between
individual learning needs and competency requirements to organisational strategy. The purpose of development
is to:
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improve performance;

maintain performance;

prepare for new job challenges on higher levels; and
apply competencies.

Thus, in order to answer the question of what necessitates management development, Long (2004:701) states
that a balance should be created between developing individual talent and adding value to the organisation.
Managers will attend these management development interventions to gain new knowledge and models for
managerial behaviour, to interact with the experts (facilitators and/or academics) and to interact with other
participants. Management development is highlighted as a vital component of the strategic development of the
organisation, specifically when taken together with the organisation’s emphasis on continuous learning and
improvement. Ready et al. (1994:65) state that an important prerequisite to management development is the
realisation of commitment that is needed from both the participants as well as their employers. Horwitz
(1996:14), based on the management development research of authors such as Human (1991) and Kiggundu
(1991), proposes the following necessary attributes for management development, including inter alia:

e line management ownership and accountability to facilitate learning transfer;

e research and publications; and

e monitoring and follow-up

Thus, management development is a necessity if an organization is to stay responsive and competitive. The
paper argues that in the implementation of management development programmes specific factors have to be
taken into cognisance in order to ensure effective implementation of senior management development
programmes. Firstly, the identification of the competencies set out in the competency frameworks of senior
managers in the public sector and local government managers. Secondly, the qualifications that senior managers
who are currently employed in the public sector currently possess as well as the qualifications that are required
for directors, chief directors and municipal managers. By identifying these qualifications the providers of
management development programmes will be able to ascertain the NQF level of the qualifications that will add
value to senior managers who participate in these programmes. Lastly, providers of management development
programmes should link the competency framework requirements as well as the formal qualifications that senior
managers have in order to provide management development programmes that are relevant and applicable in
terms of both the work and academic value that they provide.

CONCLUSION

The development of human resources in the South African public sector is an issue of great concern. Senior
managers as the agents of change in all three spheres of government are required to be leaders and change agents
in order to drive the transformation of South Africa as a developmental state. The training and development of
senior mangers therefore is vital to drive this transformation , this paper aimed to analyse the programmes
currently offered to senior managers in South Africa and to provide recommendations for effective
implementation of management development programmes.
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FEMALE LEADERSHIP: THE ANSWER TO POOR
SERVICE DELIVERY IN SOUTH AFRICA

Gerda van Dijk and Nonelelwa Qoboshiyana
University of Pretoria, South Africa

ABSTRACT

South Africa has made significant gains in the representation of females in both the national and provincial
government since inception into the international arena in 1994. Local government is the most important sphere
of government, as it is at the coalface of service delivery and the closest sphere to the people. Sadly, service
delivery in most municipalities does not meet the basic requirements and the real problem lies in the lack of
leadership in decision-making and leadership commitment. What is needed is a uniquely effective leadership
style that responds to the needs and demands of the public. Such a style of leadership is known as
transformational leadership and most apparent in females, as the paper will proof.

INTRODUCTION AND BACKGROUND

In the aftermath of the United Nations Fourth World Conference on Women, held in Beijing in 1995, the issue of
‘women’s leadership’ was placed on the agenda. The assumption underlying these discussions was that if more
women were involved in high-level decision—making, in particular in politics, states would be governed more
fairly and efficiently, and in addition would make better and steadier progress towards achieving the goals of the
Beijing Platform for Action (Antrobus 2000:50).This milestone declaration paved the way for the change in the
status of women in leadership positions around the world.

It is against this backdrop that the history of South African women dramatically changed. Not only did it mark
the beginning of a new era, but it was also seen as the rebirth and emancipation of women. In search for gender
equality and the non discrimination of women the South African government formulated numerous legal
frameworks to support the call for equality, and specifically in issues of gender in local government. Nationally
such policies include the Constitution of the Republic of South Africa, 1996, the White Paper on Local
Government, 1998, the Local Government: Municipal Structures Act, 1998 (Act 117 of 1998) and the Local
Government: Municipal Systems Act, 2000 (Act 32 of 2000). Internationally such policy frameworks include the
Convention on the Elimination of All Forms of Discrimination (CEDWA), the Beijing Declaration and its
Platform for Action 1995 and the SADC Gender Development Declaration, the Millennium Development Goals
(MDGs) and the United Nations (UN) Charter.

Along with the aforementioned declarations and laws promulgated, the South African government has been
praised for its efforts and commitments in advancing gender equity throughout all spheres of government. South
Africa is seen as a beacon of good equity practice around the world.

Not only did the representation of women at national sphere increase during Nelson Mandela’s administration
from 27 % in 1994 to 32 % in the year 2000, but the government has made numerous achievements worth
mentioning; such as the inclusion of women as political representatives in all spheres of government,
participation of women in the policy formulation process and an increased number of social service policies that
benefit the disadvantaged population of South Africa of which women constitute the majority.

Nelson Mandela’s successor, Thabo Mbeki was also particularly committed to gender equality and

empowerment of women and throughout his term, a substantial number of women were appointed in high-
ranking positions. A major triumph that Thabo Mbeki was applauded for by the national and international
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organisations in the road to achieving gender equality was the appointment of the country’s first female Deputy
President in 2005. This was seen not only as a victory in the fight against gender inequality, but also as
government’s endorsement of women’s leadership capacity. However, putting women’s issues on the policy map
remains an uphill battle. Women in Parliament find that even if they can somehow accommodate themselves to
the male culture of the institution, the enormous task of addressing gender issues across the policy spectrum is
beyond the capacity of the few women who take up these issues (Robinson, 1995:7)

On the local government front, women’s representation has also grown substantially, however, not to the same
degree evident in national government. Representation increased from 29.6 % in the 2000 local elections to
reach 40 % after the 2006 elections. When closer inspection is made regarding the statistics on women in local
government, a disturbing observation is made, there are a total of 7990 local government councillors .Of those,
5699 (71%) are men and 2323 (29%) are women (South African Local Government Association (SALGA) 2003
in Bentley, Cherry & Mathuny 2003:7)). This paints a grim picture especially when one considers the
significance of local government for women and for the implementation of development priorities. The relative
absence of women’s representation and organising at this sphere could be a serious hindrance to the
advancement of gender equality in South Africa (Robinson, 1995:7)

While the above SALGA statistics may seem promising and close to the 30% goal set by the Beijing Declaration
and Platform for Action (PFA) and the Southern African Development Countries (SADC) Gender and
Development Declaration, it is relatively startling especially when one considers that women constitute 60% of
the electorate in South Africa. Surely, if 60% of the electorate is women, one could argue for at least 50%
representation in all three spheres of government. This is argued against the requirements from the Constitution
of the Republic of South Africa, 1996, which has been labeled as one of the most comprehensive and broad
human rights documents in the world.

Despite the South African Government’s commitment in the formulation of gender sensitive policies to advance,
promote and encourage women’s participation, translating these gender sensitive policies into reality remains a
huge problem. What is needed is a responsible and capable official (at the local government sphere) that will
ensure that all affected officials act in a collective manner to achieve the predetermined objectives of the
policies. This official will subsequently account for the progress, failure and success of such policy
implementation (Mfene 2008:208).

The argument is that females possess characteristics innate to transformational leadership. Females have the
leadership competencies needed to implement the principles specified by the White Paper on Transforming
Service Delivery which calls for competencies such as sensitivity when dealing with societal issues, the ability to
multi task and the ability to make good decisions based on inclusivity. This is shared by Rosener (1990) in
Oshagbemi & Gill (2003:2) who found that, based on self reports, men tended toward an authoritative leadership
style, while women tended towards a transformational leadership style, relying heavily on interpersonal skills.
Transformational leaders have the ability to make the necessary successful changes in the organisations’ vision
and mission, its goals, strategies, structure, culture and reward systems. Such leaders inspire their subordinates
through their own personal vision and energy to have a major impact on the organisation (Mfene 2008: 209).
Thus, the argument that service delivery necessitates female leaders. However, it is important to understand the
service delivery predicament evident in the South African society.

WOMEN AS TRANSFORMATIONAL LEADERS

Women'’s transformative style and greater use of contingent reward as well as their lesser use of laissez-faire
style should enhance organizational effectiveness. Eagly and Johannesnen-Schmidt in Oshagbemi and Gill
(2002:2)

There is an expanding body of literature that suggests women have political approaches and societal preferences
that differ from those of men. Women have a positive impact as transformative leaders at the local government
sphere. The nature of their leadership is defined by the issues that they promote, their style of leadership and
their impact on equality.
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As transformational leaders women have a greater sense of social issues and the well being and welfare of their
communities. Their priorities are more likely to centre on housing, safety, childcare, clean water, sanitation, rural
development, poverty alleviation and community development. Their style of leadership is more people
orientated, focuses on the real issues rather than personalities, and encourages participation and they act as
change agents. Finally, women will have an impact on equality, thus encouraging more women to participate
politically, promote gender equality policies, they improve the status of women by promoting policies, projects
and funding development, that increases the understanding of the conditions of women and children (Drage
2001:12)

Such findings have been shared by Gilligan (1982), who expresses the differences between the leadership styles,
management and behaviours of women and men. The fundamental assertion is that women and men interpret
social reality differently, leading to the conception of distinctly male and female voices. Thus, the female voice
embraces the ideals of responsibility, caring and interconnectedness, while the male voice embraces adherence to
rules and individualism (Gilligan 1982:172-173). Studies done by Rosener (1995:11-13) have found that women
show a pattern of leadership that differs from the top-down controlling style often associated with men. They
encourage participation, share power and information more readily, enhance the self worth of those around them
and tend to energize others. In another study of managerial styles, Helgesen (1990:45) found that women
executives tended to see themselves as being in the middle of things. They prefer to be in the web of inclusion
and not at the top. Further characteristics show that women exhibit a high level of intuition about people, an
interest in offering more praise to employees, a greater interest in giving orders kindly, a greater sensitivity to
subordinates’ needs, a higher level of compromise and conciliation and a different approach to teamwork (Fox
and Schuhmann 1999:232).

Kabacoff (1998) in Appelbaum, Audet and Miller (2002:7) established women to be more highly rated on
empathy (demonstrating an active concern for people and their needs, forming close , supportive relationships
with others) , and communication (stating clear expectations for others, clearly expressing thoughts and ideas,
maintaining flow of communications) than men. Women are also more highly rated on people skills. However,
they are not seen as more outgoing or more co-operative in their leadership styles. Contrary to expectations,
women tend to achieve a higher score on a leadership scale measuring an orientation towards production and the
attainment of result. Whereas men tend to attain a higher score on scales assessing an orientation toward
strategic planning and organisational vision. In conclusion, women tend to score higher on people-orientated
leadership skills, whereas men score higher on business-orientated leadership. Overall, bosses see men and
women as equally effective, while peer and directed assessment rate women as slightly higher than men.

Fox and Schuhmann (1999:231) evaluated studies of elected women officials in state legislators and found
women place high priorities on policies that concern women, family and children, while male legislators focused
on business and economic legislation. Furthermore, women legislators were much more task-orientated than
their male counterparts. Yet, Gasela (2007) points out that there is no perceived difference between men and
women holding political leadership positions and moreover there is no trait or quality that a man has that a
woman can never have. However, gender activists have argued that women’s participation in local government is
likely to lead to more efficient and effective delivery of services, which will have a positive impact on the
democratic system as a whole. This is aligned with women’s understanding of the needs of households can be
translated into knowledge for local planners and delivery agencies, leading to a virtuous circle of gender-
sensitive policies and increased and better valued participation of women.

Women should be placed in political leadership positions as they bring specific qualitative differences to
municipal planning and priorities. These qualities evident in the transformational leadership style are most
apparent in women, as indicated by Pounder and Coleman (2002:2) who argue that women provide vision and a
sense of mission, instill pride, gain respect, and trust and increase optimism. The leader stimulates followers to
rethink old ways of doing things and to reassess old values and beliefs. This is echoed by Wilson (2004:8) who
states that the core of what women bring to leadership is a tendency toward greater inclusiveness, empathy,
communication up and down hierarchies, and focus on broader issues and makes government stronger.

GAP (2000:7) highlights that women are more compassionate figures, more emotionally aware than their male

counterparts in government and that quality brings a desirable perspective to politics. Moreover, with all the
challenges facing the world at the moment (HIV/AIDS, war, the economic meltdown, poverty) men do not have
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to give up or go at it alone. All they have to do, according to Wilson (2004:5), is share power and let women
help, as equals. Women can and must help run the world.

In approaching the issue of gender inequality in decision making structures, the government needs to be cautious
that it doesn’t put women in power simply to make up the number, but should rather see women as having
different and crucial approaches to problem solving. Their priorities and consequently different leadership styles
and traits can benefit service delivery, because women understand and are closer to the issues that affect the
community. Lowe-Morna (2009) in Potter (2009) firmly agrees to this when she puts forward that the goal is not
simply to bump up the numbers of women leaders for the sake of higher numbers. It is rather to ensure that
women’s values are heard on important issues such as HIV/AIDS and domestic violence. The above illustrates
the qualities and values which women find most important. These values should be reflected in the manner in
which services and conceptualised and delivered. Ensuring the appropriate participation and inclusivity in
municipal planning should have a positive impact on the delivery of such services to communities.

The above-mentioned authors have provided practical evidence on the different leadership styles found between
men and women. Their research stems from women acquiring a transformational leadership style which allows
women to be more responsive to the needs at hand in the local sphere of government as compared to the
transactional and /aissez-faire leadership styles common in men.

Women’s leadership style may be different compared to men but is not at all likely to be less effective. It has
been proven that women’s transformational leadership style is more effective within the context of team based,
consensually driven organisational structures that are more prevalent in the local sphere of government where
problems with service delivery are rampant and provide a continuous hindrance to the effective and efficient
functioning of public organisations.

THE SERVICE DELIVERY QUANDARY IN LOCAL
GOVERNMENT

Local government is the most important sphere of government, as it is at the coalface of service delivery and the
closest sphere to the people. This sphere has a Constitutional obligation to deliver a variety of services that
include basic essential services such as, water, sanitation, electricity and housing especially to the poor and
deprived communities.

Sadly, service delivery in most municipalities does not meet the requirements described in the White Paper on
Transforming Public Service Delivery 1997 (Batho Pele). This landmark document was established as a
response to high expectations, which accompanied the emergence of a democratic South Africa (Nengwekhulu,
2009:348). The White Paper (1997:15) provides the following eight service delivery principles:

e Consultation: citizens should be consulted in regard to the level and quality of the public services they
receive, and, wherever possible, should be given a choice of the services that are offered.

e Service standards: citizens should be told what level and quality of public services they will receive so that
they can be made aware of what to expect.

e  Access: all citizens should have equal access to the services to which they are entitled.

e  Courtesy: citizens should be treated with courtesy and consideration.

e Information: citizens should be given full, accurate information about the public service they are entitled to
receive.

e Openness and transparency: citizens should be told how national and provincial departments are run, how
much they cost, and who is in charge.

e Redress: if the promised standard of service is not delivered, citizens should be offered an apology, a full
explanation and a speedy and effective remedy; and when complaints are made, citizens should receive a
sympathetic and positive response.

e Value for money: public services should be provided economically and efficiently in order to give citizens
the best possible value for their money.
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These eight principles are to be honoured by all public officials to ensure that social values are recognised and
implemented. The implementation of these values resides on attributes, which again are more evident in women,
including empathy, participation and collaboration. The argument can be made that women and men having
different approaches to issues at, for instance, the local sphere of government and a greater need exists for
women’s maternal instincts that contribute to greater community involvement in communal issues (GAP,
2000:7).

However, as expected translating these principles into practical reality has not been an unproblematic task as is
obvious from the service delivery turbulence in recent months. South Africa has been marred by never ending
service delivery protest actions across all the provinces. The service delivery protests have been blamed
government for not keeping promises made during elections, lack of financial resources available to deliver the
promised services, corruption and mismanagement within the administration and incapacity of municipalities to
deliver on their Constitutional obligations.

There are a number of variables that contribute to the inefficient delivery of services. Naidoo (2005:103)
identifies human resource and financial constraints, the lack of technical skills, the lack of co-ordination,
ineffective intergovernmental relations (IGR) among the three spheres of government, ineffective policy
implementation and the lack of effective monitoring and evaluation systems as the most important variables.
Edwards (2009:48) blames the unrest on poor leadership resulting from a lack of vision and indecisiveness on
important service delivery issues.

The regular recurrence of service delivery protest actions have affected the lives of women directly, as they carry
disproportionate responsibility for social reproduction and the goods and services provided by local government
have a direct bearing on their lives (Gasela 2007). Furthermore, women are more exposed and vulnerable to
issues ranging from providing a free basic level of services like water and electricity to every household, creating
jobs in communities where people live, working for social and economic development, building safety and
security in the communities and fighting the spread of HIV/AIDS (Joseph, 2002:4).

The lack of satisfactory leadership at the local sphere of government has drawn attention to the need to transform
leadership so as to change the direction at which government institutions at the helm of service delivery operate.
A uniquely effective leadership style that responds to the needs and demands of the public is considered
necessary, moreover a leadership style that will ensure the successful implementation of the eight Batho Pele
principles. Such a style of leadership is known as transformational leadership and generally noticeable in
women.

WHY IS EQUAL REPRESENTATION OF WOMEN
IMPORTANT?

Overall, the proportion of women in legislatures is exceedingly low. The question is why and does it matter?
Why should it matter; what difference does it make whether women are in legislatures and other institutions of
governance or not? Ballington and Karma (2005:14)

The paper argues that transformational leadership is needed at the local sphere of government and that it is most
evident in the leadership styles of women. Thus, the greater the representativity of women in local government,
the more effective local government service delivery should be. For South Africa to attain economic and social
stability and growth, it is vital that women’s participation in local government keeps pace with the growth of a
broader democratic and non-sexist culture. This is a sentiment shared by Wilson (2004:9) who highlights that
gender equality is not only seen as the fair thing to do, but also as the only thing to do and that the future of the
world depends on the leadership of women, not to replace men , but to simply work together with them.

The importance of female representation in decision-making structures in local government is rooted firstly, in
women’s constitutional right to political representation and participation and ignoring such a right would go
against the principles of legitimacy, participatory democracy and justice. Secondly, women in local government
act as role models to other women and demonstrate that it is possible for women to participate and make a
difference. Thirdly, women are important agents for change at the local sphere, because of their intimate
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knowledge of the local communities. Fourthly, women in local government are employees of the municipality
and this often means that they are concerned with the working environment as far as it is conducive to female
participation. And finally, women are more concerned with the common good, owing to the fact that they are
more likely to be intimately involved in their communities (Bentley, Cherry and Mathuny 2004:7-8).

The significance of local government for women and the implementation of developmental priorities mean that
the relative absence of women’s representation could be a serious hindrance to the achievement of equality in all
corners of society. Women populate half the democracy and so they should occupy half the positions of
leadership, to not only meet gender equality benchmark, but also because women provide a world of difference
and bring much needed change that comes from their leadership style and approaches when compared to men.

Women are equipped with attributes required to deal with issues rampant at the local sphere. The traits needed to
achieve the mandates as set by the government to ensure effective and efficient delivery of services, include the
understanding of sensitive issues, being tactful, nurturing, expressive, valuing team work and group
participation. Nevertheless, this cannot occur if women are not equally represented in the decision making
structures of local government. Women today are still part of the majority that remains exposed to societal
challenges like poverty, illiteracy, unemployment, social exclusion, environmental decay and sexual harassment.
What is found in male dominated institution, such as in an under-represented municipality, is that the skills,
work styles and characteristics of women are not always valued equally to those of men. There is still a strong
emphasis on attributes such as competitiveness and control (GAP 1999:10).

This has called for a wealth of much needed change in society, especially towards the leadership attributes of
men and the necessity for change that is offered by female leaders. For women in local government to move
from the margins to the centre, a process involving inner and outer change is required. Inner change is what we
believe we are capable of as women, not what society has taught us about our abilities. While outer change is
what needs to change in the working environment and society at large (GAP 1999:10).

Yet, change does not occur in isolation, it must work with numbers. A single woman in charge will not make a
big difference alone, but would merely serve as a token and thus has to prove she is a man enough for the job.
Such change must be sweeping, and it will not be easy, especially when it comes to women’s leadership. This is
attributed to deep resistance with structural and emotional impediments burned into the cultures of our
organisations, into our society (Robinson 1995:7).

The importance of securing numbers to lead so as to effect change cannot be emphasised enough and will ensure
the women’s agendas are positioned to cross the patriarchal corridors. The United Nations (UN Study 1992:107-
108) reported that only when a minority group increases to about 30-35% will it become strong enough to
influence the fundamental group culture and form alliances that can give it a significant impact on the whole.
Thus, women’s influence and leadership attributes and style can only have a positive effect on the policy
processes of government when representation exceeds 30%. Presently the representation of women in senior
management positions in local government (including mayor, municipal manager and councilor) is set at 30%.
Thus, women should be able to ensure fundamental change, should government give them the opportunity and
freedom to do so.

Oshagbemi and Gill (2002:2) highlight that the transformational leadership style of women is characterised by
the ability to bring about significant change, not only in the organisation’s vision, strategy and culture but also in
its products and technologies. This style of leadership encourage inclusiveness, participation, collaboration and
consultation; is more tolerant of different views and is people-orientated; places a higher emphasis on the
importance of government communication with their communities and, most importantly, focuses on the issues
at hand and not individual personalities, which in case of local government is service delivery (Drage 2001:12).

This paper argued that women’s attributes as evident in their leadership style are better equipped to deal with
issues at the local sphere of government. The local sphere of government has seemingly failed to tackle the basic
service provision needs and demands of the society and to deliver upon their mandates. The equal representation
of women in local government seeks to guarantee that woman’s concerns and perspectives are taken account of
in the initiation, formulation, implementation and evaluation of policy decisions and outcomes. Furthermore its
assertion is encapsulated in several national and international acts and declarations ensuring that proper attention
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is given to women’s representation in decision making structures. Women in leadership positions promote
participation, delegate, share power and information more readily amongst colleagues, enhance the sense of
worth of those around them and are apt to uplift others within the organisation. This impact is shown in the
transformative leadership style women possess which is based on teamwork, communication and acting as
change agents to the benefit of society.

CONCLUSION

While the call for equal representation of women in local government may appear as gender stereotyping it may
perhaps also be a useful strategy for signifying the importance of gender equality as an end in itself but also a
way to generally improve the performance levels of local government in terms of service delivery.
Unquestionably, women provide a wealth of much needed knowledge that should be capitalised on by local
government. Women’s managerial style’s emphasises goal setting, encouraging inclusiveness, participation,
collaboration and consultation with colleagues and promotes a more tolerant stance towards different views, is
people orientated, empowering and focuses on mentoring subordinates. As a result local government
organisations will be able to transform the way they operate especially when issues of service delivery and issues
sensitive to women are to be considered. The only way to tackle the problems at the local sphere of government
is by changing the leadership direction, and encouraging women to lead alongside men. This will undeniably
foster positive results owing to women’s hands-on approach to leadership and better understanding of societal
issues.
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THE ILLEGAL AND UNETHICAL USE OF
COMPANIES BY LAUNDERERS
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ABSTRACT

Money laundering presents global and national challenges to legislators considering that its use range
from criminal syndicates to financiers of terrorist activities. Launderers are sophisticated, clever, well informed
and quick to pinpoint loopholes created by poorly structured legislation that can be exploited to disguise the
sources of the funding of illegal activities.

In recent years launderers used increasingly sophisticated combinations of techniques making it
progressively more difficult to end laundering. These techniques involve the increased use of legal persons.
Laundered funds are often used by launderers to acquire companies with the purpose to create a complex
network of shell companies and trusts based in tax havens. Shell- and front companies are incorporated to
protect the true identify of the laundering criminal. Companies over- and under invoice goods. They overstate
or understate the quantity of goods shipped. Companies also misrepresent the quality or type of goods.

On international front the Financial Action Task Force is a leading inter-governmental body that
endeavours to develop and promote national and international policies to combat money laundering. Their
standards were endorsed by the United Nations Security Council. In South-Africa the Financial Intelligence
Centre Act as amended by the Financial Intelligence Centre Amendment Act provides for the establishment and
operation of the Financial Intelligence Centre and creates money laundering control obligations and regulates
access to information.

In spite of the above actions, governments worldwide will have to commit themselves to consistently
work together to fight money laundering or we just might lose the fight...

This is a theoretical paper and literature study as money laundering does not lend itself to empirical
research.

INTRODUCTION

The first reference to the term “money laundering” appeared during the Watergate scandal. US
President Richard Nixon’s “Committee to Re-elect the President” moved dirty campaign contributions to
Mexico and then brought the money back via a company in Miami. A newspaper came up with the term money
laundering.

Money laundering has been dubbed the “Achilles heel” of organized crime, for it compels mobsters to
seek and involve businessmen and women with highly technical know-how and access to legal institutions to
launder their plunder.

WHAT IS MONEY LAUNDERING?

Money laundering is the process of creating the appearance that large amounts of money obtained from
serious crimes originated from a legitimate source. Usually there is either no paper trail - or too much
paperwork. The accounts are regularly liquidated and all traces erased. If a launderer requires the proceeds to
enter the formal sector, he can ensure that it does so at a stage when it has been laundered sufficiently and cannot
be linked to unlawful activity anymore.
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Money obtained by an illegal action is not, of itself, laundered money. The laundering offence comes
from the attempt to conceal its source. The fact that the transaction itself was illegal is a separate offence.

MONEY LAUNDERING STAGES

Money laundering has three stages:

1. Placement. This is the introduction of the proceeds of crime into the legitimate financial market. This
practice is known as smurfing or structuring, namely to spread big amounts of cash by depositing
smaller amounts into various accounts at different banks to avoid scrutiny by regulators of law
enforcement. Typically each of the smaller transactions is below the statutory limit that does not
require the financial institution to file a report with a government agency. The term “smurfing” is
derived from the image of the cartoon characters, The Smurfs, having a large group of many small
entities.

2. Layering as a subsequent stage, serves to hide the source and ownership of the funds. This is the
transfer of funds to other locations or financial institutions e.g. a shell company.

3. The final stage of money laundering involves integrating the funds into the legitimate economy as
“clean” money.

HAWALA

Hawala is a specific form of an alternative remittance system. Alternative remittance systems (ARS)
are operations to transfer money outside the formal banking system.

It is paperless and trust-based trade. Hawala works by transferring money through connections without
actually moving it. Theses systems are used to evade exchange control restrictions and expensive foreign
exchange transaction fees. Hawaladars usually has low overheads. Some operate by using a table in a tea shop
as an office with no more than a cellular phone and a notebook as overhead expenses. The currency of choice
for illegal transactions is the U.S. dollar.

ABUSE OF BUSINESS ENTITIES

Criminals often use business activities and formal and informal business enterprises to launder money.
These business enterprises can be unincorporated e.g. sole proprietorships, business trusts and partnerships or
incorporated e.g. companies.

Shell companies

Shell companies are commonly known as ‘suitcase banks’ or ‘brass plate banks’ because they do not
have any employees. They exist only as a post office box or nameplate on a building. An account is opened at a
legitimate financial centre. The purpose is to serve as front or cover for one or more companies. It may have
the appearance of being real with a logo, website, public relations, etc., but lacks the capacity to function
independently. The goal is usually to conceal the true ownership of the launderer and/or avoid taxes.

Front companies

Unlike shell companies, these businesses are legitimate and trade actively. Proceeds of crimes are used
to fund the business activities of the enterprise and/or are co-mingled with the legitimate proceeds of the
business itself. If the criminal launders cash, the front business will normally be cash-based to facilitate the
process. To avoid suspicion, front companies deal directly with the public and perform some service e.g. a
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hairstylist and have a business that reasonably would accept cash as a matter of course. Dealing directly with the
public in cash gives a plausible reason for not having a record of customers.

Since the Financial Intelligence Centre Act requires that suspicious transactions be reported, money
launderers create a legitimate front company whose transactions are always above the threshold. After the
financial institution had monitored the initial transaction flow over a period of time and regarded the ‘value’ of
the transactions is ‘normal’ the money launderer could engage in laundering funds knowing that the financial
institution would not deem this to be suspicious. By placing their own collaborators in key positions it is
possible to subvert the organisation or to mingle illegal or sham transactions with valid business transactions.
Authorities would therefore find it more difficult to unravel the laundering or tax evasion that occurs.

Money launderers are willing to accept low profit margins in order to operate their front businesses
making it impossible for legitimate businesses to compete.

Informal business sector

The informal business sector serves as a convenient front business. This sector consists of businesses
that are unregistered, generally small in nature and are seldom run from business premises (usually from homes
or the pavement). The nature of the informal sector makes it difficult to identify the client, verify its financial
status and levy execution in case of default. It is difficult to dispute the business’s alleged turnover in relation to
its actual turnover. Most of the informal sector business is conducted on a cash basis. This, together with the
absence of formal financial and business records, allows for the abuse of such enterprises by launderers.

Favourable opportunities exist in hawking as the sale of counterfeit goods and pirated digital video
disks may also contribute to money laundering. A criminal syndicate could either sell counterfeit goods or pirate
DVD’s and subsequently launder the proceeds or use laundered funds to purchase these goods through the
informal market. While the former scenario is more likely, the later demonstrates how a syndicate could channel
the proceeds of crime into the informal sector.

FIGHTING MONEY LAUNDERING

Financial intermediaries should know their customers (also called KYC). Where financial
intermediaries know their customers, they will often be able to identify unusual or suspicious behaviour. One
example of suspicious behaviour would be companies’ representatives avoiding contact with the bank branch.
Banks and businesses should make use of the various software packages capable of name analysis, statistical and
profiling engines, time sequence matching, etc.

Asset seizure as an instrument of economic justice uses amnesties and tax measures to mop up illicit
income.

GLOBAL TREATIES ON MONEY LAUNDERING

A multilateral, co-ordinated, effort is required to counter the international dimensions of money
laundering. The United Nations, the Bank for International Settlements, the OECD’s Financial Action Task
Force, the EU, the Council of Europe, the Organisation of American States, all published anti-money laundering
standards.

Financial Action Task Force

The commencement of the Financial Action Task Force (FATF) in 1989 is regarded as a watershed in
global anti-money laundering strategy. The Financial Action Task Force is an inter-governmental body with the
purpose to develop and promote anti-laundering policies, both at national and international levels. It reviews its
mission every 5 years. The Task Force is therefore a “policy-making body” that works to generate the necessary
political will to bring about national legislative and regulatory reforms in these arcas. The FATF monitors
members’ progress in implementing necessary measures. In June 2003, South Africa became the first African
nation to be admitted into the FATF.
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The Forty Recommendations applies not only to money laundering but also to terrorist financing, and
when combined with the Nine Special Recommendations on Terrorist Financing provide a comprehensive
framework of measures for combating money laundering and terrorist financing.

In 2005 the United Nations Security Council endorsed the FATF standards and urged all member states
to implement the standards embodied in the FATF 40+9 recommendations on money laundering.

In recent years, the FATF has noted increasingly sophisticated combinations of techniques, such as the
increased use of legal persons to disguise the true ownership and control of illegal proceeds. Two of their
recommendations in this regard are:

e Recommendation 33: Countries should take measures to prevent unlawful use of legal persons by
money launderers. Countries should ensure adequate, accurate and timely information on beneficial
ownership and control of legal persons that can be obtained in a timely fashion by competent
authorities. Countries that have legal persons that are able to issue bearer shares should take measures
to ensure that they are not misused.

e Recommendation 38: There should be authority to take expeditious action in response to requests by
foreign countries to identify, freeze, seize and confiscate property laundered. There should be
arrangements for co-ordinating seizure and confiscation proceedings, which may include the sharing of
confiscated assets.

Cross border transmission is a characteristic pattern of unlawfully acquired resources.

Eastern and South African Anti-Money Laundering Group

The Eastern and South African Anti-Money Laundering Group (ESAAMLG) consists of fourteen countries
from the eastern region of Africa. South Africa is a ratified member state. In the Memorandum of
Understanding among the member governments, the objectives are outlined as:

e Adoption and implementation of the 40 Recommendations of the FATF

e  Application of anti-money laundering measures to all serious crimes

e Implementation of any other measures in multilateral agreements to which the member governments
subscribe for the prevention and control of money laundering of the proceeds of all serious crimes

The United States is a co-operating and supporting country and US representatives were present at the
launch of the ESAAMLG and the US maintained the interactive role in a variety of ways.

THE POSITION IN SOUTH AFRICA

South Africa’s position as the major financial centre in the region, its relatively sophisticated banking
and financial sector and its large cash-based market, makes it a vulnerable target for trans-national and domestic
crime syndicates. There is a significant black market for smuggled and stolen goods.

The effect of money laundering on South Africa
The major effects of money laundering are the following:

e Undermining the legitimate private sector. Criminal syndicates force informal businesses out of the
market as similar businesses financed by laundered funds do not have to operate at a profit.

e Economic distortion and instability.

e Loss of revenue. Money laundering decrease the amount of tax collected, thus putting a heavier tax
burden upon “honest” South Africans.

e Reputation risk. Investor sentiment is often driven by perceptions. Any scandal may have financial
implications. Similarly, perceptions regarding the extent of money laundering in South Africa may
negatively influence investment and economic growth.
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National anti-money laundering legislation in South Africa

1.

188

Bank Act 94 of 1990

The sector in South Africa with the best system to report money laundering is the banking
sector. Regulation 48 under the Bank Act 94 of 1990 compels banks to implement and maintain
policies and procedures to guard against the bank being used for financial fraud, market manipulation
and money laundering and to report suspicious transactions.

Proceeds of Crime Act 76 of 1996

The Proceeds of Crime Act 76 of 1996 originally criminalized money laundering for all serious
crimes. South Africa replaced this act with the Prevention of Organized Crime Act 121 of 1998 which
confirms the criminal character of money laundering, mandates the reporting of suspicious transactions
and contains “safe harbour” provisions. Violation of this act carries a fine of up to ZAR100 million or
imprisonment for up to 30 years.

Prevention of Organised Crime Act 121 of 1998

The Prevention of Organised Crime Act (POCA) criminalises money laundering in general. It
contains a general reporting obligation for businesses coming in possession of suspicious property. It
also contains mechanisms for confiscation of proceeds of crime and for civil forfeiture of proceeds of
offences.

General reporting obligations in respect of suspicious transactions are created by s.7 of POCA,
but repealed by FICA with new and broader provisions relating to suspicious and unusual transactions.
Apart from reporting obligations, POCA does not impose the detailed compliance obligations that are
generally associated with a money laundering control system. These obligations are created by FICA

Financial Intelligence Centre Act 38 of 2001

The Financial Intelligence Centre Act (FICA) came in effect on 1 February 2002 was amended
by the Financial Intelligence Centre Amendment Act 11 of 2008. Apart from providing for the
establishment and operation of the Financial Intelligence Centre (FIC) and the Money Laundering
Advisory Council, FICA creates money laundering control obligations and regulates access to
information.

FICA requires financial institutions and businesses to identify customers, maintain records of
transactions for at least five years, appoint officers to train employees to comply with the law and report
unusual or suspicious transactions. Both the Prevention of Organized Crime Act and the FICA contain
criminal and civil forfeiture provisions.

If a person who reported unusual or suspicious transactions or gave information concerning
such a report, declines to give evidence the FIC may, by way of a certificate certifying that the
information in the certificate was sent to FIC in terms of FICA, disclose as evidence the information
received in the initial report. This certificate is on its mere production before a court admissible as
evidence of any fact contained in it. FIC collects, retains, compiles and analyses all information
disclosed to it. When FIC receives information of suspicious transactions the reports are followed up
and analysed and if necessary, passed on to investigating agencies. It will not investigate criminal
activity, but will provide information to and co-operate with investigating authorities.

The principal objective of the Financial Intelligence Centre (FIC) is to assist in the
identification of the proceeds of unlawful activities. As such they must make collected information
available to investigating authorities to facilitate the enforcement of the laws of South Africa. They
must also exchange information with similar financial intelligence units in other countries.
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There is a special relationship between FIC and SARS to combat tax evasion.

ILLUSTRATIONS OF VARIOUS TRADE BASED MONEY
LAUNDERING TECHNIQUES USING COMPANIES

To conceal the origin of illegal funds and complicate efforts to trace the money, trade-based money
laundering disguises the proceeds of crime by moving value by means of trade transactions in an attempt to
legitimise their illicit origin.

1. Over- and under invoicing of goods

Company A (a foreign exporter) ships 1 million widgets worth $2 each, but invoices Company B (a
colluding domestic importer) for 1 million widgets at $1 each. Company B pays Company A $1 million.
Company B then sells the widgets on the open market for $2 million and deposits the extra $1 million into a
bank account to be disbursed according to Company A’s instructions. Alternatively, Company A (a domestic
exporter) ships 1 million widgets worth $2 each, but invoices Company B (a colluding foreign importer) for 1
million widgets at $3 each. Company B pays Company A $3 million. Company A pays $2 million to its
suppliers and deposits the remaining $1 million into a bank account to be disbursed according to Company B’s
instructions.

Company A and Company B are controlled by the same organisation.

2. Over- and under shipment of goods

A money launderer can overstate or understate the quantity of goods being shipped or services
provided. In the extreme, an exporter may not ship any goods at all, but collude with an importer to ensure that
all shipping and customs documents associated with this so-called “phantom shipment” are routinely processed,
for example:

Company A (a domestic exporter) sells 1 million widgets to Company B (a colluding foreign importer)
at $2 each, but ships 1.5 million widgets. Company B pays Company A $2 million. Company B sells the
widgets on the open market for $3 million and deposits the extra $1 million into a bank account to be disbursed
according to Company A’s instructions. Alternatively, Company A (foreign exporter) sells 1 million widgets to
Company B (colluding domestic importer) at $2 each, but ships only 500 000 widgets. Company B pays
Company A $2 million. Company A then pays $1 million to its suppliers and deposits the remaining $1 million
into a bank account to be disbursed according to Company B’s instructions.

3. False description of goods
A money launderer can misrepresent the quality or type of a good or service for example:

Company A (domestic exporter) ships 1 million gold widgets worth $3 each to Company B (colluding
foreign importer), but invoices Company B for 1 million silver widgets worth $2 each. Company B pays
Company A $2 million. Company B sells the gold widgets on the open market for $3 million and deposits the
extra $1 million into a bank account to be disbursed according to Company A’s instructions. Alternatively
Company A (foreign exporter) ships 1 million bronze widgets worth $1 each to Company B (colluding domestic
importer), but invoices Company B for 1 million silver widgets worth $2 each. Company B pays Company A $2
million. Company A pays $1 million to its suppliers and deposits the remaining $1 million into a bank account
to be disbursed according to Company B’s instructions.

4. Transfer of funds

A Brazilian company signs a contract to export soybeans to a German company. The German company
prepays the Brazilian company for the shipment. The Brazilian company immediately transfers the funds to a
third party that is unrelated to the transaction. The soybeans are never shipped.

Another example: A food product trading company is established and conducts business with several
African food product companies. The money the company receives for the sale of its products is immediately
transferred from the company’s account to the personal account of its manager in Belgium. The funds are then
quickly transferred to several foreign companies. The company also receives transfers from an unrelated
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company in the diamond business. The money from the diamond company is commingled with the company’s
other business receipts and transferred through Belgium to the same foreign companies.

5. Shell companies

A Brazilian company is engaged in a range of illegal activities. The generated cash is smuggled out of
Brazil by cash couriers and deposited in the bank accounts of offshore companies controlled by the company.
Funds from these offshore accounts are transferred to offshore shell companies and used to purchase
concentrated syrup for soft drinks from the Brazilian company at highly inflated prices. The syrup was then sold
by the shell companies to other legitimate companies at a significant loss.

6. Lawyers and real estate agents

Money launderers are fond to spend money on real estate, e.g. deliberately buy run-down properties
because it gives the launderer the opportunity to spend sizeable amounts of cash to restore the property. Another
scenario is where proceeds of crime are paid into an attorney’s or estate agent’s trust account by a client who
instructs the attorney or estate agent to assist him in acquiring a property. A few days later the client cancels the
instructions and requests repayment of the money. The attorney or estate agent makes out a cheque to the
criminal and a sizeable amount of money is laundered through the trust account of the attorney or estate agent.

RED FLAG INDICATORS

Financial intelligence units indicate that they make extensive use of red flag indicators, but the majority of
respondents believe there is considerable scope to make better use of such indicators and other analytical
techniques to promote a more risk-based approach to detect trade-based money laundering. A few examples of
Red Flag Indicators are:

e The size of a shipment appears inconsistent with the scale of the exporter or importer’s regular business

activities

e The shipment does not make economic sense e.g. the use of a forty foot container to transport a small

amount of low-value goods

e The commodity is shipped to (or from) a jurisdiction designated as “high risk” for money laundering

activities

e  The commodity is transhipped through one or more jurisdictions for no apparent economic reason

e The method of payment appears inconsistent with the risk characteristics of the transaction e.g. the use

of an advance payment for a shipment from a new supplier in a high-risk country

e The transaction involves the use of repeatedly amended or frequently extended letters of credit

CONCLUSION

It is difficult to quantify the extent to which economic policy globally as well as in South Africa is
influenced by money laundering as launderers are sophisticated and well informed. The more successful a
money launderer is, the more the mode of laundering funds will resemble legitimate business activity. Criminals
are very creative in their attempts to conceal money laundering activities. Their methods and techniques change
frequently. It is very difficult to establish the amount of money laundering taking place anywhere in the world.
Most criminal organizations are also involved in legitimate business.

South Africa’s position as the major financial centre in the region, its relatively sophisticated banking
and financial sector and its large, cash-based market, make it a vulnerable target for trans-national and domestic
crime syndicates. South Africa faces many challenges that are foreign to developed economies, for instance
those in respect of the abuse of its informal business structure. The fact that a high number of international
crime groups operate in South Africa and a lack of money laundering prosecutions indicate that South Africa
remains vulnerable to all-source money laundering.

Smuggling and lax border enforcement contributes to South Africa’s vulnerability. There are plans to
implement a single currency in the Southern African Development Community (SADC). If a single currency is
introduced, it would make it easier to launder funds without having to account for any losses due to exchange
rate fluctuations.
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There certainly has been an increase in the reporting of suspicious transactions, although there is no
evidence that less money obtained through crime enters the system. There are many loopholes in the national
and global system.

Governments worldwide will have to take hands to combat this problem successfully.
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ABSTRACT

Global warming is a macro-environmental variable that impacts on the whole of the global community. The aim
of this study is to investigate the knowledge stage of the innovation-decision process to determine whether a
sample of consumers is aware and motivated to learn about the global warming. This study is descriptive as it
explores global warming issues by means of a questionnaire. An analysis of the results reveals that respondents
are aware and motivated to learn about global warming. This research is significant since consumers do
contribute to the global warming and they must assist in its mitigation.

INTRODUCTION

Global warming is real and there is no doubt about climate change. Spence (2005:45) states that the evidence is
clear and science is certain that climate change is happening. According to Cox (2007:115) there is no question
about the fact that increasing concentrations of carbon dioxide and greenhouse gases are causing the earth to
warm and human activity since the 1950’s (Dessler and Parson, 2007:75-76) has been responsible for the rapid
warming that the planet has experienced since this time. Dressler and Parson (2007:76) maintain that human
greenhouse gas emissions account for the magnitude of the warming experienced on this planet and the various
details of its timing and distribution. According to Dressler and Parson’s (2007:76) other proposed causes of
global warming have only been found to contribute minimally to this phenomenon.

Global warming and the resultant climate change is a macro-environmental variable that is receiving a great deal
of attention globally from all sectors in society as a result of its negative impact on the global community and on
the natural environment. According to Shiva (2008:9-13) climate change and global warming kills and displaces
millions of people around the world as a result of extreme events such as flooding, droughts and tropical
cyclones. Shiva (2008:3) states that in 2001, 165 million people were affected by climate related disasters around
the world and in Mumbai on the 26" of July 2005, the 94.4 mm of rain that fell that day killed 100 people,
caused the collapse of the civic and public transport services in the city and cost the Indian government Rs 17
billion in damages. Not only has there been excessive precipitation in some areas of India as a result of global
warming but droughts in other areas of India have also become so severe that in areas such as Bundelkhand,
people are starving to death and the livestock is perishing (Shiva, 2008:12-13).

Although it has been recognized that global warming does benefit the environment to a limited extent, for
example it increases the photosynthetic activity of plants in response to higher temperatures and higher
concentrations of carbon dioxide, the benefits derived are not sustainable and can diminish in the long term
(Cox, 2007:123). In addition, climate change is also seen to have a positive impact on some of the colder regions
of this planet where inhabitants experience increased agricultural output as well as decreased winter mortality
and energy demand. However, the potential problems that have been identified as a result of global warming and
climate change include the premature ripening of fruits, the increased incidence of plant burn and an increased
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demand for agricultural irrigation as a result of higher temperatures causing the moisture in the soil to evaporate
more rapidly (Cox, 2007:123). This is particularly significant in a country like South Africa where some regions
are already experiencing shortages in water supply and according to Spence (2005:28) the recent severe droughts
experienced in South Africa were caused by changes in climate as a result of global warming. Increasing
temperatures also have a negative impact on livestock in that they cause heat stress in the animals and they
facilitate the spread of pests and diseases into areas where they previously did not exist (Cox, 2007:123). From a
natural environmental perspective, global warming and the resultant climate change will have a negative impact
on the fauna and flora of this planet. It has been estimated that by 2050 thirty-seven per cent of the animal and
plant species on this planet will be wiped out as they cannot adapt to the rapid changes that are occurring in the
planet’s climate as a result of global warming (Spence, 2005:45)

From a business perspective, global warming and climate change is one of the most important environmental
challenges facing industry today (Costa, 2005: 25). Estimates by re-insurance industry indicate that the potential
monetary costs associated with extreme events and agricultural cycle disruptions, as a result of climate change,
could be in the order of billions of dollars per year. (Costa, 2005: 25). These potential costs, in addition to the
human suffering and displacement mentioned previously, are focusing the attention of stakeholders on the
volumes of greenhouse gases that are emitted by businesses in the environment. For example in the European
Union, the five industries that are responsible for 46% of the EU’s greenhouse gas emissions (over 2 billion tons
of carbon dioxide per annum) are power and heat generation, iron and steel, mineral oil refineries, pulp and
paper, as well as the cement, glass and ceramic sectors that make up the mineral industry (Costa, 2005: 28).

Although businesses do contribute a great deal to the greenhouse gas emissions produced, consumers are also
responsible for the global warming and climate change problems currently faced by the world because not only
do they purchase the products/services generated by these businesses but they have developed attitudes and
behaviours that reflect a materialistic approach to life that encourages and facilitates planned obsolescence. The
emission of greenhouse gases by the individual consumer’s activities may not be seen as much when compared
to the amounts released by industry but from an aggregate point of view, taking into account the number of
individuals living on this planet, the amount of greenhouse gases released into the atmosphere by the planet’s
human population becomes significant and critical. For example Cox (2007:129) illustrates this by pointing out
that China is currently the second largest emitter of greenhouse gases in the world due to the fact that it has
approximately 1.32 billion people who on average consume approximately 10-15 percent of the energy per
capita of the average U.S. citizen. Shiva (2008:3) suggests that if mitigation and adaptation to global warming
and climate change is to take place, all aspects of human life in all sectors of society need to change including
how people shop, move, live and eat.

The Adoption of Global Warming and its Mitigation by Consumers

Global warming is an issue that has emerged in recent decades but according to Spence (2005:19) it is only now
that the scientific community is certain that climate change is a major threat. This statement is supported by
Dressler and Parsons (2001:2) who state that global warming is an environmental issue that has emerged in the
last few decades that is the most difficult and the most serious due the pervasive use of fossil fuels for the
provision of energy in all sectors of the world economy. The extensive debate that has been ongoing around the
issue of global warming and the subsequent climate change suggests that the adoption of global warming as a
crucial issue has not been adopted by a critical mass of the population. The question that one may ask is “Why?”
Consumers do contribute to the emission of greenhouse gases into the atmosphere, not only through their
lifestyles and consumption behaviours, but also as a result of derived demand which in business marketing states
that consumers are ultimately responsible for the demand of business products and services. For example the
demand for aircraft engines is ultimately determined by the number of individuals who travel to destinations by
air and by the use of air transport for the movement and distribution of goods that ultimately satisfy consumer
needs.

Rogers (2003:12) defines an innovation as an idea, practice or object that is perceived as new by the individual
or other unit of adoption. According to Rogers (2003:1) many innovations require a lengthy period of many
years from the time they become available to the time when they are widely adopted. This situation becomes
even more difficult when a “preventive innovation,” which is defined as the prevention of an undesired event in
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the future by adoption of a new idea, is the innovation that needs to be adopted. (Rogers, 2003:176). It is
suggested in this study that global warming is a preventive innovation as consumers need to adopt the scientific
fact of global warming in order to participate in the mitigation of this phenomenon. The fact that global warming
has been debated for some time, this does not mean that it cannot be regarded as an innovation. According to
Rogers (2003: 12) the newness in an innovation need not just involve new knowledge but it may mean that
although a consumer may have known about the innovation for some time, they may not have developed an
attitude toward it or they may not have adopted or rejected it.

Rogers (2003:164) suggests that in order for a consumer to adopt an innovation, s/he needs to go through the
innovation-decision process that is conceptualised as consisting of stages namely:

o Knowledge — this occurs when an individual ( or other decision making unit) is exposed to the innovation’s
existence and gains some understanding of how it functions

e Persuasion - occurs when an individual ( or other decision making unit) forms a favourable or unfavourable
attitude toward the innovation

e Decision - occurs when an individual ( or other decision making unit)engages in activities that lead to a
choice to adopt or reject the innovation

e Implementation-occurs when an individual (or other decision making unit) puts an innovation into use. Re-
invention is especially likely to occur at the implementation stage

e Confirmation - occurs when an individual (or other decision making unit) seeks reinforcement of an
innovation decision that has already been made, but s/he may reverse this previous decision if exposed to
conflicting messages about the innovation.

The innovation decision process by the individual consumer is influenced by a number of factors relating to the
innovation itself (in this case global warming). These characteristics have been defined by Rogers (2003:14) as
being:

e Relative advantage — this is the degree to which an innovation is perceived as better than the idea it
supersedes. In the case of global warming this may not be the case as consumers will have to modify their
behaviours in such a way that they assist in the mitigation of greenhouse gas emissions. If this is the case,
then the rate of adoption will tend to be slower.

o  Compatibility — this is the extent to which an innovation is perceived as being consistent with the existing
values, past experiences, and needs of potential adopters. According to Rogers (2003:15) the adoption of an
incompatible innovation often requires the prior adoption of a new value system which is a relative slow
process. Global warming is a phenomenon that needs consumers to become less materialistic, less
individualistic and more concerned about the impact of global warming on society and all aspects of the
natural environment.

o Complexity — this refers to the degree to which an innovation is perceived as difficult to understand and
use. Global warming is a phenomenon that is difficult to observe from a consumer perspective in that it is
difficult to notice the impact of global warming unless you are living in a very cold climate which is rapidly
warming or you are working in a field where global warming is having an impact. For example farming
where heavy precipitations over very short periods are occurring and precipitation cycles are changing.
Sometimes even these outcomes are explained away through natural climatic cycles. Similarly global
warming and climate change has a pervasive impact on this planet in that it affects all aspects of the planet
such as wind and ocean currents, the fauna and flora on the planet, the atmosphere and human civilization as
whole particularly in the area of health and finance (Spence, 2005:24).

e Trialability — the degree to which an innovation can be tried or used on a limited basis

e Observability — the degree to which the result of an innovation is visible to others. According to Spence,
2005:24) climate experts are increasingly certain about the changes at a global and continental level but it
becomes a lot more difficult to predict what to expect within countries, either regionally or locally.

Although the characteristics of an innovation influence the innovation decision process itself, the characteristics
of the individual may also have an impact on the adoption process itself. For example the degree of
innovativeness of the individual, the individuals level of involvement in global warming issues, the individual’s
concern for the natural environment, society and so on. In this exploratory study, the knowledge stage of the
innovation-decision process was investigated in order to determine whether consumers’ in the 20-29 age bracket
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had exposed themselves to the innovation’s existence and whether they had in actual fact been motivated enough
to inform themselves about the innovation.

PROBLEM STATEMENT

Comments are often made in the academic and popular literature that consumers are becoming increasingly
aware of environmental issues and they are now examining the environmental impact associated with the
products that they purchase. Global warming is a scientific fact that has significant implications for society and
this planet in that it is according to Dressler and Parsons (2001:2) the most difficult and the most serious
environmental issue that currently has to be resolved. Part of the solution to this problem is to get consumers to
behave in a more socially responsible manner towards this phenomenon by reducing their own contribution to
global warming and climate change. In order to be able to achieve this, consumers need to adopt the global
warming scientific fact. This can only be achieved if consumers are aware of the phenomenon and they are
motivated enough to inform themselves about global warming, its consequences and mitigation.

OBJECTIVES

The primary objective of this exploratory study is to determine to what extent South African consumers in 20-29
age bracket have exposed themselves to the scientific fact of global warming and to what extent have they been
motivated to inform themselves about the phenomenon.

The secondary objectives for this study are:

1. To discuss global warming and its associated risks in relation to society, business and the natural
environment.

2. To comment on the innovation-decision process and factors that influence this process

3. To evaluate and discuss the responses obtained from the sample in relation to the knowledge component of
Rogers (2003:168-172) model on the innovation-decision process.

RESEARCH METHODOLOGY

In order to design a questionnaire that addressed the appropriate issues in relation to the knowledge component
of Rogers (2003:168-172) model on the innovation-decision process, the researcher carried out secondary
research using journal articles extracted from electronic data bases and academic books that discussed issues
relating to global warming and the innovation-decision process. Once this had been achieved, the questionnaire
was designed using a 7 point Likert Scale which asked the respondents to indicate the degree of agreement or
disagreement with each of a series of statements that related to the knowledge component of Rogers (2003:168-
172) model on the innovation-decision process. The values that were assigned to each response variable varied
from 7 (very strongly disagree to 1 (very strongly agree) while a value of 4 represented a neutral option. The
questionnaire was pre-tested first by asking two colleagues in the department, who were known for their research
competency, to analyze and comment on the questions that were being asked. The comments made by these
individuals were then used to modify the questionnaire. The questionnaire was then pretested using four
respondents who were similar to the target audience in order to determine whether they experienced any
difficulties with the design of questionnaire itself and the questions being asked. Once this had been done, the
questionnaire was administered to a convenience sample consisting of 49 well educated, male and female
respondents aged between 20-29 years of age who were participating in a B. Com. Honours orientation exercise
at a university in South Africa. The responses that were obtained from this sample were then analysed and
evaluated using descriptive statistics.

The questions used in this survey are discussed below. According to Rogers (2003: 171) when an individual is in
the knowledge stage of the innovation decision process, this person is exposed to an innovation’s existence and
gains an understanding of it. In order to determine whether the respondents in this study had been exposed to the
innovation (in this case global warming) the respondents were asked whether they had heard of the term global
warming. Individuals who have been exposed to an innovation may play a passive role in the knowledge aspect
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of the innovation decision process by not seeking additional exposure to the innovation itself. This may be due to
the fact that the innovation is seen to be of little interest to the individual, the innovation may not be seen to be
relevant to the individual’s needs nor is it consistent with the individual’s attitudes and beliefs (Rogers,
2003:171). In order to determine whether the individual was motivated enough to learn more about global
warming the following questions were incorporated in the questionnaire:

I do not believe global warming exists

I am interested in global warming issues

I am interested in learning about the natural environment

I believe we should protect the natural environment.

I think that people should learn what they can about global warming

Incorporated in the above set of questions are a couple of questions that refer to the natural environment. These
questions about the natural environment are important because if an individual is interested in the natural
environment, it is assumed that they would also be interested and motivated to learn about global warming since
this has a major impact on the environment and on the fauna and flora on the planet.

In order to try and determine the extent of the consumer’s knowledge in relation to the ongoing debate around
global warming, the following questions were included in the questionnaire:

e Ibelieve that human activity on this planet contributes to global warming
e Ibelieve that it is the sun’s increased activity that is causing global warming
e Global warming is part of the earth’s natural climatic cycle

It is interesting to note that scientists now agree that global warming is the result of human activity on the planet
and that the other possible contributors to this effect namely orbital variations, tectonic activity, volcanoes, solar
variability and internal variability are not responsible for this observed effect (Dessler and Parsons, 2006:67-73).
According to Dessler and Parsons (2006: 73) tectonic activity and orbital variations are too slow to cause
significant warming over the time period considered while the remaining three natural processes of volcanic
eruptions, changes in solar output and internal variability of the climate system, all appear to have contributed
little to the rapid warming that has taken place in the last few decades.

In order to determine the respondents’ attitude toward the availability of information the following two questions
were incorporated in the questionnaire.

e  There is information on global warming
e Itis easy to get information on global warming

If the respondents feel that information on global warming is available and relatively easy to get, this will
motivate them to gather information relating to it. In so doing they are able to have a better understanding of the
issues surrounding global warming.

Rogers (2003: 16-17) states that the characteristics of the innovation, namely relative advantage, compatibility,
complexity, trialability and observability all influence the rate of adoption. In order to determine whether the
complexity associated with global warming could have had an impact on the level of information gathered the
following statements were incorporated:

e [ think it is difficult to understand the process of global warming
o I think that only scientists can understand the process of global warming
e I can still be interested in global warming

An additional question was added to this section namely:

e Ido not need to understand the process of global warming in order to know its consequences
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This question was incorporated in order to determine whether the respondent was interested enough to know
about the consequences of global warming even though they may not understand the process

In order to determine whether individuals in the respondents’ social system were talking about global warming
and the issues surrounding it, the respondents were asked the following question:

e Global warming is not something people normally talk about.

According to Rogers (2003:23), the social system in which the individual finds him/herself influences the types
of innovation-decisions that are made. In consumer behaviour it is also well known that a consumers friends,
family and social circle play an important role in the decision making process.

The above questionnaire was administered to 49 well educated consumers who had registered to do a B. Com
Honors Degree in Marketing at a South African university. Some of these individuals were already working
either on a full or part-time basis while others were full time students. What is interesting about the individuals
in this sample is the fact that most of them studied geography and science at school. The questionnaire in this
study was administered by a colleague during their orientation session at the university.

LIMITATIONS OF THE STUDY

The limitations of this study as stated earlier arise due to the fact that the sample used in this study is a small
convenience sample consisting of 49 respondents and therefore the results cannot be projected to the overall
population of 20-29 year olds in South Africa and an in-depth statistical analysis is not possible. What this study
does do is give an indication of what may be expected from a more comprehensive sample that reflects this
sector of the population in South Africa.

RESULTS

In analyzing the results of the knowledge stage of the innovation-decision process, the descriptive statistics will
be given under the following headings — exposure, motivation, knowledge, availability of information,
complexity and social system

Exposure

The responses obtained for the question ‘I have heard of the term global warming’ demonstrate that most of the
respondents have heard of the term global warming. In this instance two of the respondents’ answers were not
incorporated into these statistics due to the fact that their viewpoints were not clear as they had indicated that
they both disagreed and agreed with this statement. What is interesting to note is the fact that there were three
respondents who had not heard of the term global warming.

Table1 Exposure
Knowledge variable N Mean | Standard | Cumulative | Cumulative | Cumulative
Deviation | % of % of % of
respondents | respondents | respondents
that that agree that are
disagree neutral
I have heard of the term global warming | 47 6,47 1.42 6.4 93.6 0

Motivation

The results obtained for the motivation component of the knowledge variable indicate that 78.8% of the sample
do believe that global warming exists while 62.5% are interested in global warming issues. Similarly 85.6% of
the sample tested believe that people should learn as much as they can when it comes to global warming. These
results suggest that the respondents are willing to learn about global warming, they feel that individuals should
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learn about global warming and they believe that global warming is actually happening. In addition to these
results the responses obtained on the natural environment suggest that the respondents are likely to respond in a
positive manner toward information provided to them about global warming particularly if it relates to its impact
on the natural environment. This statement is supported by the fact that 98% of the respondents believe we
should protect the natural environment and 77.6% of the respondents like to learn about the natural environment.

Table 2 Motivation

Knowledge variable N Mean | Standard | Cumulative | Cumulative | Cumulative
Deviation | % of % of % of

respondents | respondents | respondents
that that agree that are
disagree neutral

I do not believe global warming exists 47 2.13 1.74 78.7 12.8 8.5

I am interested in global warming issues | 48 4.85 1.46 12.5 62.5 25

I am interested in learning about the | 49 5.33 1.27 8.1 77.6 14.3

natural environment

I believe we should protect the natural | 49 6.35 .83 0 98 2

environment

I think that people should learn what | 49 5.78 1.28 4.1 85.6 10.2

they can about global warming

Knowledge

The respondents’ knowledge about the theories other than that of human activity causing global warming does
not seem to be extensive. This is reflected in the results given below where 30% of respondents believe the sun is
causing global warming while 42.9% are neutral. Similarly 22.1% of respondents believe that global warming is
part of the earth’s natural cycle while 22.9 are neutral. This result may be due to the fact that the question may be
perceived as ambiguous since the sun’s rays are responsible for maintaining the planet temperature at a level that
sustains life and it is known that were certain periods in the earth’s history where the planet did warm up. The
other possible reason for this response may be the fact that the alternative theories put forward to explain global
warming are rarely discussed in the mass media. What is significant about this finding is that if most of the
respondents believe that global warming is caused by human activity, this suggests that they would probably
accept personal culpability and moral responsibility for this phenomenon and in so doing participate in any
global warming mitigation program.

Table3 Knowledge
Knowledge variable N Mean | Standard | Cumulative | Cumulative | Cumulative
Deviation | % of % of % of

respondents | respondents | respondents
that that agree that are
disagree neutral

I believe human activity on the planet | 47 5.74 1.75 10.6 89.4 0

contributes to global warming

I believe that it is the sun’s activity | 49 | 4.04 1.55 26.5 30.0 429

that is causing global warming

Global warming is part of the earth’s | 48 3.56 1.53 50 22.1 22.9

natural climatic cycle

Availability of Information

The results of pertaining to availability of information suggest that most of the respondents perceive that
information is readily available when it comes to global warming. This is significant since it motivates the
respondents to gather information about global warming. This result may also be explained by the fact that most
of the respondents in this research have studied geography and science at school.

Table 4 Availability of Information
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Knowledge variable N Mean | Standard | Cumulative | Cumulative | Cumulative
Deviation | % of % of % of

respondents | respondents | respondents
that that agree that are
disagree neutral

There is information on global | 49 5.88 1.25 4.1 89.8 6.1

warming

It is easy to get information on global | 49 5.73 1.24 4.1 85.7 10.2

Complexity

Although 51% of the respondents do not feel that the process of global warming is difficult to understand, 24.5%
of respondents do have a problem with understanding it while the remainder are found to be neutral. This
suggests that for some of the respondents this issue may not motivate them to search for information relating to
the topic. It is interesting to note that most respondents do not feel that you have to be a scientist in order to
understand the process, in other words you do not need to be an expert. This viewpoint is supported by the
response to the question “I can still be interested in global warming even if it is technically complex” where
85.1% of the respondents agree with the statement. These results suggest that understanding global warming
issues is not beyond the capability of the ordinary consumer.

Table 5 Complexity
Knowledge variable N Mean | Standard | Cumulative | Cumulative | Cumulative
Deviation | % of % of % of

respondents | respondents | respondents
that that agree that are
statement neutral

I think that it is difficult to | 49 | 3.61 1.22 51.0 24.5 24.5

understand the process of global

warming

I think that only scientists can | 49 | 2.82 1.64 77.6 12.2 10.2

understand the process of global

warming

I do not need to understand the | 48 3.56 1.88 583 333 8.2

process of global warming in order

to understand its consequences

I can still be interested in global | 47 5.34 .96 2.1 85.1 12.8

warming even if its technically

complex

Social System

In this study it is interesting to note that most of the respondents do not see people around them including those
in their social circle discussing global warming. The results obtained from this study show that 47.9% of the
respondents feel that global warming is not something people talk about. This is particularly significant for an
issue such as global warming where you want consumers to act as opinion leaders by providing others with
information about global warming. If the opinion leader is not provided with an opportunity to discuss his/her
knowledge, then it becomes more difficult to achieve a critical mass of consumers who are prepared to
participate in mitigation activities that eventually become the norm.

Table 6 Social System

Knowledge variable N Mean | Standard | Cumulative | Cumulative | Cumulative
Deviation | % of % of % of
respondents | respondents | respondents
that that agree that are
disagree neutral
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Global warming is not something | 48 | 4.31 1.43 25 47.9 27.1
people normally talk about

MANAGERIAL IMPLICATIONS

Linder (2006:103) states that international environmental groups and a few Western governments have invested
considerable resources in the social marketing of risk claims about global warming. According to Linder
(2006:103) these social marketing programs emphasize personal culpability and assign responsibility to the
individuals rather than to industrial sources. This is understandable since demand in business markets is
ultimately derived from consumer demand.

Global warming is a phenomenon that needs to be addressed by governments, businesses and consumers due to
its critical nature in relation to survival on this planet. Although an individual’s contribution to greenhouse gas
emissions may be seen as insignificant when compared to large business, the cumulative effect of more than 6
billion people on this planet releasing greenhouse gases into the atmosphere is quite large. This is demonstrated
by the fact that China is now the second largest emitter of greenhouse gases into the atmosphere even though the
emission per person in China is much lower than that of an individual in the United States. The reason why this
is so is due to the fact that it has so many people whose standard of living is encouraging greater a consumption
of energy.

If consumers are to have a significant impact on the mitigation of global warming, a critical mass of consumers
needs to adopt the scientific fact of global warming. Rogers (2003:12) states that in order for an innovation to
take off, approximately 10-20 percent of the population needs to adopt the innovation. According to Rogers
(2003:12) this is the critical point where interpersonal networks become activated and a critical mass of adopters
begins to use the innovation. It is interesting to note that in this study, the majority of respondents agree that
people do not normally talk about global warming and this suggests that in South Africa we have not reached
this critical point.

RECOMMENDATIONS FOR FUTURE RESEARCH

Rogers (2003:168-172) proposes a five stage model to explain the innovation-decision process. This study
focused on the first stage proposed by Rogers in order to determine how consumers responded to the knowledge
stage of this model. The opportunity therefore exists to examine the issue of global warming taking all five
stages of the innovation-decision process into account. This is particularly relevant in a global community which
is already experiencing the negative impacts of global warming. What is currently needed in relation to global
warming is a critical mass of consumers who adopt the scientific fact of global warming and who are prepared to
develop mitigation attitudes and behaviours that assist governments and businesses in mitigating the effects of
global warming.
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ABSTRACT

This study examines the changing nature of the relationship between trade and economic growth in Belize
during the 1981-2007 period, incorporating into the analysis the effects of agricultural export diversification.
Agricultural export diversification is measured using an entropy index. The empirical analysis is based on the
application of the Cooley-Prescott procedure for handling time varying coefficients. Our empirical findings
reveal exports impacted economic growth positively, but the importance of exports in promoting economic
growth declined. Imports had a positive but decreasing effect on economic growth. Agricultural export
diversification had a negative impact on economic growth, which marginally increased over the review period.
These findings suggest that liberalized trade policies have the potential to generate improved economic growth
in Belize, while continued diversification of the country’s agricultural exports could potential hurt growth.

INTRODUCTION

The relationship between trade (exports and imports) and economic growth has been widely explored
from both theoretical and empirical perspectives. Unfortunately, many studies focused almost exclusively on the
link between exports and economic growth either in terms of causation or within the context of a simultaneous
equation model. Despite the vast literature on the link between exports and economic growth, relatively little
research has been conducted on very small countries such as those comprising CARICOM. IN this study,
Belize is the focus of attention.

Despite the significant interest in the relationship between trade and economic growth, the role of imports
in the economic growth process has received little attention in the literature relative to exports’. This is, perhaps,
surprising because the inclusion of both imports and exports as separate arguments in the neoclassical type of
production function typically used to model economic growth is justified in the literature (Esfahani 1991).
Esfahani (1991) found that exports had a positive impact on economic growth through the provision of foreign
exchange and positive externalities arising from increased competition. However, he also justified the inclusion
of imports as an additional explanatory variable in the growth model because imports tend to be correlated with
exports. If imports are excluded from the model, Esfahani (1991) argued that the impact of exports would be
overestimated.

The relationship between economic growth and import is ambiguous. On the one hand increasing
imports can be indicative of a deteriorating balance of payments which can have adverse economic impacts of
domestic economics performance. Such a view is, perhaps, indicative of the common wisdom held by many
policy-makers in the Caribbean. ON the other hand, it is also possible that increased imports embody
competitive forces that result in improved performance by domestic industries, and as a consequence improved
economic growth. Ultimately the relationship between imports and growth is an empirical question.

Over the period of time covered by this analysis, many CRIAOM countries, including Belize, have
simultaneously pursued export-led growth policies and agricultural diversification. The basic argument has been
that improved export performance through agricultural diversification of necessary to wean CARICOM
countries from the traditional export trinity of bananas, sugar and rice. However it is unclear whether
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diversification of agricultural export will in fact lead to improved economic growth. Indeed, it is possible that in
the case of very small economies, attempt to diversify agricultural activities can lead to economic inefficiencies
that inhibit rather than enhance economic growth. As in the case of imports, the relationship between agricultural
diversification and economic growth is an empirical question.

The purpose of our study is to examine the nature of the relationship between trade and economic growth
in Belize during 1981-2007, incorporating into the analysis the effects of agricultural export diversification. As
the policy environment has dynamically changed over the periods of analysis, the study also examines the extent
to which there have been any significant changes in the nature of the relationships among trade, agricultural
export diversification and economic growth in Belize over the review period by estimating time varying
parameters for each of the independent variables of immediate concern.

The motivation for our study is three-fold: First, this study is intended to partially fill the existing gap in
the literature in relation to the trade-growth nexus in relatively small, open economies like those in the
Caribbean. Second, guided by Esfahani (1991), the analysis explicitly incorporates the effects of imports on
economic growth. Third, given that agriculture plays an important role in the economy of Belize, which also
experienced some degree of agricultural export diversification since the 1970s (Taylor and Francis 2003), it is
important that the trade-growth relationship be examined while incorporating the influence of agricultural export
diversification.

The plan of the paper is as follows. Section two provides a brief review of some theoretical issues
pertaining to the relationship between trade and economic growth as well as examines the relationship between
agricultural export diversification and economic growth. The third section presents the econometrics
methodology used in our study. The fourth section discusses the data and empirical results. The paper ends with
some concluding remarks.

LITERATURE REVIEW

The relationship between trade and economic growth occupies a vast literature, covering both
traditional and modern models. Several excellent publications have dealt with trade in general and the
relationship between trade and economic growth in particular. These include Hicks (1953), Myint (1958),
Bhagwati (1964), Chipman (1965a,b; 1966), Grossman and Helpman (1990, 1991), Young (1991), Harrison and
Revenga (1995), Davis (2000), Jayme (2001), Baldwin (2003), Copeland and Taylor (2003), Faber and Orbie
(2008), Foster (2008), Evenett (2009), and Wijeweera et. al (2010).

Chipman (1965a,b; 1966) grouped trade models into three categories: classical, neoclassical, and
modern. These categories merely reflected differences in emphasis (Chipman 1965a). In Chipman’s (1965a,b;
1966) categorization, classical trade theories refer to the works of Mill, Ricardo, and Torrens, all of which
brought out the nature of the issue of international specialization in production. The neoclassical school includes
the works of early Leontief, Edgeworth, Haberler, Lerner, Marshall, Meade, and Viner. These theories addressed
issues on both the consumption and production sides, as reflected in the notions of opportunity cost and
community indifference. The modern theories, which began with the work of Heckscher and Ohlin and were
extended by Lerner and Samuelson, focused on the role of factor endowment. Endogenous growth models form
a significant component of modern theories.

To exhaustively survey this huge body of literature in any single undertaking is virtually impossible. In
fact, such an exercise is far beyond the scope of our study. According to Chipman (1965a) the field of
international trade is particularly well provided with surveys, especially (although not exclusively) of a non-
mathematical kind, and it would be pointless to try to cover ground that others have covered so well (Chipman
1965a, p. 478).

Nonetheless, we note that trade theories date back to Adam Smith, who linked development with the
role of trade as a “vent for surplus” (Myint 1958). Hicks’ (1953) illustrious “Inaugural Lecture” at Oxford paved
the way for the development of postwar theoretical literature, which focused mainly on the comparative static
effects of economic expansion on the terms of trade and balance of payments. The analysis of the determinants
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of terms of trade between rich and poor countries (the so-called North-South models, otherwise called center-
periphery models) with differential demand structure, labor market conditions, and patterns of growth; form part
of this huge literature.

Indeed, the relationship between trade and economic growth was explored early within the context of
theories of absolute and comparative advantage in which the essential argument is that trade is the way to
achieve static productivity efficiency and international competitiveness, leading, in turn, to economic growth.
However, it is not clear, under the Ricardian or the H-O-S model, if and how trade impacts economic growth in
the long run (Jayme 2001).

More recent developments in trade theories that explain the relationship between trade and economic
growth include Bhagwati’s immismerizing growth, endogenous trade theories, Kaldor’s export-led model, and
Taylor’s open structuralist model. The fundamental argument in Bhagwati’s (1958) immismerizing growth
theory is that after technological progress, national welfare can decline as a result of economic growth. This may
result from a deterioration of the terms of trade that exceeds the favorable effect on welfare due to economic
growth at constant relative product prices. Therefore, if a country opens to trade in the presence of distortions,
the effects on growth can be immismerizing, in turn, decreasing the welfare of the economy (Jayme 2001).

By the late 1980s and early 1990s, according to Baldwin (2003), endogenous trade theories emerged,
spearheaded by and Helpman (1991), Lucas (1988), and Romer (1986). The relationship between international
trade and economic growth formed a major area of focus of endogenous models. Grossman and Helpman
(1991), for example, addressed the question of how trade policy can affect growth rates, in a two “small” country
case—small in the sense of facing fixed world prices for the two final goods produced. Baldwin (2003) noted
that in Grossman and Helpman’s (1991) formulation, if a country is importing the good that only uses human
capital as a direct input and exporting the good intensively using unskilled labor, the import duty would raise the
relative domestic price of the human capital-intensive good and, via the Stolper-Samuelson theorem, raise the
relative wages of skilled labor. This increase in the price of human capital will lower the level of research and
development activity by raising its costs and thus lead to a lower equilibrium growth rate. In contrast, if the
country imports the unskilled labor-intensive goods, import protection will lower the relative wages of skilled
labor and accelerate the growth rate.

Thus, in this model there is no definite answer to whether protection increases or decreases the growth
rate. It depends on the pattern of imports and exports. Besides using the concept of increasing returns as the
driving force for endogenous growth, Grossman and Helpman (1991) and other growth theorists, according to
Baldwin (2003), have introduced such concepts as knowledge spillovers resulting from trade in goods as well as
the ability to imitate the products of foreign producers as engines of endogenous growth. Import protection
generally reduces growth rates under these formulations.

According to Jayme (2001), Kaldor (1970) developed an export-led growth model built on the notion of
cumulative causation, taking into consideration the fact that exports are the main component of demand. The
model highlighted the role played by the rate of growth of foreign demand in stimulating higher levels of output
in the domestic economy. In this model, it is the rate of growth of autonomous demand that determines the rate
of growth of output. Some economists extended Kaldor’s model by incorporating the balance-of-payments
constraints (Jayme 2001). Thirlwall (1979), for example, applied the balance-of-payments constrained economic
growth model to look at industrialized economies. He later extended the model to capture the effects of capital
flows, an important issue for developing countries. The basic idea behind the model is that differences among
countries’ long-run growth rates can be explained by difference in demand.

Taylor (1993) developed a stylized model that sought to explain the relationship between trade, financial
openness, and economic growth (Jayme 2001). Based on an analysis of trade policy and economic growth in a
sample of countries, Taylor (1993), according to Jayme (2001), found no clear evidence linking trade to the
performance of the economies. Fast-growing countries, more or less open, had diverse patterns of specialization,
but their success was not led by growth in exports, industrial or otherwise. Trade policy did not appear to be
promoting economic growth. In fact, there was no evidence, empirically or theoretically, that trade and
liberalized trade policies stimulated economic growth in the countries included in our study.l Jayme (2001)
concluded Taylor’s (1993) stylized model revealed that trade does not necessarily affect growth by way of
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liberalization of current and capital accounts. This finding simply contributes to the ambiguous nature of the
relationship between trade and economic growth that is so predominant in the literature.

With respect to the relationship between agricultural export diversification and economic growth, Amin
Gutiérrez de Pifieres and Ferrantino (1997), and Stanley and Bunnagi (2001), suggested that the primary motive
behind export diversification efforts has been the desire to foster economic growth and enhance export earnings
stability. The process by which this effect occurs begins with technological innovation, resulting in
improvements in efficiencies in production. These efficiencies will impact the competitive structure of
production and, by corollary, the competitive advantage of various industries. By pursuing policies of openness,
market forces provide incentives for efficiency and enable technology transfers and export opportunities. In turn,
market driven structural changes evolve, export structures develop, and economic growth is impacted. The
theoretical underpinning of these ideas is in the literature on economic growth and convergence, particularly the
new growth theories and technology gap models. In this setting, causality runs from diversification to economic
growth. Indeed, Al-Marhubi (2000) found export diversification promotes economic growth.2

The link between agricultural export diversification and economic growth can also be explained using the
product cycle literature (Dollar 1986, Grossman and Helpman 1991, Krugman 1979, Matsuyama 2000,
Segerstrom et al. 1990, Stokey 1991, Vernon 1966). The main argument here is that innovative activity by the
North generates increasing product diversification, while imitative activity by the South translates into greater
diversity of products being produced and exported from low-wage locations (Amin Gutiérrez de Pifieres and
Ferrantino 1997). Hence, economic growth and export diversification are linked. Learning and knowledge
spillovers play important roles in this process (Amin Gutiérrez de Pifieres and Ferrantino 1997).

ECONOMETRICS METHODOLOGY

The specification of the empirical model is based on standard neoclassical and endogenous trade and
growth theories, and incorporates several sources of economic growth to avoid potential misspecification errors
due to omitted variables. Hence, we propose a model of the form:

€)) DY, = B, + B,DKD, + B,DKF, + p.DL, + B,DX, + B;DM, + B.DH, + B,DVI, + ¢,

where DY is the economic growth rate, DKD is the rate of growth of domestic investment, DKF is the rate of
growth of foreign investment, DL is the growth in labor, DX is the growth in total exports, DM is the growth in
total imports, DH is the growth in human capital, and DVI is the growth in agricultural export diversification,
based on the entropy measure or index of total diversification.’

The coefficients from Equation (1) for the growth in domestic investment (,); growth in labor (B5);
growth in total exports (B4); and growth in human capital (Bs) are expected to be positive. The coefficients for
the growth in foreign investment (B,); growth in total imports (Bs); and the growth in agricultural export
diversification (B7), could be positive or negative, depending on the nature of the dynamics of those variables and
economic growth. Theoretical and empirical arguments in support of the signs for the various coefficients in
Equation (1) can be found in Akbar and Naqvi (2000), Al-Marhubi (2000), De Long and Summers (1991),
Podrecca and Carmeci (2001), Renelt (1991), Rogers (2003), and Temple (1999).

To determine whether there have been any changes in the nature of the relationship between trade and
economic growth in Belize since the early 1980s, the empirical analysis incorporates time-varying parameters.
Finally, two approaches to estimation have been followed in the literature for dealing with the issue of structural
change. The first relates to the time varying coefficients model, which captures the changes in the coefficients
from one year to the next in a simple manner. The second approach involves more complex techniques and uses,
for example, state-space framework and the Kalman filter. We apply the first approach in our empirical analysis.

Model estimation uses the Cooley-Prescott procedure for estimating time varying parameters.* Much of

the early work on time varying coefficients has been attributed to Rosenberg (1973), and Cooley and Prescott
(1973a, b). Cooley and Prescott (1973a) observed that an econometric equation (representing a complex
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behavioral or technical relationship) is by definition an approximation of reality. Hence, it is susceptible to
specification errors and structural change over time. These changes may be associated with changes in
technology, institutional arrangements, tastes, and managerial techniques. Furthermore, Cooley and Prescott
(1973a) suggested that when statistical tests are applied to econometric relationships, the hypothesis of structural
stability is often rejected.

In subsequent years, several articles have emerged in the literature dealing with time varying
coefficients (Engel and Watson 1987, Harvey et al. 1986, Nichols and Pagan 1983, Ward 1982, Ward and Myers
1979, Ward and Stevens 2000). All of these studies explored issues pertaining to time varying coefficients in a
comprehensive yet succinct manner. Our application of the Cooley-Prescott technique is consistent with the
approach used in these studies.

DATA AND EMPIRICAL RESULTS

The empirical analysis is conducted with data on economic growth, agricultural export diversification,
total exports, total imports, and the other key variables included in Equation (1) for the period 1981-2007.
Agricultural export data came from the FAOSTAT Online Agriculture Database. Data on all the other variables
were obtained from the World Bank Development Database. The literacy rate is used as a proxy for human
capital.

The Cooley-Cooley-Prescott procedure was applied to estimate Equation (1) using data that covered the
period 1981-2007. The estimation was carried out using the Time Series Processor (TSP, version 5.0) software.
Before these procedures are implemented, descriptive statistics are calculated for all the variables of interests.
These descriptive statistics as well as estimated time varying coefficients and supporting statistics for 2007 are
reported in Tables 1 and 2, respectively.

Table 1: Descriptive Statistics for Main Variables Used in the Empirical Model.

1980s 1990s 2000-2007
Growth Rate of GDP
Mean 7.519 7.348 7.228
Median 8.940 6.030 6.395
Maximum 21.370 16.040 13.580
Minimum -7.080 1.930 4.750
Std. Dev. 9.156 4.434 1.512
Growth Rate of Total
Exports
Mean 10.072 6.969 8.140
Median 11.090 6.300 6.830
Maximum 41.990 18.460 22.210
Minimum -23.010 -6.090 0.600
Std. Dev. 21.756 7.908 7.270
Growth Rate of Total
Imports
Mean 8.334 7.275 6.535
Median 8.840 6.735 5.410
Maximum 30.690 24.150 25.130
Minimum -13.350 -11.090 -5.210
Std. Dev. 15.944 9.996 9.285
Growth in Agricultural
Export Diversification
Mean 175.678 188.840 219.328
Median 178.500 188.000 224.225
Maximum 211.400 204.600 226.870
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Minimum 121.300 178.000 188.600
Std. Dev. 30.831 7.565 12.774
Notes:
1. The 1980s refers to the period 1981-1989
2. The 1990s refers to the period 1990-1999

Table 2: Estimated Time Varying Coefficients for Belize, 2007.

Variable Coefficient Std. Error t-value  P-value

Intercept 8821.29 4336  203.44 [.000]
Growth in Domestic Investment -0.027 0.029 -0.923  [.356]
Growth in Foreign Investment -0.012 0.015 -0.798  [.425]
Growth in Labor Force -6.708 0.352 -190.522  [.000]
Growth in Total Exports 1.029 0.030  34.348 [.000]
Growth in Total Imports 0.652 0.030  21.745 [.000]
Growth in Human Capital 9.823 0.043 227.406 [.052]
Diversification Index -0.058 0.030 -1.940 [.000]

Diagnostics Statistics

Sum of squared residuals 0.001
Schwarz B.1.C. 87.579
Variance of residuals 0.000
Log likelihood -74.572

As seen in Table 1, in all the variables the sample period 1980-1989 recorded the highest dispersion or
spread. A time trend was included in the model because the dependent variable tended to be trending. The time
trend was statistically significant, confirming the trend in the dependant variable. Based on the diagnostic
statistics, the model has performed relatively well. The explanatory variables which were significant at the 10%
level included labor, total exports, total imports, human capital and agricultural export diversification. Of the
statistically significant variables, signs for the growth in total exports, total imports, and human capital were
positive. The magnitude of the impact of these variables on economic growth was 1.029, 0.652, and 9.823,
respectively. Agricultural export diversification and labor impacted economic growth negatively. The negative
economic effect of this variable on economic growth was 0.058 and 6.708, respectively.

In terms of labor, the migration of skilled workers from Belize is probably a major area of concern. As
more and more highly skilled individuals migrated, the labor force may have consisted of an increasing number
of less skilled workers. Probably, that is one of the implications of migration that was captured in the negative
labor-growth relationship. Given Belize’s location, it could be the case that many individuals migrated to the
USA and other neighboring countries in Central America in search of greater economic opportunities.

Figure 1 shows the dynamic path of adjustment in the coefficients of the growth in the intercept, total
exports, total imports and agricultural export diversification for Belize, 1981-2007. The intercept as well as the
coefficients of export and imports declined over the reported period. The opposite effect is witnessed for
agricultural export diversification where there is an upward trend in the rate of growth.

Interestingly, agricultural export diversification in Belize leads to a negative impact on economic
growth throughout the entire period. Consequently, the impact of a 1% increase in the implied level of
agricultural export diversification on economic growth led to a decline in economic growth from 0.061% in 1981
to 0.058% in 2007, a decline of 4.92%. This result is contrary to the findings of Al-Marhubi (2000) who suggests
that export diversification promotes economic growth. These findings could be as a result of a relatively
undiversified export base, which exacerbates the country’s vulnerability to shifts in world demand or terms-of-
trade shocks.

Time varying coefficients for the intercept, the growth in total exports, the growth in total imports, and
the growth in the entropy index of agricultural export diversification are presented in Table 3, covering the
period 1981-2007.°
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Figure 1: Dynamic Path of Adjustment in the Coefficients of the Growth in the Intercept,
Total Exports, Total Imports and Agricultural Export Diversification for Belize, 1981-2007.
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Table 3: Estimated Time Varying Coefficients for Belize, 1981-2007
Inclusive of Starting Values.

YEAR INTERCEPT DX DM DVI
1981 8821.7578125 1.0296385 0.6544347 -0.0611611
1982 8821.7578125 1.0296385 0.6544347 -0.0611611
1983 8821.7578125 1.0296385 0.6544347 -0.0611611
1984 8821.7578125 1.0296385 0.6544347 -0.0611611
1985 8821.7578125 1.0296385 0.6544347 -0.0611611
1986 8821.7578125 1.0296385 0.6544347 -0.0611611
1987 8821.7578125 1.0296385 0.6544347 -0.0611611
1988 8821.7578125 1.0296385 0.6544347 -0.0611611
1989 8821.7578125 1.0296385 0.6544347 -0.0611611
1990 8821.2900391 1.0298590 0.6539950 -0.0602684
1991 8821.2900391 1.0299456 0.6535728 -0.0607764
1992 8821.2900391 1.0299573 0.6533504 -0.0590721
1993 8821.2900391 1.0298254 0.6530213 -0.0590547
1994 8821.2900391 1.0296974 0.6527136 -0.0582289
1995 8821.2900391 1.0295564 0.6525240 -0.0594015
1996 8821.2900391 1.0294295 0.6523342 -0.0596669
1997 8821.2900391 1.0293330 0.6521673 -0.0592101
1998 8821.2900391 1.0292446 0.6520142 -0.0585500
1999 8821.2900391 1.0291198 0.6518046 -0.0592721
2000 8821.2900391 1.0291065 0.6517795 -0.0585565
2001 8821.2900391 1.0291003 0.6517835 -0.0576222
2002 8821.2900391 1.0290909 0.6517937 -0.0579167
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2003 8821.2900391 1.0290960 0.6518071 -0.0579040

2004 8821.2900391 1.0290978 0.6518180 -0.0579913
2005 8821.2900391 1.0291011 0.6518238 -0.0578698
2006 8821.2900391 1.0290982 0.6518238 -0.0578500
2007 8821.2900391 1.0290988 0.6518251 -0.0577931

With the exception of agricultural export diversification, all of the variables impacted economic growth
positively throughout the reported period. There was no change in the signs of the estimated coefficients. The
importance of exports in stimulating economic growth remained relatively stable throughout the entire period
under study, from 1.030% in 1981 to 1.029% in 2007 (Table 3). In 2007, a 1% increase in exports generated a
1.029% increase in economic growth. These effects may be reflecting Belize’s continued reliance on traditional
agricultural exports such as bananas and sugar. Imports also have a positive impact on economic growth and
ranged from 0.654% in 1981 to 0.652% in 2007, a decline of 0.31%.

Given the evolution of the various coefficients, there is evidence of structural changes taking place in
Belize during the period 1990-2001, consistent with the observed changes in the relationships among agricultural
export diversification, trade and economic growth. Despite changes in these relationships and the statistical
significance of the growth in total exports, total imports, and agricultural export diversification, it should be
noted that the economic impact of each of these three variables on economic growth is relatively small. Indeed,
during 1990-2001, Belize pursued an outward-oriented development strategy that emphasized the importance of
both exports and imports in stimulating economic growth, having shifted in the early 1980s from a policy of
import substitution industrialization that emphasized the substitution of imports with domestic production.

To summarize, the preceding discussions indicate that the growth in total exports, total imports, and
human capital encouraged economic growth in Belize. Growth in labor and agricultural export diversification
hurt economic growth. Growth in total exports had a greater effect than total imports, on economic growth.

CONCLUSION

The objective of our study was to examine the changing nature of the relationship between trade and
economic growth in Belize during the 1990s, incorporating into the analysis the effects of agricultural export
diversification. The key question addressed in our study was: Has there been any changes in the nature of the
relationship between trade and economic growth in Belize during the 1990s? Agricultural export diversification
was measured using an entropy index. The empirical analysis was based on the application of the Cooley-
Prescott procedure for handling time varying coefficients. The empirical findings suggested that generally
economic growth in Belize has been associated with increases in the growth of, total exports, total imports and
human capital. On the other hand, agricultural export diversification had a negative impact on economic growth.
Indeed, the results confirmed that trade played a significant role in economic growth in Belize during the 1990s.

In relation to the specific question of interest, our empirical findings reveal some changes in the nature of
the relationship between trade and economic growth in Belize during the 1990s. The growth in total exports
impacted economic growth positively, but the importance of exports in promoting economic growth in Belize
declined. The growth in total imports had a positive but decreasing effect on economic growth in Belize. The
growth in agricultural export diversification had a negative impact on economic growth in Belize although its
importance in stimulating economic growth marginally increased. The statistically significant and negative
impact of agricultural export diversification on economic growth is inconsistent with theory that in the long run
export diversification enhances economic growth performance relative to what it would have been with a more
specialized export structure. This is plausible within the context of Belize given the country’s relatively narrow
export base.

From a policy perspective, our empirical findings seems to imply that trade liberalization policies can

improve Belize’s economic growth prospects, but continued diversification of the country’s agricultural exports
could potential hurt economic growth.
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ENDNOTES

'See Jayme (2001) for a detailed mathematical development and workings of Taylor’s (1993) model.

212 ©Copyright 2010 by the Global Business and Technology Association



*Interestingly, McCalla and Valdés (1999) inferred that diversification is an inherent and desirable outcome of
economic growth; it is not a strategy to promote growth. Based on this view, the direction of causation runs
from economic growth to diversification. It should be noted that their view was not supported by empirical
evidence; it was simply a theoretical position. However, a study by Akbar and Naqvi (2000) for Pakistan
revealed growth causes export diversification.

*See Theil (1967) for the derivation and discussion of the entropy index of diversification.
*Other techniques for dealing with time varying coefficients include stockastically convergent parameters
models, recursive estimation models, standard Kalman filtering with transition matrix, trend variables with

interaction terms, and diagonalized and non-diagonalized estimates.

>The data in Table 3 reflect the fact that the algorithm of the Cooley-Prescott technique requires the earlier years
of data as starting or seed values.
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MANAGERIAL DECISION — MAKING IN
GEOPOLITICALLY TURBULENT ENVIRONMENTS
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ABSTRACT

The presented paper is a presentation of final results of research led throughout past years on a group
of Polish and international SME’s. The essential aim was the elaboration of a decision — making model
including both qualitative and quantitative factors that influence decision — making processes. Most focus has
been put on geopolitical determinants of international companies’ development. In order to narrow the research
field, a further limitation has been made in the type of undertaken solutions. This resulted in focusing on
managerial rather than strategic decisions, although long — term strategic planning still can be enhanced
through application of proposed method. The research methodology has been based on Analytic Hierarchy
Process applied for assessment of individual and collective utility of various indexes describing the actual
economic situation and short — term prospects of enterprises operating locally (inside Poland) and
internationally. The presented final stage of research draws attention to expert evaluations of 6 professional
experts carefully chosen from a group of 31 skilled managers interviewed in preliminary research phase. The
study ends with a proposal of a qualitative — quantitative decision - making model anticipating geopolitical
factors in order to improve the quality of managerial decision making in international enterprises.

INTRODUCTION

The development of international companies depends on multiple elements. The character of some of
them is strictly mathematical, though measurable. This group consists mainly of economic and statistical
indexes, such as level of cash on bank account, capitalization, equity price, number of clients, general level of
income, investment to income ratio, level of employment, Parts Per Million (PPM), return on capital, floating
assets level or operating profit (Earnings Before Interest and Taxes — EBIT). Other determinants bear a
quantitative nature — they are easy to observe and define, but hardly convertible into numbers. This last feature
makes their availability for comparisons or model applications very limited, none the less necessary at
consecutive phases of strategic planning. Product life cycle, product diversification, flexibility, innovativeness,
structure of backlog of orders, survival ratio and geographical range of activity belong to this group. Omitting
quantitative or qualitative factors at managerial decision — making processes seems to be an unfounded
simplification. At the same time this duality of characteristics of decision - making determinants poses
significant problems: how shall managers weight the influence of quantitative factors? How should they evaluate
the importance of qualitative determinants of their enterprises’ development?

Broad studies of economic literature showed little availability of research on application of mathematic
tools allowing the integration of both qualitative and quantitative factors into a single model, easily applicable
for enterprise managers. Their choice becomes even more restricted when searching for decision — making
models that incorporate possible geopolitical scenarios. The presented paper is an attempt of filling this gap with
a proposal of a ready — to — use solution based on Analytic Hierarchy Process (AHP) methodology and Expert
Choice software — a tool for AHP evaluations available on the market.
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RESEARCH METHODOLOGY AND FACTOR SELECTION

The research thesis says that “Identification and description of relations between geopolitical processes
and development of international companies leads towards possibly optimal decision making in strategic and
tactical fields”. In other terms author’s concern is the influence of geopolitical determinants of international
companies’ on their decision — making processes. The determinants in question are factors describing operating,
host — country and global environments of international companies. This concept by Deresky (2010), called the
Open Systems Model and dividing international company’s business environment into three mentioned layers, is
the basis of the research methodology. The segmentation base comes from each layer’s distance to the enterprise
in question. For the purposes of present research an initial assumption has to be made: global environment is
treated as constant and in further analysis will be omitted as too turbulent and therefore unpredictable. Any
economic forecasting can be performed for short- and middle — time periods only, due to the magnitude of
forecasting faults coming from non - linear character of global environment and its big exposition to external
shocks. The implications of 2008 global financial crisis seem to be the best example, when various prognostics
and development plans of various industry branches had to be deeply revised, despite their large distance to
banking sector touched by the crisis directly. For further explanations please refer to Gawlik (2007).

Multidimensional decision — making problems, such as the one analyzed here, require the application of
systematic processes. Ogryczak (2006) distinguishes four main stages of such a process:

1. Problem definition — initial observation of actual state of arts, recognition that changes
are needed and deeper analysis leading to articulation of expected final effect. In
discussed research we will be searching for optimal combination of factors describing the
development level of international enterprises in order to achieve possibly optimal
decision — making results in geopolitically turbulent environments.

2. Problem formulation — identification of key elements of decision process in question, i.e.
decision — maker, decision alternatives, external parameters, limitations of alternative
decisions. Here decision — makers are 31 expert managers in preliminary factors selection
phase and six carefully chosen experts in AHP evaluation phase. Decision alternatives are
seven factors describing the development level of international enterprises while external
parameters and limitations correspond to determinants of operating and host — country
environments (or geopolitical processes). Methods of factors selection have been
described in section 2.

3. Choice of a decision from available alternatives — main part of decision — making, very
sensitive to subjective evaluations of the decision — maker. The proposed model aims at
structuring and formalizing the decision — making in order to achieve a possibly optimal
managerial decision and minimize the consequences of mistakes.

4. Implementation and control — final stage that allows implementing the results of decision
— making into reality. Monitoring of implementation results, too often omitted in
managerial praxis, brings important feedback that allows to make necessary corrections
or even to start another decision — making cycle.

The research process consists of 3 phases — initial factor selection, preliminary factor selection and AHP
evaluation. Initial factor selection consists of direct interviews with randomly chosen managers of internationally
operating companies from top, middle and operational managerial levels. Author’s main concern were their
decision — making habits, % of wrong decisions and willingness of using tools providing backup in decision —
making processes. The questioning resulted in reducing initial 100 indexes of development of international
enterprises to 18. Preliminary factor selection phase meant extracting 7 most useful indexes out of the 18 based
on responses to a paper questionnaire by 31 expert managers. The questionnaire covered following issues: region
of operation of analyzed companies; years of experience on the market; legal form; territorial coverage (regional,
national, international, global); percentage of foreign capital involvement; number of employees and
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employment structure (size of employment, type of contract, language skills, education); income from local,
regional, international and global markets; level of profit / loss in past time periods; willingness of consulting
services use; which weights should be attributed by company’s management to particular indexes describing the
actual economic situation and short — term prospects of respondent’s business at times of crisis; how would their
preference towards indexes’ weights change in a situation of economic prosperity? 7 indexes obtained at this
stage are flexibility, level of income, number of clients, survival ratio, operating profit, product diversification
and structure of backlog of orders.

Classical Delphi method has been applied for data gathering at preliminary factor selection phase.
Literature studies provide various definitions of Delphi. Adler & Ziglio (1996) understand it as “...a structured
process for collecting and distilling knowledge from a group of experts by means of a series of questionnaires
interspersed with controlled opinion feedback”. Duval, Fontela and Gabus (1975) underline the value of expert
opinions for decision — makers in a situation of permanent lack of full scientific knowledge in their daily routine.
Helmer (1977) adds that “Delphi represents a useful communication device among a group of experts and thus
facilitates the formation of a group judgment”. A modified Pareto — Lorenz Diagram has been chosen for
presentation and analysis of acquired data. According to Szumnarska (1996) “The Pareto — Lorenz diagram [...]
is applied to identify and measure the importance of analyzed issues. Only these problems will be identified,
which although being in minority towards the rest (20%) bear a dominant influence on analyzed issue (80%,).”
The Pareto — Lorenz rule applied to the present study can be transposed into a proposal to managers to use only
these indexes of enterprise’s economic condition that bring highest probability of optimal decision. Analyzing
a bigger number of factors — including these less relevant — lowers the efficiency and will not bring higher
decisions quality.

AHP evaluation phase — attribution of weights to final 7 indexes via application of Analytic Hierarchy
Process by 6 expert managers obtained through Stratified Random Sampling (SRS) from 31 experts —
respondents at preliminary factor selection phase. Bartlett’s, Kotrlik’s and Higgins’ (2001) SRS principles
stating that “population’s division into strata has to be made in such a way that every element belongs to one
strata only, but at least to one of them. Various strata have to be uniform and show some significant differences
between each other” have been maintained. This method allowed the division of entire sample population into
strata (layers). Division criteria match Ackoff’s (1999) levels of management: Top management (strategic) —
enterprise’s managerial board, making strategic, tactical and operational decisions, controlling all functions of
the real sphere; Middle management (tactical) — managers of most important organizational cells, making tactical
and operational decisions and supervising most of real sphere functions; Operational management (operational) —
directors of operational cells, their decisions have an operational character and in most cases touch one
specialized function of real sphere.

Two independent expert groups have been obtained via use of SRS method. First group consists of 3
managers from top (strategic) managerial level, second of 3 managers from middle (tactical) managerial level.
Focusing on two highest managerial levels only (strategic and tactical) seems justified by the fact that the
presented research aims at anticipating geopolitical processes when making managerial decisions, which is less
likely to happen at lower managerial positions, such as the operational level. Strategic level experts: CEO of a
fast growing international trade company that adopted franchise as development method, based in 100% on
Polish capital and operating in food industry; CEO of international consulting company specialized in emerging
markets, with mixed American — British capital, also issuing its own market analyses; Director of Board of
Managers of a culture — tourism institution registered under legal form of LTD, noted on UNESCO list of World
Cultural Heritage, with vast experience in international management and enterprise debuts on stock exchange
markets. Tactical level experts: Administrative Manager for Central- and Eastern Europe (CEE) working for an
international corporation — leader in chemistry branch; Chief of Internal Audit and Controlling Office of biggest
CEE oil trust with professional experience acquired at Wall Street; Managing Director of an independent record
label, radio station (4 channels) and promotional agency with business cooperation with companies located in 64
countries.

All methods above can be understood as preparative steps for crucial part of presented research, which
has been achieved through use of Analytic Hierarchy Process. AHP is a tool enhancing decision — making
processes. Its application seems to be the most reasonable in situations when decision problems are characterized
by high level of complexity. AHP can be applied only in cases when problem structure can be presented as
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hierarchical and where upper hierarchy elements do not interact nor influence lower hierarchy elements (Saaty
2001). In frames of AHP method experts from both managerial groups have been asked to perform pair — wise
comparisons of suitability of 7 indexes determining the operational and host — country environment of
international companies (extracted at former research stages) for decision — making purposes. Separate research
has been performed on each managerial level (strategic, tactical). The outcomes of the research in question have
been presented below.

THEORETICAL ASPECTS OF MODEL DESIGNING

All models, including decision — making ones, are simplifications of multidimensional reality. As such
they can only represent chosen aspects of analyzed problems. Ogryczak distinguishes following types of models:

e Verbal (descriptive and iconic) — verbal models describe model’s features and interdependencies, iconic
models use graphical elements to show some links directly, but without conformity with any scale.

e Analog (physical, graphical) — analog models preserve important features of original objects, but their
utility for decision — making seems much lower than the one of graphical version.

e Symbolic (formal, mathematical) — symbolic models are a formal notation of chosen features and
interdependencies with use of abstract symbols and relations. Mathematical models can be further divided
into static (omitting time span) and dynamic (multidimensional, including changes and decision — making
results after time periods). Stochastic and deterministic — stochastic models anticipate the uncertainty of
data, results and risk management of taken decisions, whereas deterministic models omit all uncertainty
aspects treating all parameters and results of the model as determined values (Ogryczak 2007).

Last group of models shall acquire more interest in frames of current analysis. When choosing an
appropriate model type for a given decision — making problem always same concern arises: whereas statistical
models are easier to apply, they can be only used in situations when decisions cover short time horizons only.
Dynamic models seem to be more appropriate then, but at the same time they are much more complicated and
difficult to apply. Same situation is valid when talking about deterministic and stochastic models. Whereas first
ones can be easily applied in stable environmental conditions and short time horizons, only the second group
provides inclusion of enough parameters (i.e. changes in time) in order to minimize the uncertainty of decision —
making. At the same time they are way more complicated both in elaboration and implementation phases.

Besides a large number of criteria that should be taken into account when making decisions and a low
level of problem structuring one of the main problems that arise when elaborating a mathematical decision —
making model is the question of time span of performed analysis. This concern includes not only “freshness” of
gathered data, but also time restrictions when obtaining and analyzing the results. Therefore a striking
contradiction arises: managers need fast and effective decision — making tools, but at the same time they would
like their models to be based on simplified criteria, that just need to omit some of problem’s interdependencies
and features. Last, but not least — the so called human factor. Ogryczak (2009) indicates an outstanding difficulty
in modeling manager’s preferences basing on his/her psychological features. The author wants to add another
issue arising at final stage of problem solving — alternative choice and its costs. In order to obtain equal chances,
at first instance decision alternatives should be easily comparable between each other, which seems to be a major
difficulty in most descriptive models. Finally, at most decision — making processes it seems reasonable to search
for a compromise between simplified and complicated types of models in order to acquire a model close enough
to complex economic reality, but limited enough to make its application and outcome analysis possible. The
author believes that some of these problems can be solved by applying instruments that transform quantitative
decision criteria into qualitative ones, such as the Analytic Hierarchy Process.

DECISION —- MAKING MODEL PROPOSAL

We are building a symbolic mathematical decision — making model composed of two parts: factual- and
preference sub — models. The factual sub — model represents all interdependencies inside decision problem’s
environment, whereas the preference sub — model shows its utility only later, when analyzing decision process’
outcome and building possible scenarios. Ogryczak (2009) proposes 3 phases of symbolic model designing:
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identification of model variables; definition of dependencies between variables; determining of types of variables
and their interrelations. Consecutive steps of the design process together with assigned determinants of its
geopolitical environment have been presented below:

Identification of model variables:

External parameters:

o

o

Deterministic: 4 = {a;}, i = {1,2,...5}; B = {b)}, | = {1,2,...6} — determinants of operating environment
a; (legal regulations, culture in organizational aspect, skills, social responsibility, ethics); determinants
of host — country environment b, (economic-, political- and technological factors, culture in individual
aspect, subsidiary & host — country interdependence); k — coefficient representing a general number of
wrong managerial decisions (% value taken from interviews at initial factor selection phase, empirically
between 10% and 20%); yo, vy — total number of managerial decisions taken inside operating- and
host - country environment (respectively). External parameters are significant, but out of decision
maker’s control.

Probabilistic: dp, dy — external disturbance coming from operating- or host - country environment;

Decision variables: X = {x;}, j = {1,2,...7} — indexes describing the development level of international
enterprises (flexibility, level of income, number of clients, survival ratio, operating profit, product
diversification, structure of backlog of orders). Under control of decision — maker.

Variables of state:

o

o

Main function: Y = {y = f{x)} — final effect of decision — making in form of managerial decisions or
more precisely an aggregation of all possible combinations of decision variables together with their
weights. Obtained decision — making function can further become subject to optimization.

Main function’s components: Cp, Cy — correct decisions taken in operating- or host — country
environment (respectively); W, Wy— wrong decisions (per analogiam).

Definition of dependencies between variables:

Functions — a correct choice of weights of indexes (decision variables) allows to anticipate changes in
environmental factors (external parameters) and achieve an optimal decision — making level (state
variables);

Relations — not all dependencies between model variables can be represented as functions (values of some
variables can be attributed to more than one variable or one set of group of variables). In such cases
discussed phenomena become relations — given variables can represent deterministic or probabilistic
interdependencies.

Determining of types of variables and their interrelations (possibly in form of an Influence Diagram — Fig. 1):
Deterministic — straight lines on Influence Diagram;

Probabilistic — presented with use of broken lines.

Figure 1: Influence diagram: Decision — making in geopolitically turbulent environments

Source: own elaboration

The dependency between random state variable representing a managerial decision and a decision

variable representing weights of indexes to rely on could be named as probabilistic, because of possibility of
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sudden changes in external variables, but as this probability is very low, we assume this relation to be
deterministic. Thus the proposed decision — making function can be formulated as follows: a variable of state
representing a decision taken by a manager of an international enterprise is a function of environmental
determinants (external parameters of operating- and host - country environments) and a proper choice of weights
of indexes describing the development level of this enterprise (decision variables). In mathematical notation this
sentence takes the following form:
Y=y0(Co—Wo) +yu (Cy—Wg) [Eq. 1]

Eq. 1 — a possibly optimal managerial decision is a sum of weights of all correct decisions (Cp) minus all wrong
decisions (W) taken inside operating environment (..o) multiplied by their sum (yy) plus weights of all good
(Cy) minus all wrong (W) decisions taken inside host - country environment (..;) multiplied by their sum (yy).
The weights can be obtained in a qualitative - to - quantitative transposition process through application of AHP
method.

n
C, = Zi,j:l a;x,  wherei={12,.5},j={12..7} [Eq. 2]

Eq. 2. — a correct decision taken inside the operating environment (Cp) is a sum of weights of all arithmetic
products of determinants of operating environment (external parameters a;) and weights of indexes describing
the development level of an international enterprise (decision variables x;).

Wo = k do [Eq 3]
Eq. 3. — a wrong decision taken inside the operating environment (Wy) is the effect of a random external
disturbance coming from this environment (dp) augmented by an empirically determined coefficient &
representing a general number of wrong managerial decisions. Occurrence of disturbance cannot be foreseen due
to its probabilistic nature.
Equations for host — country environment can be deducted per analogiam and have been presented below:
n .
C, = ZLFI bl/'xj ,wherel={1,2,..6},j={12,..7) [Eq. 4] & Wy =k dy [Eq.
5]

Eq. 6 — function describing the decision — making process in geopolitically turbulent environments under
adapted criteria (determinants of operating- and host - country environment):

bljxj —kCH ) wherei={1,2,..5}; 1={1,2,..6};j={12,..7}
[Eq.6]

n n
Y=y, (Zi,j=1 dyX;— ke )+ Y\l o

All model variables from Eq. 6 are of qualitative nature. Analytic Hierarchy Process allows creating
a hierarchy of initially equivalent criteria through expert evaluations. Their numerical form is nothing but
transposition of qualitative criteria into quantitative, thus measurable ones, which allows their incorporation into
proposed decision — making model. Obtained evaluation results (quantitative — numbers) form weights of
particular model variables and as such become direct results of discussed research. Empirical effects of expert
evaluations on both managerial levels (strategic and tactical) have been presented on Expert Choice (ver.
11.1.3805) screenshots below (Fig. 2 & 3).

Figure 2: Weights of model variables at strategic managerial level
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Figure 3: Weights of model variables at tactical managerial level
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Relevance (weights) of particular indexes describing the development level of international companies
(right screenshot window) under adapted criteria (left screenshot window), show that at strategic managerial
level relying on operating profit, flexibility and survival ratio seem to be the most rational behavior when
making decisions. At tactical managerial level same factors should attire decision — maker’s attention, but their
order differs: survival ratio, operating profit, flexibility. Due to lack of space and this paper’s purpose, which
most of all was the proposal of a general decision — making model in geopolitically turbulent environments,
further analysis of expert evaluations presented above as well as their sensitivity graphs will be available in
author’s upcoming publications.

CONCLUDING REMARKS

The proposed decision — making model is the effect of five years of research. Due to space limitations
only basic assumptions and reasoning that lead to model elaboration could have been presented. The path
towards actual state of research can be followed in author’s former publications. Nonetheless, it seems evident
that a proper selection of a mix of indexes describing the development level of international companies assures a
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possibly optimal level of managerial activity under pre — assumed conditions of decision — making, here under
determinants of geopolitical environment of the company in question.

The presented decision — making function can be subject to: optimization — i.e. optimization of decision
— making effects, where the decision — maker tends to bring the weights of correct decisions in operating- and
host - country environments (Cp, Cp) to highest possible levels (in other terms to make their share in general
number of decisions taken in both environments (v, yy) the biggest possible); minimization — when the manager
aims at lowering wrong decisions’ risk by trying to minimize weights of wrong decisions (Wy, Wy) in both
environments or to lower their share in general number of decisions (o, yy). Both possibilities can be achieved
via mathematical procedures of optimization and minimization of geometrical functions and deserve separate
publications.

Possible applications of the model fall far outside geopolitical decision — making. It can be applied to
every decision problem, where decision — maker’s criteria can be evaluated with a qualitative scale only. AHP
evaluations allow their transposition into quantitative criteria that can be introduced and analyzed with proposed
solution. It seems interesting and justified to continue the studies on decision — making anticipating geopolitical
changes in the modern world. Especially promising seem the opportunities of further development of reasoning
presented here and its extension to fuzzy logic solutions, namely the Analytic Network Process, which allows
taking into account also non — linear disturbances from geopolitical and other fields.
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MECHANISMS OF OVERCOMING CHALLENGES IN
HEALTH CARE FINANCING IN THE PUBLIC
SECTOR - NAMIBIA
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ABSTRACT

Health care service delivery depends on the economy of a given country. Health is the fundamental right of every
citizen to participate in the national development process. Countries around the globe have intensively worked
to align their health needs with the portion of the national health budgets. The government investment in health
is focusing on public health programmes and prevention of communicable and non-communicable diseases. The
paper interrogates how Namibia is addressing the problems of health financing. It will also compare other
member SADC states with Namibia to find solutions to pertinent challenges in health care financing.

These are several challenges which are embedded in mechanisms of the distribution of funds. These are aspects
such as funding bodies and their mandate, implementing agencies, control mechanisms, demands on the ground,
responsibilities of the health sector (Public, private, mission) and total envelope of resources.

INTRODUCTION

Health Care Service delivery depends on the economy of a given country. Health is the fundamental right of
every citizen to participate in the National development process. Countries around the globe have intensively
worked to align their health budgets. It has been observed over the past decades that the health budgets in many
countries have increased tremendously. However some countries have lacked behind, obviously because of
several factors such as drought, civil wars and disasters. Several countries have put mechanisms in place to track
financial status of their health budgets. The mechanisms are examples such as: national health accounts,
appointment health economics in the Ministries of Health revision of health care systems and strong advocacy
for increase health care funding.

The government investment is health care that focuses on public health programmes and prevention of
communicable and non- communicable diseases. The paper interrogates how Namibia is addressing the
problems of health financing. It will also compare other member SADC states with Namibia to find solutions to
pertinent challenges in health care financing. There are several challenges which are embedded in mechanisms
of the distribution of funds. There are also aspects such as; funding bodies and their mandate, implementing
agencies, control mechanisms, demands on the ground, responsibilities of the health sector (public, private,
mission) and the total envelope of resources. The other issues are whether Namibia is honoring it’s international
continental and regional commitments in terms of health financing in the final analysis the discussions will be
transformed into recommendations.

KEY ISSUES RELATED TO CURRENT HEALTH
FINANCING

The World Health Organization’s 2001 National Health Accounts (NHA) database highlights the following key
issues in relation to health care financing in Africa. The current level of health care funding from government tax
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revenue is relatively low in most African countries. In the majority of countries (about 60%), the health sector
share of total government expenditure is below 10%.

There is still a reasonably high level of reliance on donor funding in African countries. Donor funding accounts
for over a quarter of total health care funding in about 35% of countries, with 5% of countries having more than
half of all health care funding coming external sources. There is limited insurance coverage in African Countries,
and Namibia is not an exception especially in relation to mandatory health insurance. n

However, community pre-payment schemes have been on the increase in recent years. One of the single largest
sources of financing is that of out-of-pocket payments, which exceed 25% of total health care expenditure in
more than three-quarters of sub-Saharan African countries. Out-of-pocket payments include user fees at public
sector facilities as well as direct payments to private providers. Ranging from doctors working in private
practices to informal drug sellers and traditional healers. From a poverty-related perspective, the most
concerning aspects of current health care financing in African countries is the large share of out-of-pocket
payments. Concerns about the adverse equity impact of user fees have been growing throughout the 1990s, but a
more recent research focus on the effect of health care costs on household livelihoods has placed this financing
mechanism in the international spotlight.

For those who seek health care when they are ill, the direct costs of obtaining such care can account for
substantial proportion of total households’ incomes in the African countries included in one study (Makinen et
al, 2000). When other direct costs associated with obtaining care (such as transport costs) are included, some
studies have found that total direct costs can be as high as 10% of household income (Lucas and Nuwagaba,
1999). The direct costs of long-term fatal illness, particularly AIDS, have the most devastating effects on
households. A study in Tanzania has estimated that the direct costs of treatment for a person living with AIDS
during a six month period is about 64% of per capita household income for the same period (Tibaijuka, 1997).
There is consistent evidence that the heaviest burden of health care costs, particularly those that are considered
catastrophic, falls on the poorest households (Xu et al, 2003). For example, a study in Malawi found that the cost
of malaria to households was over 7% of their income (Etting et al, 1994).

One of the first strategies of coping with the costs of illness is to try to avoid these costs altogether “by
modifying illness perception (the phenomenon of ignoring diseases)” (Sauerborn et al, 1996). The poor often
delay seeking care until an illness is severe, which may ultimately lead to higher costs of treatment (e.g. if the
person has to be admitted to hospital). Self treatment using allopathic or traditional medicines available at home,
or purchased from a drug seller or traditional healer at a relatively lower cost that at public facilities (and
sometimes on credit), is another frequent strategy for avoiding or at least minimizing costs (Mcintyre at al, 2005,
Save the Children, 2005). Where cost are incurred, households are coping strategies such as reducing
consumption (including of basic necessities), selling assets and borrowing (Mcintyre at al, 2005). A recent study
in Ethiopia found that households which had used available cash to pay for health care had intended to use the
money for basic consumption needs including food, fuel, clothes and education (Russell and Abdella, 2002).
Assets sold may include those that are essential to the household’s future livelihood such as livestock and land.
Borrowing to cover health care expenses is extremely widespread in Africa, and while some are able to access
loans from family and friends at low or no interest, others have to accept loans at ruinous interest rates.

There is growing international evidence that health care costs can plunge households into poverty and the
likelihood of a poor household ever being able to move out of poverty diminishes when confronted with illness-
related cost (Whitehead at al, 2001). Recently, the WHO has estimated that 100 million people become
impoverished by paying for health care each year and that a further 150 million face severe financial hardship
from health care costs (World Health Organization, 2005). While household impoverishment through health care
costs is particularly related to catastrophic illness, even routine ambulatory care with so-called nominal fees can
worsen the situation of extremely poor households.

The available evidence on the impact of illness and health care costs at household level clearly demonstrates that
the most vulnerable households face enormous constraints in accessing care when they are required to pay user
fees, particularly where geographic access is poor and other costs of treatment seeking are high (e.g. for
transport). With the high levels of poverty throughout Africa, household livelihoods are so fragile that if a
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member does have to use health services and pay fees at the time of service use (whether to a public or private
provider), the household may have to take actions to access cash that could lead to further impoverishment.

The evidence about the adverse consequences of user fees for household livelihoods is so overwhelming that
even the arch protagonist of user fees in the 1980s and 1990s, the World Bank, has acknowledged that “Out-of-
pocket payments for health services- especially hospital care- can make the difference between a household
being poor or not” (Claeson et al, 2001) and indicates that alternative financing mechanisms may be preferable.
Within the last year or two, there have been growing calls for removal of user fees at public sector facilities in
Africa, particularly at the primary care level, from organizations such as Save the Children and in influential
reports such as that by the Commission for Africa (Commission for Africa, 2005). The next part of this paper
briefly considers recent development in health care financing within the African region, particularly in relation to
user fee removal initiatives and the extent to which sustainable alternative mechanisms that could afford
financial protection for households, including the poorest, are developing (Xu et al, 2003).

RECENT DEVELOPMENT IN HEALTH CARE FINANCING
IN AFRICA

Tax funding is a core foundation of all African Health systems. The availability of adequate tax funding is
critical if problems in equitably accessing health care are to be addressed. For example, tax funded health
budgets are critical in promoting an equitable geographical allocation of recurrent resources. In particular,
general tax revenue (sometimes combined with donor funds) is the only funding source that can be actively
redistributed between geographic areas in order to promote equity. Tax funding can also significantly reduce
financial access barriers, particularly through reducing out-of-pocket payments. The WHO NHA database shows
that in African countries where there is a commitment to devoting a relatively large share of government
resources to the health sector, the burden of out-of-pocket payments is kept relatively low. While it is difficult to
increase tax revenue in African countries due to the limited tax base it is often also not feasible to improve tax
compliance. In addition, there is scope for advocacy for an increased share of budgets for the health sector.

No African country has reached the target of 15% of government budget being directed to the health sector, as
agreed to by African Heads of State in the Abuja Declaration (OAU, 2001). One of the main constraints to
achieving this is the high level of external debt experienced in many countries that translate into levels of interest
payments and debt repayments that consume a considerable share of government budgets, given that they result a
large share of government budgets. Situations of conflict are often another constraint on increasing health’s share
of budget to the health sector (Nigeria, Sudan, Cote d’Ivoire. Eritrea, Ethiopia and Somalia) have very high
levels of indebtedness and/or conflict situations. Debt relief efforts in many instances are wholly inadequate. For
example, Ethiopia has an external debt amounting to US$6, 845 million, which is slightly more than 100% of
Gross Domestic Product (GDP). Debt relief under the HIPC initiative in 2001/02 amounted to $50 million (0.8
percent of GDP) and in 2002/03 totaled $62 million (0.9 percent of GDP) (IMF and IDA, 2004). Vastly
improved debt relief, and indeed debt cancellation (as has begun to happen), should be advocated for, which
would enable governments to devote more of their limited tax funding to the provision of health and other social
services.

DONOR FUNDING

Donor funding can have a similar, and very important, impact in addressing health service equity constraints to
that described above for tax funding, particularly if donor funds are in made available through pooling
mechanisms as part of a health sector Sector Wide Approach (SWA). However, there are concerns about some
donors’ recent move away from health sector pooled funding to general budgeting process). Part of the concern
is whether the health sector will receive a ‘fair share’ of donor funds under this arrangement. Another concern is
that this could potentially undermine the role of the Ministry of Health in crucial areas of health policy,
particularly in relation to health care financing. Given that Ministries of Finance wield considerable power in
many African governments and are frequently more responsive to donor demands than sectoral Ministries, it is
possible that donors could attempt to impose their health sector priorities (especially their views on health care
financing strategies) by applying pressure on Treasury officials who in turn could apply pressure on Ministry of
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Health officials. There are also concerns about the unreliability of this particular source of financing and a
growing awareness of the need to find sustainable domestic financing alternatives.

HEALTH FINANCING

In recent years, there has been a growing emphasis among international organizations on health insurance as a
financing mechanism. For example, the principles for fair financing in the WHO’s 2000 World Health Report,
such as revenue collection in the form of prepayment, pooling resources to promote cross-subsidies and strategic
purchasing, imply that the main alternative to tax funding should be some form of health insurance (World
Health Organization, 2000). The World Bank also explicitly suggests pursuing insurance options, instead of out-
of-pocket payments, in its handbook on the health component of Poverty Reduction Strategy Papers (Claeson et
al., 2001). Most recently, the 2005 World Health Assembly passed a resolution encouraging member states to
pursue social and other forms of health insurance.

Instead, the option of community-based pre-payment schemes is rapidly gaining favour. These schemes are more
widespread than formal sector private voluntary schemes, particularly in West Africa but also increasingly in
East Africa and to a more limited extent in Southern Africa. As these schemes are funded by annual or more
frequent contributions, but do not require payments at the time of using health services, they lower financial
barriers to access. In this sense, they are a preferable alternative to out-of-pocket payments. However, some are
advocating these schemes as the new ‘one size fits all solution’ to the health care financing gap in African
countries (previously the ‘one size fits all solution’ was that of user fees). While there are certainly considerable
potential benefits of such schemes, there is still quite weak empirical evidence on what works and what doesn’t.

A recent survey of literature on community-based pre-payment schemes highlights that population coverage by
these schemes has remained relatively low and that the most vulnerable households are not currently
incorporated (Ekman, 2004). Thus, most of these schemes have small risk pools and limited cross-subsidies.
Another recent critical assessment of such schemes highlights the importance of better understanding how they
interact with other elements of the health care financing system (Bennett, 2004).

The geographic distribution of public sector health care resources has been the major focus of debates about
addressing health sector inequities in South Africa. Less attention has been paid to the equity implications of
level of care resource distribution. Level of care issues, particularly the extent to which primary care services are
prioritized, are of importance from an equity perspective as much of the morbidity and mortality in South Africa
is attributable to potentially preventable diseases (Mclntyre et al 1995; Mclntyre 1997a). Although access to
health services is not the only determinant of health status, it has been shown that excess suffering and premature
death could be reduced at relatively low cost through primary care interventions, such as increased coverage by
preventive programmes and improved access to basic medical care (World Bank 1993 and 1994). The extent to
which, and the speed with which, the public health sector can redress these geographic and level of care
inequities is constrained by its heavy dependence on general tax funding (Mclntyre 1995; Makan et al 1996;
Mclntyre 1997b). Hence, the need to explore alternative financing mechanisms (such as increased user fees at
public hospitals for insured patients and a social health insurance scheme) is a matter of some urgency. All of
these issues are considered in greater detail in later sections. The SADC Region Poverty Profile is aiming at
describing the nature, magnitude, dimensions and patterns of poverty in the region. This is a summary of the
background document to the SADC international Conference on Poverty and Development.

ECONOMIC GROWTH AND DEVELOPMENT

After many years of economic instability, the SADC region is now experiencing significant levels of economic
recovery and growth. The recent pace of economic expansion is also boosted by the favourable global market
conditions, favourable commodity prices and prudent national macro-economic policies. The region experienced
an average growth in real GDP in 2005/2006 of 6.2 and 6.0 percent respectively. Growth rates varied widely
from 20.6 in others to the lower end of 5 percent in others. The accelerated real GDP growth in most of the
SADC countries is attributed to the good performance of the agricultural sector due to good weather conditions
and growth in the mining sector which in turn stimulated the manufacturing sector. Botswana, South Africa and
Mauritius continue to register higher per capita gains in the region in the manufacturing sector. There is also a
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notable increase in capital expenditure in most countries in the region as opposed to household and Government
consumption expenditure. (Di Mcintyre, Luvulo Baba, Bupendra Makan,).

OUT-OF-POCKET PAYMENTS, ESPECIALLY USER FEES

The key development in relation to user fees in recent years is the removal of fees for some or all health services
in some African countries, such as South Africa and Uganda, and the mounting pressure on other African
countries to adopt a similar policy. The experience in countries that have removed fees was that there were rapid
and large utilization increases, especially for the poor. For example in Uganda, an extensive study using the first
and second Ugandan National Household Surveys (conducted in 1999/2000 and 2002/03 respectively) and data
from the Health Management Information System highlighted that the poor had particularly benefited from the
removal of fees (Deininger and Mpuga, 2004). A key finding of this study was that although there were
substantial differences in use of health services when ill between the rich and the poor while fees were in place,
these differences were completely eliminated in the case of children after the removal of fees (although
inequities in service use continue for adults).

However, the experience of fee removal has not been entirely positive and highlights the need for careful
planning and adequate resource improvements before such a dramatic policy change is introduced.

In the South African experience, the ‘free care policy’ was publicly announced before it had been communicated
to front-line health workers and was introduced with immediate effect. Health workers said they were not
adequately informed or involved, and were thus unprepared for the utilization increases. Many health workers
resented the policy as it had increased their workload and because they felt they had not been consulted or had an
opportunity to plan for its implementation (McCoy, 1996). Similar adverse impacts on staff morale were
reported in Uganda, related to the loss of fee revenue which had previously been used to supplement staff
salaries as well as the fact that workload had increased by about 47% (Burnham et al., 2004). In the South
African case, drug supplies were quickly exhausted as utilization increased. With the introduction of ‘free care’
in Uganda, there were simultaneous and substantial increases in district health service funding (Yates, 2004)
which mitigated some of the problems that arose in South Africa. However, much of these additional resources
came from external sources, and there are concerns about the sustainability of these levels of funding if external
funds are withdrawn. In essence, the experience to date demonstrates the need for detailed and adequate
planning, careful and active management of the responses of health workers and managers, and improved
resource availability (particularly domestic resources) if fees are removed, not only to offset any revenue lost,
but more importantly to continue to provide adequate quality services in the face of increased utilization.

HEALTH

Health is ethically good to the extent that it contributes to the realization of the ultimate end sought—happiness,
capabilities and functioning’s, fulfillment of a rational life plan, etc. Among the various “goods” that contribute
to the ultimate end, health is often accorded special ethical significance because it is necessary to achieving most
intermediate and ultimate ends; ill health and injury are unpredictable and largely beyond the control of an
individual (most of those who fall ill have done nothing knowingly to deserve or cause the ill health); and ill
health represents a time of considerable vulnerability and dependency on others, giving society's response to
those who suffer illness and injury particular ethical salience.

But simply arguing that health is ethically important is not enough. A crucial question is: what does an ethical
analysis demand about the just level and distribution of health in society. Maximising the level of health in
society is unlikely to be ethically justified given that health is only one contributor to an ultimate end and that
health cannot be directly redistributed among members of society (though of course it can be indirectly
redistributed via the allocation of health-influencing resources). Welfarist reasoning cannot identify the just
distribution of health a priori because the just distribution depends on the structure and distribution of
preferences in society with respect to health and other things. The just level and distribution of health is the one
that maximizes average utility among members of society. If one assumes diminishing marginal utility, then
utilitarianism would have a bias toward more equal distributions of health (up to the point where the additions to
utility from this are offset by reductions in utility from transferring additional resources from other activities to
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health). From an extra-welfarist health perspective, Culyer and Wagstaff argue that the only ethically defensible
distribution of health is an equal distribution, subject to some side constraints such as the imperative not to
deliberately reduce one person's health status to equalize health levels. Rawls did not include health or health
care in his set of primary goods, but more recently he has explored how health might be integrated into his
framework.'” Rawls's difference principle would permit a deviation from an equal distribution of health if it
improved the health and wellbeing of the least advantaged member of society; it is silent on the characteristics of
the distribution above this minimum level. Analysis within an economic framework of the demands of a wide
variety of equity criteria with respect to the distribution of health among members of society.

ACCESS TO AND UTILIZATION OF HEALTH CARE

Health care, which is generally defined to include those goods, services and activities the primary purpose of
which is the maintenance or improvement of health, is one of a complex array of factors that determine health.
Health care as such is not intrinsically ethically valuable; it is ethically valuable because it contributes to health.
From this it follows directly that the ethically justified distribution of access to and utilization of needed health
care is the one which generates the desired level and distribution of health. This conclusion rests on two
controversial, often confusing concepts—access and need—central to many discussions of ethics and health care.
Economic reasoning has contributed in recent years to clarifying access, need and competing definitions of these
concepts (see, for example Culyer and Wagstaff, Mooney, Le Grand, Pereira, and Wagstaff and Van Doorslaer
even if it may not have generated greater consensus. Economics identifies access with the concept of feasible
choice sets. A person's feasible choice set includes all those things it is possible for them to obtain or accomplish
given their resources and constraints beyond their control. Therefore, access is greater in situation B compared to
situation A if the feasible choice set under B is larger than (and fully encompasses) the feasible choice set in A.

Two individuals have equal access if they have identical feasible choice sets. Empirically measuring access
remains a tremendous challenge, but this analytic approach provides considerable insight into the implications
for resource allocation of calls for differing types of access. It is not access to or utilization of health care
services as such that is ethically justified, but access to or utilization of needed health care services. The notion
of need is highly contested, but economists generally favour instrumentalist conceptions of need: a need exists
when there is a good, activity or service that is effective (and some would add cost-effective) in attaining an
ethically legitimate end for a person. The question of effectiveness is in large part technical; the question of what
constitutes an ethically legitimate end is in large part social, political and moral. Unlike most areas of economics,
for which goods are assumed to contribute directly to welfare, the technical production relationship between
health care and health allows for a more precise use of the concept of need than is possible even in other areas
where needs talk is prevalent (for example, housing, food, education). This production relationship means that a
health care need is very specific—one needs a specific health care service that has been shown to be effective for
the particular health problem, for which there are often few substitutes.

Unlike most goods, health care itself is often a “bad” that causes considerable short term pain and suffering, but
which is consumed only because of its expected health benefits. This provides a sounder basis for third party
judgments of need, especially need in relation to socially defined objectives. The fact that the primary purpose
for consuming health care is to improve health and that there is a basis for third-party judgments of need (as
opposed to mere wants) generates good-specific distributional concerns about health care. Welfarist frameworks
model this through utility interdependences that generate good-specific caring externalities associated with
health status and the consumption of needed health care. That is, person A's utility depends in part on person B's
health status and, by implication, her consumption of needed health care; where access itself is the focus of
concern, person A's utility depends in part on person B's access to health care (though person B may choose not
to consume even needed care). Welfarists seldom investigate the underlying source of such utility
interdependence (for example, the view that health care is a right, notions of solidarity with other members of
society, etc), but regardless of that, such externalities imply that within welfarist frameworks broad access to and
utilization of needed health care may be ethically justified.

NAMIBIAN SITUATION
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BACKGROUND

At independence in 1990, the Government of Namibia inherited a fragmented health care and social welfare
system, which was administered by Second Tier Authorities that created eleven different administration and
parallel programmes. One of the first tasks of the new Government was to bring together their Second Tier
Authorities, leading to the creation of the Ministry of Health and Social Services. The primary health care
approach adopted by the new Government provided an opportunity for the restructuring of the public health
sector system based upon the principles of equity, affordability, involvement of communities and participation of
other sectors in the provision of services. This resulted in a rapid transformation of the sector with the creation of
new structures including new directorates that enable the Ministry of Health and Social Services (MoHSS) to
unify the fragmented services and to pay special attention to disadvantaged regions and difficult to reach
communities. All these changes were first embodied in the Policy Statement of 1990 and then subsequently in
the Policy Framework of 1998 (Ministry of Health and Social Services, Health and Social Services System
Review, 2008).

NATIONAL HEALTH ACCOUNTS AS VEHICLE IN
FINANCING

National Health Accounts aim is to centralize and oversee expenditures for activities whose primary purpose is
to improve and maintain health for the country during a defined period. It looks at the value of consumption of
the goods and services of interest. The main aim of NHA is to track spending on rendered health services and
products. NHA defines boundaries in terms of space and time. According to World Health Report (WHO 2000)
Namibian health system consumed around 7.5 percent of gross domestic product (GDP). The country has also
high levels of inequalities in health and access to resources. The policymakers deemed it imperative to address
the weaknesses of the health system. It is equally important to have reliable information on the sources and use
of funds for health in the country. First round of NHA was undertaken in 2002 covering financial years 1998/99
to 2000/01. These results were used by the Government in the process of budgeting, especially to inform and
direct regional directorates in allocation of funds. It is a needs-based resource allocation formula. After this
initial round, NHA was not conducted until recent round in 2007. This round covered financial years 2001/02 —
2006/07. This NHA exercise included a greater number of stakeholders from public and private sectors. It has
assisted in institutionalizing of NHA. Government of the Republic of Namibia has recognized the important role
of health in the outcome of development. This translates into commitment to strive for achievement of health for
all Namibians. The government has made health care accessible, affordable, acceptable and equitable based on
primary health care philosophy.

DISEASE BURDEN

Namibia has experienced increase in deaths in HIV, diarrhea, pulmonary tuberculosis (TB), pneumonia and
malaria in recent years. Health Information system has also revealed increase in respiratory system diseases,
anemia, heart failure, malnutrition, hypertension and growing threat of non-communicable diseases (NCDS).

Major health issues are indicating that maternal mortality has increased sharply. In 2000 the ratio was
225/100,000 compared to 446/100 000 live births in 2006 (NDHS 2006). Assessment conducted in 2006,
showed that the main direct causes are hemorrhage, eclampsia, sepsis, obstructed labor and HIV/AIDS.
However, overall antenatal care attendance is high at 94.6% in 2006, whilst the attended deliveries are 68.2% in
1992 and 81.4% in 2006.

The country was also shook by the polio outbreak in 2006 when it was on verge of elimination of polio. The
Expanded Program on Immunization (EPI) aiming at maintaining above 90% for all antigens in every district
has only achieved 84% in 2006 for children age 12 months.

The other devastating disease is the HIV pandemic. It has a major impact on life expectancy thus threatening the

socio-economic sector of the country. The sentinel sero survey of 2008 has showed a prevalence of 17.8%
which is still very high. However the government has mobilized significant resources such as own resources, US
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Presidents Emergency Plan for AIDS Relief (PEPFAR) and Global Fund to fight AIDS, Tuberculosis and
Malaria to address the AIDS, Tuberculosis and Malaria to address the AIDS pandemic. There is a continued
resource mobilization for assistance.

Tuberculosis has also become a major public health issue in Namibia and is compounded by the HIV pandemic.
Currently the rate is at 765/100,000 which is the highest case notification rate in the world. The above-mentioned
factors are to be taken into account if we have to make a difference in the health system.

HEALTH CARE FINANCING

The Namibian Government has ensured to secure funds for MOHSS to fulfill its mandate. This funding is
gradually increasing on an annually basis. It is a commitment and constitutional obligation, which the
government has pledged to the Namibians. However the ever changing global environment is impacting on the
resources allocation. The global economic recess also played a very negative role on the economies of the
countries worldwide, especially the developing countries. Despite these setbacks Namibian government has
continued to solicit funds.

FINANCING SOURCES

Namibia’s health sector is financed by the traditional sources such as; public, companies and donors as well as
households. The increase in contributions of different entities has increased 1.5 fold, whilst the companies
spending remain relatively constant. It is important to take into account that churches and NGO’s have also
played a major role in the health care services delivery.

There is a variation in the financing from the various sources across the years. From the total amount of funds
spend on health in 2006/07 44% came from public sources, 22.4% from donors 8.9% from companies and 24.7%
from households (largely through insurance). The largest proportions of household expenditures were drawn
from contribution to health insurance claims.

Figure 1: Government spending in percentage on 2% of Govt. Spending
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From the figure it is clear that the highest percentage spend on health was observed in 2002/03 and 2005/06, but
has declined in 2003/04, 2004/05 and drastically in 2006/07. This decline is due to global economic regression.
However the Government has put mechanisms in place in order to address the situation vigorously. However,
there was a short fall of spending levels pledge in Abuja declaration, in which Heads of States committed to
spend 15% of their countries total public expenditure on health.

The Government of the Republic of Namibia has managed to allocate large amount of health resources between
2002/03 to 2005/06. The Ministry of health and Social Services funding comes principally from Central
Government Revenue and Donors. Insurances are playing a great role in the financing and management of health
financing. Household contribution to insurance companies has increased from 7% in 2001/02 to 37.4% in
2006/07. Donors have shifted their investment in health from Government to NGO’s. Their contribution to
Ministry of Health and Social Services has decreased from 59.1% in 2001/02 to 25.6% in 2006/07. The
contribution to NGO has increase from 40.9% in 2001/02 to 72.9% in 2006/07.
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In 2005 compare to its SADC countries Namibia was second in terms of GDP share allocation to health. South
Africa has allocated in this particular year substantive funds to its health sector. This indicates that all SADC
Countries had a short fall in terms of obligation to the AU commitments. This is ascribed to several factors such
as; emerging diseases, floods, drought and immigration.

SERVICES DELIVERED WITH HEALTH FUNDS

Health funds are utilized to cover various categories of health care; inpatient care; outpatient care; preventative
and public health services; and health administration. In-patient care includes; services delivered during
overnight stays at health providers. It classifies total expenditure incurred throughout the in —patient visit
including medical and diagnostic laboratories, hospital fees and salaries of health care professionals.

Out-patient care refers to services delivered by physicians that includes; ambulatory care system such as private
officers and clinics. Preventive and public health services cover maternal child health care; family planning;
counseling; social health programmes as well as prevention of communicable and non- communicable diseases.

DISCUSSION

Namibia with the attainment of independence in 1990 has pledged to its population quality health care service
delivery. Throughout the years the government has demonstrated to commit itself to its obligation. The
Namibians have not only enjoyed the freedom but have also taste the fruits of coverage of the health care system.
Donor funding was quite increasing after independence, which supported most of the Primary Health Care
(PHC) programmes in the country. Different donors focused on different programs; which also complement
effective health care services provision. The donor funding has been changing significantly during the 2001/02
and 2006/07 years. Donor funding has been channeled mostly through NGO’s of which Ministry of Health and
Social Services received 14%. The NGO’s and churches play significant role in health care organization and
delivery which gives plurastic nature of Namibia’s health system.

Government is the coordinator of the various players that determine where health resources are needed so that all
health stakeholders are working toward common national goals. In that manner there is complementary aspect
which avoids duplication and parallel efforts. Compare to some of SADC Countries Namibia has been doing
relatively well. It is imperative that public-private in health care financing be strengthened. Cost sharing in
health care will decrease disease burden and pressure on the public health system, which provide health care
services to majority (80 to 90%) of the communities. Developing countries can learn from best practices and
lessons from those advanced countries in this regard, supported by clear and sound policies that will support
initiatives.

However household contributions have also increased substantially in 2006/07. Companies spending on health
has remain relatively constant whereby the spending in 2006/07 has decreased in various functional categories.
Their funds are largely utilized to finance curative care, purchase of medicine and administration.

CHALLENGES

There is a lack of:
e  Accountability of FDC Holders,
Commitment registers,
Economizing committees,
Technical staff for costing,
Resource allocation criteria and
e  Proper system of procurement and payment suppliers.
e  Decentralization of health care services,
e  Ever changing health profile of the population,
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RECOMMENDATIONS

Namibia has to redouble its efforts to be responsive to the changing environments. The intersectoral
collaboration has to be strengthened to ensure stakeholders mandate. Specific mechanisms to track where
resources have to spelled out clearly to those mandated to take care of these aspects. Namibia has to strive to
adhere to its international, continental as well as regional commitments.

The allocation of funds from the central government should be directed by disease burden and responsiveness to
emergencies. Strengthening links with companies and private sector remains an issue that has to be addressed on
a continuous basis. This will allow space for tracking of financing and spending. Proper institutionalization of
national health accounts will serve as catalyst to assist the government in tracking of spending. Donor funding
should be seen as complementary and should not serve as a dependency syndrome.

Churches and NGO’s health care services should follow the guiding principles of the Central Government.
Namibia must strive to adhere to its international-, continental- and national obligations. The Accountability of
FDC Holders must be revise as well as commitment registers, Economizing committees, terms of reference of
technical staff for costing, revision of resource allocation criteria and proper system of procurement and payment
suppliers.

Collaboration between the stakeholders, especially the public private partnership should be strengthened. Private
sector should be involved at all levels of health care, financing and accountability. All the partners must be

involved in planning, monitoring and evaluation of the entire health system. Best practices should serve as a
catalyst to create conducive policy environment as a directive.
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HIV/AIDS WORKPLACE INTERVENTION
PROGRAMMES VERSUS AFFECTED AND INFECTED
EMPLOYEE NEEDS. CASE OF A TERTIARY
INSTITUTION.
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ABSTRACT

HIV/AIDS and its impact is one of the major problems faced by organisations, firms have been taking direct or
indirect steps to curb the impact of this disease. However irrespective of all these interventions, the epidemic and
the issues it raises continue to test the essential skills of management since the problem is getting worse every
day. A comparative study of the needs of infected and affected employees versus the programs at hand to curb
the impact of the disease is crucial. A sample of 200 employees randomly selected from a tertiary institution will
be used to gather data using a semi structured questionnaire as well as in-depth interviews. This will ensure
program scale up for a more supportive, non- discriminatory work environment that can help HIV positive
individuals and their families cope with the disease.

BACKGROUND/INTRODUCTION

HIV/AIDS has taken a terrible human toll, laying claims to millions of lives, inflicting pain and grief, causing
fear and uncertainty both in the workplace and the society at large. According to Nattrass (2004) HIV/AIDS has
a negative impact on the organizational spending, especially considering the increased costs on medical aid
benefits, funeral costs and deaths benefits. HIV/AIDS and its impact is one of the major problems faced by
organisations today. Kramer (2001) indicated that, firms have been taking direct or indirect steps to curb the
impact of this disease. However irrespective of all these interventions, Masibambisane (2001) commented that,
the epidemic and the issues it raises will continue to test the essential skills and wisdom of management at all
levels because the problem seems to be getting worse every day. Zelnick and Donnel (2005) suggested that a
supportive, non- discriminatory work environment can greatly help HIV positive individuals and their families
cope with the disease. Therefore, well planned HIV/AIDs workplace intervention programs are of crucial
importance with the main purpose of the programs being to develop good practice models in HIV/AIDS
prevention, care and support, in the workplace.

Chetty (2000) commented that being diagnosed HIV positive impacts the medical, psychological, social,
spiritual, educational and economic life of the infected person, affected others and the community as a whole.
According to Bartos and McDonald (2000), when initially confronted with existential confusion, many HIV
positive people question the purpose of advancing their careers, some despairing that they will not have enough
time to attain their goals therefore, such employees according to Hunt (2003) need psychological and financial
support from the organisation rather than prevention programs. From this, it seems the needs of infected and
affected employees are too broad for organisations to bear.
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The United Nations General Assembly Special Session on HIV/AIDS (2002), highlighted that, workplace based
HIV/AIDS programs need to address the following: 1) basic facts on HIV/AIDS, 2) specific work-related
HIV/AIDS transmission hazards and safeguards, 3) The promotion of condom usage, 4) Voluntary HIV
counseling and testing, 5) Diagnosis and treatment of sexually transmitted infections and finally provision of
HIV related drugs at an affordable price. The question that remains unanswered is whether these aspects are
covering all the needs of employees affected with HIV/AIDS. In this regard, Lim & Loo, (2000) commented
that, the HIV/AIDS Workplace programs are designed from a generic perspective which leads to a contradiction
between what employees need and what they are being provided with as care, support and prevention programs
in the work context. Zelnick and Donnel (2005) indicated that employers are generally knowledgeable about the
transmission of HIV but still view the employment of PLWHIVs as having adverse organisational consequences
therefore; employers need to be introduced to well thought and situation specific policies and guidelines on
HIV/AIDS.

According to Pinder (2006) much of the HIV/AIDS work focuses on the individual, such as efforts to raise
awareness, with the assumption that improved access to information will lead to reduced risk of HIV infection.
However, Zelnick & Donnel (2004) noted that, individual focus must take into account the fact that individuals
are heavily influenced by their environment which include social, political, and economic aspects within the
household, community, and outside, which can increase risks, reduce options, and deepen vulnerability and such
aspects are not taken into special consideration in the workplace.

PROBLEM STATEMENT

Considerable capacity building and funding has been invested in developing HIV-related workplace
programmes. Kelly (2005) indicated that, small scale research at company level will help to reveal the specific
problems and needs of specific individuals producing results on what really the employees at a given company
at a given time need, then help management design and implement the programs according to needs. Therefore
there is need to investigate the extent to which these programs are being implemented and are benefiting
employees at company level, since this area has not been adequately studied in institutions such as Fort Hare.
Given the inertia of the problem to improve the life of affected and infected employees, a comparative study of
the available programs versus expected needs is necessary as it broadens the understanding of the problem and
can assist HRM department to plan strategically against the pandemic in the workplace. Without a systematic
and empirically-driven methodology for identifying such inconsistency between the needs of employees and the
programs available in the workplace, HIV/AIDS workplace intervention programs may not contribute as much to
program scale-up as governments and donors intend if these programs do not meet the needs of the employees.
Therefore this study seeks to investigate Organizational HIV/AIDS workplace intervention programmes versus
employee needs. Case of a tertiary Institution.

Objectives of the Study

(1) To establish the needs of HIV/AIDs affected and infected employees in the workplace.

(2)To assess the HIV/AIDs workplace intervention programs provided by the institution.

(3)To highlight the key areas of inadequacy in HIV/AIDS workplace interventions and present strategies and
recommendations for improved interventions which meet the needs of employees?

LITERATURE

Elements of HIV/AIDS Workplace Programme To Meet The Needs of
Employees

The report provided by UNAIDS (2003) revealed that the HIV/AIDS workplace programs in institutions of
higher education though generic in nature try to address all the needs of the employees, however the fact that
the general elements of the programs are too many leads to difficulties in trying to implement all the programs.
Workplace Program Report (2005) indicated the following elements, awareness and education, counseling,
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healthcare, provision of condoms, accommodations, compensation and process or mechanism for dealing with
HIV/AIDS related Grievance. Hoffman (2005) indicated that disputes relating to HIV/AIDS as discrimination
should be dealt with fairly. Haupt & Small (2003) also noted specific programmes for worker sensitization,
provision of preventive materials to workers, STI care and HIV/AIDS clinical management, and community
initiatives.

Employee Needs

In the Code of good practice the rights of employees in regards to HIV/AIDS in the workplace are clearly
described. According to the research by Nattrass (2004) it is from these workers’ rights that those employees’
needs crop from. Employees expect the following: Protection against unfair dismissal, in the event of failure to
perform employer should explore the possibility of adopted employment conditions prior to dismissal, protection
against unfair discrimination, equal opportunities, workplace testing only with consent from the Labor Court,
confidentiality if HIV status is known, physically, emotionally and socially safe working environment, given
adequate care and treatment support by the organization, and right to education on aspects of HIV/AIDs in the
workplace.

Needs of Employees at Fort Hare

In an engaging and participatory manner, the Fort Hare HIV/AIDs coordinator Milan (2009) allowed staff to
share more information on HIV/AIDs issues, the employees indicated that there were more concerned about
discrimination and confidentiality which they raised as their main cause for refusing to get tested and to reveal
their status and consequently finding out that they are infected way too late. Other issues which employees
indicated were not helpful to them include pre- test and post- test counseling, life span of the HIV virus outside a
human body, and the usefulness of a prophylaxis. These aspects all seem to be similar to those written down in
the policy, does it mean therefore that, the policy is just on paper not in practice since employees are still
complaining.

RESEARCH DESIGN

This is a descriptive research since it examines a situation as it is, does not involve changing or modifying the
situation nor is it intended to detect cause and effect relationships (Leedy & Ormrod 2000). It seeks to
understand, make comparisons and determine the degree to which variables are associated and predict the extent
to which individuals’ needs are being fulfilled. Both qualitative and quantitative research designs are going to be
employed since the study seeks to both identify characteristics of an observed phenomenon and explore possible
gaps between two phenomenons. Since the research seeks to get deep understanding of why employees affected
and infected with HIV/AIDs continue to complain, hence an in-depth interview with the director of the
intervention programs as well as the employees will be of great help.

Population Sample and Sampling Procedure

The population of the study will be made up of all UFH employees which is approximately N=654. The
sampling frame consists of a list with directly infected and affected employees strictly limited to one who have,
(lost a parent, child, spouse or having such in bed as a result of HIV/AIDs). From this, a sample of n = 200
employees will be picked to represent the population using the cluster sampling procedure.

Data Collection and Analysis

The research has two major variables that are intended to be studied which are employee needs and intervention
programs therefore the study will compare the intervention programs with the employee needs. The methods that
will be used to collect information include a self administered semi-structured questionnaire and in depth
interview with the HIV/AIDs program director at the University. This will seek to understand the needs of
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employees, and the current HIV/AIDs intervention programs being administered by the University. Data will be
analysed through both descriptive and statistical methods.

RATIONALE OF THE STUDY

Since HIV/AIDS is one of the major problems affecting the organisations today, this study will help in shading
more light on what different infected and affected employees really need. Such knowledge will help to draft
policies and intervention programmes that are specifically suitable and benefit the targeted group. In addition to
that, when the needs of infected and affected employees are known, and are addressed, that will create a good
working environment for the infected and affected individuals thereby improving morale and performance of the
employees. Therefore this study seeks to improve the way HIV/AIDS programs are administered for the benefit
of the employees.

ETHICAL CONSIDERATIONS

Ethical considerations of research will be strictly observed including informed consent and also since the
research is dealing with a sensitive issue of HIV/AIDs, the respect and protection against danger of subjects will
be strictly observed. No subjects will be forced to disclose their HIV status unless one volunteers to do so, in
addition to that, no subject will be forced to participate in the study if he/she is not comfortable with the matter
under study.
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ABSTRACT

Several factors can motivate a camper to participate in certain camping activities. These factors must
attract a desirable motivational state within the psycho-dimension of a camper. Factors also exist that influence
the degree of involvement to participate in camping activities. This study investigates the relationship between
motivation and involvement in campers using a convenience sample of campers drawn from selected camping
and caravan parks within the Limpopo and Gauteng provinces of South Africa. The results indicated a weak,
positive relationship between motivation and involvement;, however, empirical validation was found on the
relationship between these two constructs on sub-dimensional levels — gender and mode of camping.

INTRODUCTION

Camping has become one of the fastest-growing leisure activities in South Africa (Lehohla, 2007).
Existing environmental knowledge of specific caravan parks has influenced campers’ needs to become motivated
to engage in camping such as bonding with family and friends and learning about nature. This motivational
behaviour compels the campers towards action and thus influences the level of involvement of campers to
engage in certain camping activities. Although camping is a well-known leisure activity in South Africa, limited
research has been done about camping and therefore, little is known about the psychological and behavioural
aspects of the campers as well as the differences on these aspects between gender and mode of camping.

Previous studies have explored the psychological and behavioural aspects of campers in terms of
motivation and involvement in countries such as the USA and Canada, however, no research has been done on
this topic, in a South African context. This study was replicated from Kyle, Absher, Hammit and Cavin (2006)
from an American perspective into a South African context. Some countries differ in motivational and
behavioural patterns and thus needs to be modified into context with the focusing countries’ culture and
behaviours. Previous research has addressed several aspect of consumer motivation by simplified models
(Crompton, 1979; Dann, 1977; Maslow, 1943; Mannel & Iso-Ahola, 1987; Mill & Morrison, 1985), however,
these models and theories only focussed on psychological processes and neglected to acknowledge behavioural
outcomes. Saayman (2000:33) has identified two forces, within the tourism context, that embrace both
psychological as well as behavioural factors, which attract or repel a camper to a specific caravan park. These
behavioural forces that Saayman (2000:34) identified can also be seen in the expectancy-value model of Lawler
(1973), which is an overall framework of the basic motivational and involvement elements of campers. These
theories can in effect be seen as ‘why’ individuals engage in specific leisure behaviour.

The problem with academic disciplines of consumer motivation is that many models have been generated
and refined, but little research has been done to test these motivational influences on the state of involvement to
engage in a certain activity such as camping. The study of Kyle et al. (2006) investigated the relationship
between motivation and involvement with campers in an American context. Cultural differences around the
world result in different behavioural patterns and thus, the relationship that Kyle ef al. (2006) found in
motivation and involvement in American campers will differ from the motivation-involvement relationship
within South African campers. The relationship of these two constructs can also differ between genders; males
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and females can be motivated to engage in camping activities by different influences. So also, can the mode of
camping differ on this relationship; campers that camp in tents or caravans will also be motivated to engage in
camping activities by different influences.

The main purpose of this study is to determine whether a relationship exists between motivation and
involvement among campers in South Africa, by determining whether this relationship also exists at a
dimensional level. Central research objectives were: To analyse the nature of the relationship between
motivation and involvement in camping; To identify gender differences in the motivational state while camping;
To identify gender differences in involvement to engage in camping; To identify the differences in motivational
state between different modes of camping; and To identify the differences in involvement between different
modes of camping. Research was conducted at selected caravan parks within the Limpopo and Gauteng
provinces in South Africa. A convenience sample was exposed to a self-completion questionnaire.

LITERATURE REVIEW

The global tourism growth rate of 8% exceeds the current global economic growth rate of 3% (Statistics
South Africa, 2005). Therefore, a multitude of opportunities exist within the tourism industry, especially in the
camping sector as camping is the fastest growing leisure activity in South Africa (Lehohla, 2007). Therefore,
attention needs to be given to this important sector. Although, much research has been done on other broader
aspects of tourism, not much academic attention has been paid to camping thus, research gaps exists (Ingram,
1996). The small amount and quality of research that has been done is alarming to practitioners, who are
concerned with advancing the academic frontiers of camping.

South Africa has 700 camping sites in various provinces within South Africa and is most often located
near or within nature reserves and other tourist attraction sites and famous landmarks therefore campers have a
wide variety of activities to choose from (EcoTravel Africa, 2008). Camping has various definitions according
to the mode of accommodation. The mode of camping that this study will focus on consists of four factors,
namely, camping in tents, camping in caravans, motor homes and bush/camping trailers. Camping in tents refers
to tourists, who use a material tent as accommodation, which needs to be built by supportive poles and pegs
(Hughes, 2005). Bush/camping trailers are trailers that have a build-on tent on top and various facilities such as
drawers for your clothes, a kitchen area and storage that focus on space saving and convenience (Afrispoor,
2008). For the purposes of this study, bush/camping trailers will be seen as tents.

There has been a phenomenal growth in the use of caravans on the roads of South Africa