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Abstract

This research investigates the long-run dynamic linkdsgtween the corporate failures in Malaysia ancctesle
macroeconomic variables by employing the Autoregred3istributed Lag (ARDL) bound test, a robust and recent
time series technique which is applicable irrespectivetafther the regressors are 1(0) or I(1). Corpordteréa
rate is the ex-ante variable in a linear functiordetawith five explanatory macroeconomic variables. duinmy
variable to decipher the corporate failure rates dutireggAsian financial crisis was also included. Thsults
show that corporate failure rates in Malaysia agaificantly and positively associated with the averagédite rate,
inflation rate and, gross domestic product (GDP) él¢img-run.

Keywords: Corporate failures, Macroeconomic, Bound test
1. Introduction

Over the past four decades, economics and finance reseah@ave shown consistent effort to investigateduses

of corporate failures. Initial studies tend to conceatom analyzing company ratios in order to discrimirfaled
firms from non-failed firms. Beaver (1966) started loff performing univariate analysis on 30 selected financial
ratios, and found that cash flow to total debt ratithésbest single ratio predictor for corporate failures

Since then, other researchers have refined the dwlthgies thus resulted in the multi-discriminant analysiDAY
(Altman, 1968; Taffler, 1983), logit regression techniques g@hl 1980), and multi-logit models (Keasey & Short,
1990). In addition to improving the statistical methodsent works have extended this area of study to the
definitions of bankruptcy (Gilbert et al., 1990; Postehal., 1994) and cover a variety of explanatory variables.
Researchers have also incorporated non-financial Vesianch as management behaviors, age of company and
number of directors (Keasey & Watson, 1987), qualified opiniothe auditors (Hopwood et al., 1989; Flagg et al.,
1991) and funds flow measures (Gentry et al., 1987) in order dodiin the causes of corporate failure. In
Malaysia, similar studies have been carried out by Shamsta (2001); Zulkarnain et al. (2001); Mohamed et al.
(2001); and Abdullah and Ahmad (2005). Shamsher et al. (2001) foahliquidity, profitability and cash flows

of the failed firms showed a gradual deterioration, evtfile leverage of the companies showed a gradual increased.
Zulkarnain et al. (2001) focused their study on Malaysian indlisteéctor companies. By using stepwise
multi-discriminant analysis, the findings show thatith@del accurately and significantly classified 91.1 pdraed

89.3 percent of the failed and non-failed companies ragglsct In addition, Mohamed et al. (2001) conducted a
study by incorporating logistic regression techniques to predigiorate failures. Abdullah and Ahmad’s (2005)
study was concerned with the comparison of the logistigession analysis and multi-discriminant analysis by
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using Malaysian corporate failure as a sample, andftheyd that logistic regression techniques were superior to
multi-discriminant analysis.

All of these studies concentrated on cross-sectionalysis; therefore they did not take into account thaahc
changes in the variables of interest over time. Furtbee, the construction of these models centered on
microeconomic analysis, therefore they disregard thmotitant general macroeconomic framework in which the
companies are operating, and that this may significantlyanfie the companies’ financial health (Liu, 2004).

Many studies have incorporated macroeconomic variahles as interest rate (Desai & Montes, 1982; Hudson,
1986; Turner et al., 1992; Liu & Wilson, 2002), profit (Huds®886; Turner et al., 1992; Cuthbertson & Hudson,
1996), growth of money stock (Desai & Montes, 1982), irdtat{Wadhwani, 1986), exchange rate (Goudie &
Meeks, 1991), income gearing (Cuthbertson & Hudson, 1996 )egisldtion (Liu & Wilson, 2002). Although these
studies utilized dynamic models to investigate the canfsesrporate failures, they are restricted to the rijgson

of the short-run relationships among the variables.eréfore, it is quite difficult to separately interptee
long-run and short-run behaviors of corporate failimgglations to macroeconomic activities (Liu, 2004).

To overcome the limitations and shortcomings of thatselies, Liu (2004) examined the long-run relationship
between corporate failures and macroeconomic vasahlthe equilibrium while incorporating short-run dynanic
The researcher’s main objectives were to explore therrdigtants of UK corporate failures and also to iderttify
potential policy variable, which can then be adopted byrébevant policymakers to reduce the incidence of
corporate failures. Overall, the econometric resslitsv that corporate failure rates are responsivied@thanges in
the nominal interest rates, price level, real cradit @orporate birth rates over the sample period.

Despite a persistently low inflation rate and an aveag®aial economic growth of 5.5 percent, corporateriilu
rates in Malaysia fluctuated substantially over the peribd991Q1 to 2005Q2, although there was a small
fluctuation from 1991Q1 to 1997Q2 (see Figure 1). However, dhgorate failure rate increased dramatically
after that and maintained the high fluctuation. This cdaddattributed to the Asian financial crisis in 1997.
Furthermore, the increase in the failure rate wasegkated by the mismatch between the substantial inoterime

the number of insolvent companies against the deciedlse total number of registered companies. In addifan,

the period 1997Q2 until 2005Q2, the high fluctuation of the catpofailure rates was reflected mainly by a
substantial increase in the total number of insoleampanies. To understand the reason behind this tremendous
change, this paper examines the macroeconomic facttrsnty influence and cointegrate with the variability of
corporate failure rates. (See Figure 1)

This study is based mainly on Liu and Wilson (2002) and RQ04), whereby it is designed to investigate the
macroeconomic determinants of corporate failures in ydaa Specifically, the objective of this study is t@ us
the Autoregressive Distributed Lag (ARDL thereafter)deling approach in examining several macroeconomic
variables selected from prior studies that are hysitbd to determine corporate failures in Malaysia.

We expect this research to be of interest to both diahacademicians and practitioners. The findincghefgtudy
is expected to assist policymakers understand the shoanditong-run behaviors of corporate failure ratefamas
the macroeconomic variables are concerned. For @ramwill answer questions such as: “Do high interast-
regimes consistently cause more corporate failures®is, in turn, may shed some light into the effectiesnef
our monetary policy. Furthermore, the analysis of stirat breaks (if any) will reveal if certain incidenfsuch as
the 1997 Asian financial crisis) have any significaneriol either mitigating or exacerbating the overall lenfe
corporate failures.

We employ quarterly data over the period 1991:1 to 2005:4 by ushopust and recently developed ARDL
cointegration method which is applicable whether tigeassors are 1(1) or 1(0). This paper is organized asvisll
Section 2 reports the data and the ARDL cointegratiomadetogy. The empirical results are presented in Section
3, and Section 4 concludes the paper.

2. Data and Methodology
2.1 Data

Over the past decade or so, several efforts have beee to ferret out the possible factors that may inflae
firms’ performance. Competition in the global capstaéconomy becomes stiffer and it poses huge riskas.f
Based on previous studies, there is an abundant amoditdrafure which has attempted to determine the factors
that may influence corporate failures. However, moshefstudies focused only on the micro point of view ron fi
level analysis. To the best of our knowledge, theneoistudy in Malaysia which presents the macroeconomic
explanations of corporate failures and at the sameitic@porates the ARDL methodology, a robust and recent
time series cointegration technique. Therefore, in thipircal study, a linear function model is estimated by
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employing ARDL methodology to determine the long-run dyitalinkages between the macroeconomics variables
and the corporate failures. In addition, a dummy variabthe 1997 Asian Financial Crisis has been included in the
model to represent the unstable condition period duriagtisis.

The hypothesis of this study is to test whether trparate failure in Malaysia could be explained by the mare

of macroeconomic variables that consist of credit diqyicondition, inflation, income and competition. In this
study domestic credit represents credit liquidity ands&imomestic Product (GDP) has been chosen as a proxy of
income as well as economic growth conditiorMalaysia. Consumer Price Index (CBignifies purchasing power

by the consumers and the uncertainty in the cost of Worgois represented by the average lending rate.
Furthermore, corporate birth rate could represent the diiapethat occurs among the firms to achieve the
ultimate goal (profit) in the market.

In this study, a linear function model is estimated byleging explanatory variables to determine the long-run
dynamic linkages.

Corporate failure =f (Credit liquidity, Uncertainty,ncome, Competition, Asian Financial Crisis)

Ln (CFR t)=050+,[31Ln(DCR )t+IB2Ln(ALR )t+ﬂ3Ln (CPI ), +
IB4Ln (GDP )t+IB5Ln (CBR )+IB6(Dummy )+ e,

where CFR is the natural log of corporate failure;rB€R is the natural log of domestic credit aggregateR Ad

the natural log of average lending rate; CPI is therahtag of consumer pricing index; GDP is the naturaldbg
real gross domestic product; CBR is the natural log opaate birth rate; and Dummy represents the Asian
Financial Crisis, which started in 1997:Q3 and continued U88B:Q3 when the recovery process is suggested to
have begun. It is still questionable when the financialscwas over, or even whether it really has ended.

However, according to a study on exchange rate volatilitidmyai and Shinji (2001), the values of East Asian
currencies began to show relative stability from Nowenml998, which indicates the end of the East Asian tlirmoi

The parameter ofx  is the intercept anfdly, A1, 82, 3. f4. Bs. Be are coefficients of the variable, is the

error term. The data span used in this study is from 1991:Q00%:Q4. Data were collected fromternational
Financial StatisticdData Stream published by International Monetary FundFjidhdThomsorData Stream. Since
the observations are on a quarterly basis, we chagseof 4 to represent the maximum order of the laghen
ARDL model.

2.2 Econometric Model

The ARDL bound test (Pesaran et al., 2001) is being emplfyyecointegration analysis since it can be applied
irrespective of whether the regressors are purely pi@ely 1(1), or mutually cointegrated. Moreover, thides of
integration of the underlying regressors is not reglito be ascertained prior to testing the existerfice level
relationship between two variables (Pesaran e2@0]1). Moreover, the bounds testing procedure (Pesaran et al.,
2001) employed in this study is robust for a small sample gRalyichis, 1999; Mah, 2000; Tang & Nair, 2002)
and is possible even when the explanatory variables mgegenous (Alam & Quazi, 2003). The ARDL
cointegration test assumed that only one long-runioektip exists between the dependent variable and the
exogenous variables (Pesaran et al., 2001). FollowingdPestal. (2001), the ARDL model can be presented as
below:

k

¢(L:p)YI=Z_ ﬂi(qui)Xit+5th+lut
where
g(L,p)=1-¢,L -¢p,L2 - .. ¢ LP

Bi(L,ai) =1- Bl - Bipl2. - Big L% i =12, k.

L is a lag operator ofLy, =y, ,, and w, is a sx1 vector of deterministic variables, such as the intertept,

seasonal dummies, time trends or exogenous variabledixgtl lags. All possible values of p =0, 1, 2,....m; i =
1, 2,...,k with a total of(m+1)**. ARDL models can be estimated by using the Ordinargti 8quare (OLS). The

long-run coefficients for the response ¢f to a unit change inX; are estimated by:
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ﬁi(l,inj Bio+ B+ o + B
";(1’” 1- ¢, - ¢, - 4,

where pand g,i=1, 2, ..., k are the estimated valuespf and ¢, i = 1, 2, ...,k. The related unrestricted error
correction model is given by:

k ) p-1 . k §-1 .
Ayt = _¢ (1’ p) ECt—l + Z ﬂioAXit +06 AWt - Z ¢j Ayt—j - Z z lBijAXi,t—j + Ay where
i=1 j=1 i=1 j=1
k -~ oo
EC, =y, - 0%, — ¥ 'w,
i=1
Basically, the bound test developed by Pesarah €G01) is the Wald test (F-statistic versiorttod bound testing
approaches) for the lagged level variables in ifpet+hand side of unrestricted error correction siedThat is, we
test the null hypothesis of non-cointegrating iseta{Ho: 6,= 6,= 6;=...= dn = 0) by performing a joint significance
test on the lagged level variables. The asymptaistribution of the F-statistic is non-standard endhe null
hypothesis of no cointegrating relation between ¢kamined variables, irrespective of whether thelanatory
variables are purely I(0) or 1(1).

Under the conventionally used level of significasoeh as 10 percent, 5 percent and 1 perceng #tttistic from
the Wald test falls outside the critical boundsueaflower and upper values), a conclusive inferarare be made
without considering the order of integration of #aglanatory variables. If the F-statistic excettasupper critical
bound, then the null hypothesis of no cointegratialgtion can be rejected. If the test statistiest@istic) falls
below the lower critical bound, we cannot rejea thll of non- cointegration. In the case of thet&istic falling
between the upper and lower bounds, a conclusfeeeimce cannot be made. Here, the order of integriid) for
the explanatory variables must be known beforecamglusion can be drawn (Pesaran et al., 2001).

The second stage of ARDL approach is to estimaedefficients of the long-run cointegrating redaship and the
corresponding Error Correction Model (ECM). Sirtbe data are quarterly, we choose four for the mari
order of the lags in ARDL model. A specificationusfrestricted error correction version of the ARBIgiven by:

4 4
ALn (CFR ), = ¢y ,+ 2, @, ALn (CFR ),; + >, b;ALn (DCR ), +
i=1 i=1
4
c,ALn (ALR )., + >, d;ALn (CPI ), + > eALn(GDP ) , +

1 i=1 i=1

z f,ALn (CBR ), ; + §,Ln(CFR ), , + §,Ln(DCR ), , + §.,Ln (ALR ), , +

i=1
Oo.w(CPl )+ ,Ln(GDP ), +H,Ln(CBR )., +aDummy + g,

The lagged error correction term {ederived from the Error Correction Model (ECM)as important element in
the dynamic of cointegrated system as it allowsafdjustment back to the long-term equilibrium rielaship given
a deviation in the last quarter.

3. Results and Discussion

Table 1 show that the computed F-statistics vafug @03 exceeds the critical bound (2.476 — 3.646) percent
significance level when the lag order of 4 is imgEhsThis implies that the null hypothesis of nontegrating
long-run relationship can be rejected. Thus, threselts reveal the existence of a long-run relatigm between
macroeconomic variables and corporate failures mlaybia. The error correction model representatomnthe
ARDL model is selected using the AIC.

Table 2 provides the estimates of the ARDL long-caefficient for the model; and results of the restied optimal
ARDL model based on the AIC are reported in Tahl®f3the three macroeconomics variables, the aedegding

rate and gross domestic product are found to bisttally significant at 10 percent critical legelith the expected
signs, while the rate of inflation is significant & percent. The result implies that any movemarthe average
lending rate, gross domestic product and the raieflation are found to be cointegrated or co-nmayiwith the

changes in corporate failure rates. Furthermore,results also revealed that the recent Asian EiaarCrisis

makes a significant contribution to the corporaitufe rates in Malaysia.

S
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Gross domestic product (GDP) significantly influedcthe corporate failure rates in a negative dwectThe
opposite relationship between GDP and corporaberés can be explained as follows: the increasibdP Gdicates
the higher profitability of the firms in the econgmith the assumption afeterisparibus which in turn lowers the
rate of corporate failures. As expected, an in@aeashe average lending rate increased the nundfersrporate
failure since it contributed to the higher cosbofrowing which indirectly affected the company®fitability (Liu,
2004). Higher cost of borrowing may lower the degoéprofitability of the company and thus putritder financial
pressure which consequently may increase the plitysdd the company going into bankruptcy. Thedings also
demonstrate that an increase in the rate of ioflawill cause a rise in the corporate failures im model. One
plausible reason for this relationship is thatttesinflation rate is increasing, the purchasingvgrois decreasing.
Hence, the ability of the consumers to buy goodsevices that are supplied by the company is miagiand it
may give negative impact to the company’s reversmeal as to the total turnover.  (See Table 1 Ealdle 2)

The error correction term estimated at -0.646 (0i80statistically significant and has the correimn, making
certain that the long-run equilibrium is attainabléhus, ECT,_, coefficient of -0.646 suggests that corporate
failure rate is adjusting rapidly to the changeghia explanatory variables before reaching its ldmitim. The
regression for the underlying ARDL equation fitsywerell with RR= 85% and passes the diagnostic tests against the
serial correlation, non-normality errors and fuaetl form misspecification of the model (Table 4Nevertheless,

it failed the heteroscedasticity test at 5 peréerdl. According to Shrestha and Chowdhury (2068B)ce the ARDL
equation is potentially of mixed order of integoatj i.e. 1(0) and I(1), it is natural to detectdrescedasticity. (See
Table 3 and Table 4)

4. Concluding Remarks

Initial studies on determinants of corporate fakitend to investigate this behavior from the mgomt of view.
Therefore, this paper is believed to be the fitgtlg on the corporate failures for the case of sk from the
macro standpoint. In this study, we employ a robmnst recent time series cointegration ARDL mettwdetermine
the long-run dynamic linkages between the macromoics variables and the corporate failures. Theéogeof
analysis is from 1991Q1 to 2005Q4. The results afnlol test reveal a long-run relationship betweeerage
lending rate and inflation rate with the corporfatidure in Malaysia. These findings have importamplications
for the efficient conduct of monetary policy managat with regard to the survival of the firms imdncially
distressed and financially driven business cycles.

Acting as one of the monetary policy’'s mechanismggrest rate is used by the Central Bank to corttre
fluctuation in the economy. Base lending ré®:R), which is set by the Central Bank, is a benark for the
commercial banks and financial institutions to deiaee their lending and saving rates, after takimg account
their profit margin.

It is noted that any movement in the lending ratéhie commercial banks and financial institutions leased on the
BLR. Since any movement in lending rate by comna¢rbanks and financial institutions is associatath w
corporate failure, it is suggested that the Ce8eaik should take into consideration this positisationship before
deciding to increase the BLR. In addition, commadrbanks and financial institutions should alsacaetious when
fixing their margin. If the margin is too high,ténds to increase the lending rate and consequeatyyincrease the
possibility of a company incurring higher cost afrtowing, and it will increase the probability dfe company
defaulting on its debt repayment. Eventually,iit increase the Non Performing Loan (NPL) heldtbg banks.
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Figure 1. Malaysia’'s corporate failure rates
Table 1. F-Statistics for testing the existenclof-run relationship

Lag Order 2 3 4 5
Computed F-Statistic 3.391 2.569 4.903* 1.858 1.6226
Critical Values at 5 percent leve

Lower; upper
2.476; 3.646

The critical values are taken from Pesaran et2801), unrestricted intercept and no trend withreigressors. *
denotes rejecting the null at 5 percent level. fidmge of the critical value at 1 percent and 1@g@rare 3.267 —
4.540 and 2.141 — 3.250 respectively.

Table 2. Estimated long-run coefficients based &aike Information Criterion (AIC)

ARDL (1,1,1,4,1,1,0) selected based on AIC. Depahdariable is corporate failure rates.
Independent Variable Coefficient Standard Error tatiStics
CBR 0.210 1.288 0.163
DCR -3.635 2.669 -1.362
GDP -8.379 4,933 -1.699*
ALR 55.603 31.724 1.753*
CPI 46.569 19.584 2.378*
DUMMY 1.364 0.780 1.748*
INTERCEPT -137.716 67.055 -2.054**

Note: **,* denotes significant at 5 percent andpgEdcent respectively. CBR is the natural log opcoate birth rate;
DCR is the natural log of domestic credit aggreg&eP is the natural log of real gross domesticpobd; ALR is
the natural log of average lending rate; CPI isrthtural log of consumer pricing index; and Dumragresents the
Asian Financial Crisis, starting from 1997:Q3 t®8%3.
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Table 3. Error correction model for the selectedARnodel

ARDL (1,1,1,4,1,1,0) selected based on AIC. Depahdariable is corporate failure rates.
Independent Variable Coefficient Standard Error tatiStics
ACBR -2.863 0.997 -2.873**
ADCR 1.376 1.738 0.792
AGDPR, 7.984 4.206 1.898*
AGDP,; 1.344 3.683 0.365
AGDP., 11.688 3.393 3.445%*
AGDP.3 7.312 3.807 1.921*
AALR, -29.677 30.303 -0.979
ACP -8.318 24.181 -0.344
ADUMMY , 0.881 0.524 1.683*
INTERCEPT -88.972 39.554 -2.249**
Ecm(-1) -0.646 0.132 -4.890**

Note: **,* denotes significant at 5 percent andpgEdcent respectively. CBR is the natural log opcoate birth rate;
DCR is the natural log of domestic credit aggreg&eP is the natural log of real gross domesticpobd; ALR is
the natural log of average lending rate; CPI isrthtural log of consumer pricing index; and Dumragresents the
Asian Financial Crisis, starting from 1997:Q3 t®89%3.

Table 4. ARDL-VECM model diagnostic tests
LM Test Statistics

Serial Correlatiory” (4) = 7.396[0.116]
Functional Formy (1) = 0.258[0.611]

Normality” (2) = 1.283[0.527]
Heteroscedastigify(1) = 3.741[0.053]
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Abstract

As the development of Internet, electronic commeehnology in which agent takes the role of mediism
becoming more and more popular recently. It acaptihow to make use of agent technology to enhtimece
automation and efficiency of shopping in the In&drand businessman’s selling process. Howevery®diast
generation shopping agent systems are limited tgpening product usually on price instead of thelt fange of
attribute and don't reflect the customer’s actuatchase preference. For these limitations, we E®E new
shopping model for electronic commerce based omageet technology and elaborate how to analyzedasigin the
agent system. Based on the agent technology, théioation of a multi-attribute evaluation model gméference
evaluation model is presented. Finally, an expentaeprototype system for car shopping on IBM’s étglis
developed for demonstrating the proposed shoppimdehabove.

Keywords: Agent, Electronic commerce, Multi-attribute evalaat Preference evaluation
1. Introduction

There are more and more electronic commerce wesbsith the development of the Internet and it it easy for
the customers to select the most desirable prodlietsefore, it is inevitable for us to compare shepping pattern
and develop the shopping websites. Through a shgppebsite, a customer can search for his or herdsting
products and select the suitable one in the Interne

Agent-based systems technology have provided fatgaiting applications for electronic commercedétent years
(Guttman R.H., 1998, pp. 147-159). because ofribgnfse as a new paradigm for creating softwaredpatates in
environments that are distributed and open, sutcheamternet Currently. So the researches of et commerce
based on agent are expanding for the intelligenceaaitomation of shopping. The purpose of agemintgogy in
the shopping websites is to stand for buyers tochdar suitable products and bargain with the $epp

The main purpose of shopping agent systems is lfp dwestomers to have information retrieval and linfation
comparison in the massive information environmehtth@ Internet. It is responsible to search for shas
information on behalf of customers and select thefepence information that is fit for the demandstloe
customers.

The paper is organized as follows. In section 2 fived give an overview of related work. Then irctsen 3, we
analyze the intelligent shopping system and prooselution about it. Following that, in sectiorwé implement
the shopping model based on multi-agent and irn@e&, we develop an experiment prototype SysteniBd's
Aglets. Finally, we present the conclusions in isec6.

2. Related Work

Agents are intelligent software entities that pess¢he properties of autonomy, social ability, tiedy,
pro-activeness and even mobility that mean theyaddle to migrate across different executions in Ititernet
(Wooldridge and Jennings, 1994). Recently, ageritrtelogy has been applied to various applicatidredextronic
commerce (EC), such as information searching disasirig, electronic marketplace, bargaining anel,eb reduce
the cost of transaction and promote enormous ecianoamefits.

The SICS MarketSpace (Eriksson, 1998, pp. 41-58jopme was developed in Intelligent Systems Lakedsh
Institute of Computer Science using Java. And fitststs of a personal assistant allowing the usdesaribe his or
her interests. Two agents augmented web shopmouides a directory service that allows user amdise agents to
register interests and find agents with matchinerasts.

AuctionBot (Wurman, 1998, pp. 301-308) is generatppse internet auction server at University of hiljan
where users create new auctions to buy producthbgsing from a selection of auction types and if§peg its
parameters. And a buyer can bid with a seller atiocgrto the bilateral distributive negotiation motls of the
created auction. In a typical scenario, a selleuldidbid a reservation price after creating an amctand let
AuctionBot manage and enforce a buyer bidding attogrto the auction protocols and parameters.

11
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Magnet (Steinmetz, 1998, pp. 105-125) was develdgyedniversity of Minnesota. The goal of the Magpebject
was to develop a semantic model for the integratibrplanning, contracting, scheduling, and executio an
agent-mediated market domain.

However, these shopping agent systems are limotedrhparing products usually on price instead eirtfull range
of attributes. Since the criteria for evaluatingpquicts has several attributes, Multi-attribute sieci-making is
required for the intelligent shopping systems.

3. The Analysis of Intelligent Shopping System
3.1 Relevant Problem

The main purpose in the paper is to design anliggelt shopping system and help a customer to kédarchis or
her interesting products in the Internet. In thstewy, agents will search for the massive shoppifayration in
real time and select the suitable product automiffibased on the customer’s preference on befitifeocustomer.

The problems that intelligent shopping system sdlive include:

(1) How to search for the suitable products autarally in the Internet; and build a decision-makimgdel to
calculate the evaluation result of each product.

(2) How to improve the candidate product and negetwith the suppliers until the customer obtaimes desirable
product.

(3) How to study and imitate the customer’s indixatl purchase preference automatically from the ipusv
shopping records of the customer.

3.2 Solution

In order to solve the problem above, the combimaid a multi-attribute evaluation model and prefiee
evaluation model is presented in this paper (Wd8®6). The shopping process is listed as follovward its
workflow is shown in figure 1.

(1) First, intelligent agent system performs seagitask, and it can be implemented in detail bgraup of
Purchase Agent that search for the quotationsaufymts from the suppliers distributed in the Ingtrn

(2) After receiving the quotations of products freime suppliers, intelligent agent system compuhesutility value
of each product based on the multi-attribute denishaking model and selects the product that has utibity
value as the candidate product.

(3) Then intelligent agent system submits the dadatdi product to the customer. If the customertisfaatory to the
candidate product, go to step (6).

(4) If the customer is still not satisfactory teetbandidate product, the intelligent agent systdthaequire the
buyer’s individual preference storing in the prefeze knowledge database at once and perform tlergmee
analyzing.

(5) The intelligent agent system asks for a furtipestation of the candidate product from its sugpdind improves
the quotation, then goes to step (3).

(6) The intelligent agent system stands for thdamer to carry out the electronic transaction, #red process of
shopping is completed.

4. Implementation Model of the Shopping Based on Multagent

In the intelligent agent system, the concept ofzomtal hierarchy is introduced in the paper. lam&that the whole
system consists of the following agents interactimith each other. They are Interface Agent, Seakgent,
Purchase Agent, Evaluation Agent and PreferencentAgédese agents cooperate with each other and thake
whole system works together. The structure of systeshown in Figure 2.

This partition method makes each agent moduleivelgtindependent, promotes the reuse of each agenponent,
and each agent can execute simultaneously, sohbkewerformance of the system can be increasedexample,
when Search Agent receives the quotation of a nesdyst sent from Purchase Agent, Evaluation Agemt c
evaluate the former sent products at the same tithiée Interface Agent is responding the requesh alustomer.
Therefore, the system can perform efficiently.

In fact, multi-agent system originates from thealepment of the distributed artificial intelligendg is the great

advantage of multi-agent systems that cooperate eé@th other and solve the problems in the paredigiputing
pattern. The detailed functions of each agenténsifstem are described as follows.

12
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4.1 Interface Agent

Interface Agent provides a friendly operating ifdee to the customers. It is responsible to exchatige
information with the customers: on the one handedtives the purchase requirements of the custoarat sends
the requirements to the other agents in the systgmoceed, on the other hand, the purchase tbsulbther agents
submit is displayed to the customers through therfimce Agent. So Interface Agent is the interfaeeveen the
customers and the intelligent shopping Agent system

4.2 Search Agent

Search Agent responds the purchase requiremettie ofistomers and it is responsible for the whedgching task
of the products. In order to promote the efficienfgearching, Search Agent creates a group ohl@secAgent and
dispatches each Purchase Agent to search for diesugige in the Internet. These Purchase Agenteie parallel
searching, so Search Agent must manage the rurstétig of all Purchase Agents and coordinate tastkitalition
among them. The process of Search Agent is desciribEigure 3.

4.3 Purchase Agent

When Purchase Agents is created, they will be tlitieal to search for the suppliers distributed enltiternet. After
they find respective supplier, each Purchase Agegbtiates with the supplier and asks for a quaiatibout the
product from supplier. After Purchase Agents get guotations, they return the searching result&valuation
Agent. The process of Purchase Agent is describéuki Figure 4.

4.4 Evaluation Agent

Evaluation Agent is the indispensable part of tHeol& intelligent system. After receiving the quatas of all
products from the suppliers, Evaluation Agent wd#écide which product is the best among all the sitibdh
products. Since the criteria for comparing quotataf products has several attributes such as praality,
reliability, appearance and supplier credit etcltrattribute decision-making method is required éomputing the
utility value of each product. Its mathematical relocan be described:

Considering X ={x,,x,,...x,} as the product set searched in the Intervet{y,,y,,...y,} as the attribute set,
the utility value of product; (1<i<m) about the attributey,a<j<njcan be expressed &g =f,(x;). Therefore,

the evaluation matrix which consists ohxn f; can be expressed as:

fll f12 e fln
f f v f

S I Bl [V @
fm1 fm2 fmn

For easy mutual reference to the attributes thak hdifferent dimensions, the evaluation matrix dtiohbe
normalized and can be followed by:

‘ f
flo— 0 (2)

1] m

> ()2

i=1
After normalizing the evaluation matrixz=(f;) mn is figured out andfij' is limited in [01]. Evaluation Agent
calculates the utility value of each produgte X = (x;,x,,...X,,) based on the equation (3):

n
U(Xi) =z(l)jfii (3)
j=1
In the equation (3),U(x;) is the utility value of the produck; 1<i< I o [01] is the weight of the attribute
ji<j<n), and Zn:‘”i -1
j=1
After calculating the utility value of all the procts, Evaluation Agent will select the product thas the max utility

13
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value as the candidate product. The candidate ptodan be expressed ag ={x; |£na>{u(xi)]}. Finally,
<I<m

Evaluation Agent submits the candidate producth® tustomer through Interface Agent. All the cormaut
processes are carried out by Evaluation Agent aatioally. The process of Evaluation Agent is ddsexliin Figure
5.

4.5 Preference Agent

If the customer is still not satisfactory to thendalate product, Preference Agent will acquire tustomer’s
individual preference from the preference knowledigdabase at once and perform the preference amglyz
Because the inference and analyze of PreferencatAgdased on the rules, relevant rules must dredtin the
preference knowledge database. Here we illustateesules as examples:

R,: If (attribute y; is more preferential than) when a buyer asking for a new quotation
Then §; is improved first).

R,: If (reference quotation s, ) and (the concession of supplier is x)

Then (concession of buyer is y)
R,: If (the preference is determined) AND (the quatatis modified)

Then If (the buyer and supplier are teatisfied with the quotation)

Then negotiation is terminated vétitcess

Else asking for a further quotation.

The rule r, indicates the rule of attribute preference of ¢thstomer when he or she modifies the quotatiomef t
candidate productr, is the rule about the negotiation strategy: a geatation must be superior to the reference
quotation and when the concession of supplier thexconcession of the buyer can be y accordinglyis the rule
about negotiation control.

Preference Agent will modify the quotation of thandidate product according to the customer’s imidial
preference and obtain a more satisfactory quotaftonthe customer. In the whole process of the phmap
Preference Agent will study and imitate the custosmdividual preference automatically from therghasing
behavior of the customer and store it in the pezfee knowledge database after the shopping praxesspleted
with success.

5. The Experiment about the System

We utilize IBM’s Aglet to develop a website for calnopping. IBM’s Aglet is a Java-based tool for @eping

mobile agents (Aglets,. 2002). It includes the AdiPI, documentation, sample aglets, and Tahitttagkrver. The
Aglet API, created and operated aglets, is a Jagkgge consisting of classes and interfaces. Téie hmctionality
and runtime properties of aglets are Aglet, Aglexiyrand AgletContext classes. The Aglet class dsfithe
fundamental methods to control the mobility and tf/cle of an aglet. The AgletContext class praowitfe runtime
environment for aglets with the Tahiti server. etProxy class provides a common way of the adfigirovides

location transparency and acts as a shield oljettprotects an aglet from direct access by othadicious aglet.
All communication with other aglets must occur tighb this interface.

In the experimental work, we create four Aglet sesv One stands for the agent server of the shgppébsite in

order to simulate the processes of electronic shgpghe other three stands for the suppliers. feidiillustrates
the experimental architecture. In Figure 6, Sevés the web server of shopping website, the sepplare located
at server B, server C, and server D. Server A,eseéBvand server C are located on the same local+agtwork,

while Server D is located in the different remogtwork.

In the shopping Server A, a customer can set theadd of purchasing, including price, brand, qualigfiability
and supplier credit etc. The agent system of tloping website will search for the suitable suppli@ccording the
demands. After receiving the quotations of differears from the suppliers, the agent system wiilizet
multi-attribute evaluation model to select the massirable car for the customer. Then, the agestesyis able to
study and simulate the customer’s preference autoalig and modify the quotation of the candidatequct until
the quotation is satisfactory to the customer.

In the intelligent agent system, Purchase Agetnsobile aglet, while other agents are stationgtgta including
Interface Agent, Search Agent, Evaluation Agent &neference Agent. In the experiment, the rourm-tirme
associated with Purchase Agents traversing thenletédetween Aglet servers is measured. When ehBsecAgent
is created and dispatched on a round-trip betwdmpi@ng Server A and some Supplier Server (eiteeves B,
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server C or Server D), it registers timestampsesponding to its departure from Server A and teitissequent
return. The average round trip tirrt(;vg can be computed as

tavg = (z t(a)i - t(d)i )/n (4)
i=1

In the equation (4), i is for the ith trial rurt@); is the timestamp registered by Purchase Agefure departing
from Shopping Server Aj(d), is the timestamp computed by Purchase Agent imabelgli upon returning to
Shopping Server A; n is the number of trial runsdmay Purchase Agent between the same pair ofrservethe
experiment, the number of trial runs is n = 100arle Agent creates three Purchase Agents and cisgsatach
Purchase Agent to search for its respective supiplihe Internet simultaneously.

As expected,t,,qfor Supplier Server B is least (123 ms) on the esdatal-area network and,,4for Supplier
Server D is most (864 ms) because D is locatedardifferent remote network from Shopping Server A.

6. Conclusion

To enhance the automation of shopping in the leteamd help the customers to purchase the desipabtiicts
from the websites quickly, a shopping model forcttmnic commerce based on agent technology is edignd
implemented in this paper. In the intelligent ageystem, we have utilized the multi-attribute easibn model and
preference evaluation model to select the mostlsigitproduct for the customers. And we also developar

shopping website on Aglet platform as an applicatexample for the proposed intelligent agent systéhe

experimental results show that the system perforefigdently and effectively. This paper has dowes available
attempts in the intelligent electronic commercddBe Future research of this work will include htavstudy and
imitate the customer’s individual preference mattvaly and introducing the negotiation mechanisnPurchase
Agent.
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that has max utility
. value as the candidate
Preference analyzing
* »| Evaluating the candidate
— duct
Acquiring the buyer ¢ procue
individual preference +
f N Is it satisfactory
product?
v
Buying the product
Shopping is completed

Figure 1. the combination model of a multi-attridout
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Figure 2. The structure of intelligent agent system
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/Iclass for Search Agent

import com.ibm.aglet. *;

public class Search Agent extends Agelet {
public void onCreation(Object init) {
create the operative window;

public void createPurchaseAgent(){
create a group of Purchase Agents;

public void dispatchPurchaseAgent() {
dispatch Purchase Agents to find the suppliers;
send the proxy of all Purchase Agents to each
dispatched Purchase Agent;

public void sendCommand(String command) {
send the command message to each Purchase Agent;

3
public Boolean handleMessage(Message msg){
if Purchase Agents send the current status
record and show the status;
if Purchase Agents send supplier's quotations of cars
record and show the quotation;

3
3

Figure 3.Implementation for Search Agent

//Class for Purchase Agent
import con ibm agle .*
public class PurchaseAgent extends Agle {
public void onCreatior (Object init){
extract the information of supplier product
from Search Agent

1
s
public boolean onArrival( {
obtain the proxy of supplier agent
modify the current locatior

§
public void run( {
if current location is at the respective side{
ask for contact
if the supplier permit contact{
ask for a quotation about the product
get the quotation
send the searching result to Evaluation Agent
1
5
send the current status to Search Agen
dispose oneself
1
5

1
§
public Boolean handleMessage(Message msg){
if Search Agent send the Suspend command
suspend oneself
if Search Agent send the Resume commanc
resume oneself
if Search Agent send the Stop commanc
dispose oneself

——
——

Figure 4. Implementation for Purchase Agent

17



\ol. 3, No. 3 International Journal of Business and Management

/1Class for the EvaluationAgent
import com ibm aglet.”
public class EvaluationAgent extends Aglet {
public void onCreation(object init) §
initialize oneself using multi-attribute decision model
create the operative window
1

5
public Boolean handleMessage(Message msg) §
if PurchaseAgents send supplier s quotations about products
record and show the quotations
1
5
public void evaluation( §
if all the PurchaseAgents send quotations §
compute utility value of each product
select the product that has max utility value as the
candidate
1
5

1
5
public void sendMessage(Message msg){
send the quotation of the candidate car to InterfaceAgent
1
L
5

Figure 5. Implementation for Evaluation Agent

il ===

Purchase Agent E
dispatched

Purchase Agent L

dispatche Internet

il ===

Shopping Server A

Purchase Agent
dispatchec

Figure 6. The experimental architecture of thitesys
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Abstract

With the development of IT, Internet has been agblio every field of enterprises’ financial infortioa
management. The computer network and the databelsedogies are the basis of the achievement dRitie The
RTE integrates the financial information of ent&erand utterly reconstruct the business processedwer, it
converts the key part of financial process from smeament to management and provides accurate data f
executives’ decisions of the enterprise.

Keywords: Internet Environment, Real-Time Enterprise, Finahkiformation Integration
1. Introduction

A Real-Time Enterprise (RTE) needs to be a hightggrated enterprise to make the dream of “read"tianreality.
On the whole, it contains four levels of integratidhardware integration, business and applicatidegration,
enterprise interior integration and enterprise maténtegration. To gradually realize and carry athigher level of
enterprise integration, it is essential to makehlhsiness process of the enterprise be fairlyblexin the network
environment and under the dynamically changing daelwmaf the market. That is to say, the RTE canlite to
adjust its business process in real time accoridirige change of situation.

When the business process reengineering, it's irapbto adjust the existing information systemsegnate the raw
data that is accumulated and separated mostly, ifulégrate the multi-application and the multi-ftion, so that
achieving a high degree of integration at differlavels is possible. For 70% of the integratedrimfation in an
enterprise is financial information, the integratif financial information are apparently more irmpat.

In recent years, the theoretical fields have p#iehtions on the enterprises’ financial informatimanagement in
the Internet environment and researches have lmen dlowever, the related deep research is still A¢ present,
the research of the construction of RTE, the irstégn of resource internal and external, and thegimtion of
financial information in the Internet environmeng all in primary stage in our country. And thigppawill research
the enterprises’ financial information reintegratiand put forward an integration model from a ramgle.

2. The concept of RTE

The Gartner Group Enterprise in America defines Rie&e as a kind of enterprises that by using thestat
information can actively avoid the delay in managetnand execute of the crucial business proceshatothe
enterprises can compete with others. The conceRT&f is borrowed from the concept of real-time apien and
time-sharing operation in computer field. It med#mat the enterprises can respond to the clienté$'time request
dynamically and providing productions or service.

In short, RTE is not a kind of technology, it ikiad of business ability, which can solve the ddlagnterprises’
crucial business process, and just by which therprises can improve their efficiency and realize business
value. RTE is a sort of enterprises that take fasponse as the management idea, which integtagefinancial
information of enterprise, and use reasonable datbnmanagement system based on the network teglgnolo
database warehouse technology and a series ofrotit@rn computer technologies.

In the Internet environment, the management andptreonnel in enterprises can be aware of the ditiope
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situation of the enterprises at any time, and caowkthe changing of logistics, capital flow, infaxtion flow,
manpower resource and others in the enterprisesy; @dn react to these changes as soon as pogdauethey can
make full use of enterprises’ resource, adjustriass process in time, and even adjust the strafabg enterprises.
And in key operation process, they can shorterpdrid of business circle and avoid the time laghamagement
and promote the competition advantage of the erseip

3. The character of the RTE's financial information

The character of an enterprise determines the ctearaf the enterprise’s financial information. Nuatter the
traditional enterprise or the RTE, their finandiaflormation have some basic characters, which ara kvith the
financial information, such as the opposition and tinification of reliability and relativity; evidé, dynamicity;
interiority, materiality, confidentiality, standadzdtion and etc. Apart from these traditional cletees, the RTE’s
financial information also have some new charactsrigelow.

3.1 The real-time

Real-rime is a main character that distinguishestime enterprises’ finance from traditional eptéses’ finance.
The accounting measurement of RTE will makes adcaunk from calculate afterwards to real time, wistatic
calculating to dynamic calculating, and makes faiahmanagement realize online management, whitheasily

output every kind of dynamic information that refe managing and financing status. The financiéh dan be
processed in time. Once businesses occurred andcbaéirmed, they will be recorded in correspondedrers and
be put into financial information systems immedigtand then be checked. The business informatem fwe
transmitted into financial information automatiga real time.

3.2 Integration

The integration of information is the foundationtbe RTEs. In generally, the integration of infotioa is the
integration on four levels as mentioned in theadtrction part. In narrow sense, it means that atg ohputted into
systems by one of the personnel in a departmerit bgil stored in appointed database immediately amd b
automatically appeared in all relative notes anmbis, and won't need a second department or drer gtersonnel

to input it again anymore.

Since the management of a RTE will turn into thenagement that focuses on knowledge and informatton,
requires highly integration of enterprises’ infotioa and highly sharing of financial informationsoeirce. The
development of network information technology wilbke this highly integration possible.

Meanwhile, the Internet environment makes finanoe lusiness consistent, and utterly achieves timeiple of
“one source, all shares”. And through this integdatnanagement of network information, enterprisesiotegrate
their financial resource, and increase their coitipptadvantage

3.3 The combination of universal and complication

When the RTEs are in the Internet environment,utsers focus more on the value of intangible assstisfuture
information .In the Internet environment , the eptises’ information of management and administrais all run
by an electrical way, and the object and the pooégnterprises’ management are all digitizedhabmanagement
becomes a calculable activity. As a tool to reflenterprises’ activities, finance can reflect soumeountable
information in traditional finance digitally, so tsreflect the enterprises’ relative activitiesrfr all angles.

The area that RTES' financial information coverdlinle the supply chain which they're in and all tuerency and
non-currency information that the relative systaas offer. The timeline that information coverslinttes historical,
current and future information. That will ensure thformation used for reference and predictiorchEapartment
in enterprises will provide all the information dugh its computer client windows to data warehold$en the

information will be processed into the informatitmat is needed by the users’ .The complication avhputer

systems, the complication of information processimehods and all-around of financial informatiohrakult in the

complication of financial information.

3.4 The unification of unique and sharing

In the Internet environment, the financial inforfoatwill be opened and published more than beférgreat deal
of data is collected directly through enterprigetative systems inside and outside through netwddceover each
department internal and external the enterpriskgyet the information from the web according tahewrization.

As all of the RTES’ information is processed by thterprises’ data warehouse, the computers carrythe
management process from accounting vouchers todiakreports. When a deal happens, the busindascda be
downloaded into financial systems directly. Andaficial information disposing process can be accisimgd by
itself according to operation order. The integmata information makes sharing of information wiglglossible.
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The clients’ get information is not passive butiactClients can select financial information acting to their own
specific needs. And the computers deal with th&csanformation automatically. The sharing of infation
reduces the information time-lag in main businesxgss to the greatest extent and improves theiegfly of
enterprises’ business process.

Yet not all departments have the access to finhimd@mation. The financial information can alse bivided into

different levels of confidentiality. Some informati can be shared commonly; some are only availabrégher

level managers of the enterprise. The RTES' fingrioformation is shareable, that only means REEble to make
this happen. But in practical application, the sitars limited in a certain area. The unique obimmfiation cannot be
neglected. The new features and new technologyl BERletermine that RTES' financial information miiate new
characters to meet the challenge of the interndleaternal transformation of the enterprises. lepto meet the
requirements of these new features, need intetfratenterprises’ financial information all-around.

4. RTESs’ financial information integration model in Internet environment
4.1 Set up of RTES'financial information integration modehalhternet environment

The purpose of integrating RTES' financial inforioatin the Internet environment is to provide thealftime
expense information, marketing information, prodemst information, cash flow information, and etz financial
information users. so as further to provide thé-tie@e profit statement, balance sheet, cash fablet and other all
kinds of financial information for enterprises’ tas to make decisions correctly and in time indi@nging market
economy.

In the Internet environment, integrating the RTHsNcial information must ensure that the inforimatprocess
synchronizes with the business process. And thitudes the real-time of collecting data, the reakt of
maintaining data and the real-time of informatieparting. The real-time property of collecting det#hat we must
record and deal with relative data in accordandb tusiness disposing rules and information disppsilles when
business activities occur; the real-time propeftynaintaining data is that we can change relatixstesn related
reference data in time after enterprise managesitration and business activities change; thetresd-property of
reporting information is that we can provide thfvimation users with the latest enterprises’ maresd status and
administration information at any time with the popt of data collecting and processing .

The RTES’ financial information integrating modelthe Internet environment is shown in Figure 1.

Thus in the Internet environment, the RTES' finahdénformation integrating should adopt a variefyterminal

equipments to collect voice, image, figure, filedastc. directly on the business level, so thattel needs have
direct corresponding terminals. The collected imfation needs to integrate with Client Relation Mgeraent

(CRM), Decision Sustaining System (DSS) and sorheraappliance systems according to business floomREhe

depth of information using and managing, the oagjioroduction plan and OLTP needed to be extendembver

OA, non-paper disposing downwards, to be extendegdUtAP upwards, to be extended broadly to desiging

engineering field. And all the software functionavl corresponding hardware operation platform astvark

communications platform.

4.2 The illustration of RTES’ financial information integration madehe Internet environment

The web-based integration of the RTES' financidbimation is business process-oriented integratifusiness
processing rules will be embedded into systemsrefoee, real-time information processing models baely

needed. That is to say, financial data collectainrage, process and transmission are all reqtoréeé embedded
into business process systems.

EDI automatically transfers business informatioto istandard format between different business dargtons’
computer systems, relatively connects each buspresess such as ordering, production, transporntasales, and
balance, accomplishes wholly digital and automaiidusiness process including transportation, apkiax
departments, so that we can collect financial asrdfinancial information in real time, and exectderocess, and
control rules when businesses occur.

The RTESs’ financial information integration model the Internet environment has three basic basdsbdse,
method-base and model-base. These three basermtpteigta by the middle real-time information psste to
achieve the aim of processing data in real time.

In this model, business event database is usedctwrd basic business information in economic daii When
business events occur, all the original data ipgmy processed into standard coded source-datehwhtords the
individual character and property of business eyeghen is integrated into a business event datehease, but not
some low coupled systems in which data is dispeaseldstored repeated. Business event data warehotsaly
records business affairs in compliance with acdogritroceeding definition, but also records all tlusiness events
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that managers want to plan, control and evaluate,stores all kinds of detailed information of mess activities.
Any authorized client can define and obtain uséfifibrmation through data that stored in businessnedata
warehouse. While, classification, gathering, anldrzing measurement disposals are all belong torrépquiring

output process.

The model-base is used to store all kinds of mothels clients question related, such as specialetspgeneral
models and temporary models that established whasigms are being figured out, such as managenueritot
model, financing decision-making model, investmaeaigcision-making model, enterprise’s economic value
evaluation model, cost analyzing model, profit smalg model and etc. and some math models used in
decision-making of science and technology, econamg,society development

The method-base is used to store information sagpplirocessing and operational control rules, affiereint rules
for the confirmation and measurement (includingoaoting rules and non-accounting rules, accountings are
one of the methods in rules). The method-base @atains some basic math method, statistic metecahomy
math method, predicting method, evaluating methmatimizing method, simulation method, decision-magki
method, invest-output method and etc.

So the accomplishment of network technology andhiege technology can be used to achieve real-tiraedal
information and non-financial information colleatiocentralized storage, processing in-time, corsplesharing
and random visiting. The focus is integration. Thgtthe integration of business processing andrindtion
processing, the integration of financial informati@and non-financial information, and the integnatiof
measurement and management.

5. Conclusion

Once RTESs' financial information integration in tirternet environment is achieved, can offer dathiaformation
to managers in all levels with fastest speed, teknalyze, evaluate and decide enterprises’ fiahsituation and
management situation, innovating financial methaiglyzing financial data in a deeper level, cahaace the
quality of financial decision-making such as inwegtand financing, can build the controlling alyildnd resisting
risks ability. The essence of the RTES' appercegivimd responding in time requires the integratibfinancial

information to be controlled at real time.

The financial real-time controlling means that fio&l personnel use modernized technologies to aeoenpnd
analyze the enterprises’ management activitiesggodn real time, and interfere in enterprises’ aggment by
directing, adjusting, restricting, promoting and.db improve enterprises’ profit and finally ackhéethe ultimate
goal of value adding. The real-time financial cohproblem awaits further study in the future.
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Abstract

The aim of this paper is to examine the effectthefChinese and Hong Kong stock markets on thésl@fdoreign
direct investment into China’s regions, utilisingndmic panel estimation techniques. Using a Tob@'seasure,
the results indicate that the effect is significemitboth the Chinese and Hong Kong stock markmitnegatively
signed, suggesting that FDI into China acts ashatgute for domestic investment. In addition wewhthat the
Arellano-Bovver approach to dynamic panels prodacesnprovement into the modelling of FDI in China.

Keywords: FDI, Tobin’s Q, Dynamic panel, Stock market, ChiHang Kong
1. Introduction

During the last ten years China has had one ofdbtest growing economies in the world, with a esponding
increase in the levels of foreign direct investm@i2l), becoming the second highest recipient of Fthe world.
It is also an illustrative example of a success$fahsition economy, as over recent years a progEsgonomic
liberalisation has been implemented, as China mbwes more market orientated economy with the et
development of the instruments of a market econ@ugh as financial markets and institutions. Thénnaém of
this paper is to evaluate the effect that bothGhinese and Hong Kong stock markets have had errdéating
levels of FDI across the Chinese regions. In agiditiemploy two alternative dynamic panel techngteaccount
for some of the agglomeration effects that areaaagtteristic of FDI in China.

Since 1997, following the return of Hong Kong toi@se rule, China has been able to make use dfdtitional
strength of Hong Kong as one of the world’s leadingncial centres as a contributing factor to ghewth of their
economy. In addition China has sought to developitn domestic stock markets, to further enhaneie étonomy.
As Alfaro et al (2004) have demonstrated, financial markets tavémportant effect on FDI and the extent to
which FDI affects growth and prosperity in the dstieeeconomy.

Since Tobin (1969) there has been an extensive bbogsearch into the relationship between doméastiestment
and the domestic stock market, using Tobin's Q rheblowever there is little consensus on whethés th
relationship holds, using domestic data only. Régaattention has turned to the relationship betw&ebin's Q
and foreign direct investment (FDI), where TobiQsis a measure of the domestic stock market insthece
country of the FDI. Blonigen (1997) finds that thegppanese stock market affects Japanese FDI toSAeadd De
Santiset al (2004) find a positive and significant relatioigstbetween the Euro area stock markets and their
corresponding FDI flows to the United States, a#l a® a significant and positive relationship betwehe US
market index and FDI inflows from the Euro aregh® USA.

Alfaro etal. (2004) have attempted to link a measure otbek market with FDI flows to determine their effe
on economic growth, finding that they had a siguaifit effect on growth, when included as an intépaderm with
various financial market measures, including omteting to stock markets. However they also showmincluded
individually, the stock market measures had argimftant effect on growth. In this study we attdnp build on
the existing literature by the inclusion of bothifdse and Hong Kong measures of Tobin’s Q intoreveotional
model of FDI flows into China.

Following the introduction the model specificatisndiscussed in section 2 along with the dynamitepapproach
to estimation. In section 3 the data is describedithe results discussed, then in the final sestierconclude and
suggest some policy implications.

2. Model and Methodology

As with Cheng and Kwan (2000), the empirical maddbased on the partial equilibrium theory to actdor any
agglomeration effects, which characterise FDI iin@h

Yit — Yit-1 = A(Yit * —VYit-1) (1)
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This indicates that the change in the level of Ef|) is proportional to the gap between its desiredll¢y*;; ) and
actual level. This can be rearranged to form:

Vit = L= A)Yit—1 + Ay *it (2

Where the terni— 1) measures the adjustment and is assumed to bevposii the adjustment process should be
both stable and non-fluctuating. Finally the mocdeguires the determinants of the desired level&If to be
specified. In this model, apart from the Tobin's&iables, we include the conventional determinahDI, used
extensively in the literature as in Cheng and Kw@000) and Weet al. (1999) among others. The determinants of
the desired level of FDI (Note 1) consist of thalrper capita GNP, average real wages and expeadiiu
education per person in each region, the standattieoregion’s infrastructure, as measured by #mggth of
highways relative to the population of each regaonl the Tobin’'s Q measures for the Chinese and Hkmr gy
stock markets, which are the ratio between theeasm stock market indices and the regional indalsprice
indices. Any agglomeration affects are accountedfothe inclusion of a lagged dependent variabk&ra from
the dynamic panel model.

The per capita GNP is included to account for tilealtln of a particular region, in effect the higltiee wealth, the
greater the level of FDI as the greater the dome$timand for the goods and services provided byfithe
receiving the FDI. This has been used as a medguitbe development and wealth of a region in otkierilar
studies, such as Furgg al. (2002) and Coughlin and Segev (2000). The lengthoads measures the level of
infrastructure within a particular region. The madeyveloped a region’s infrastructure, the moreaetive it will be
as a target for any FDI, as the lower will be fEnsport costs. It is expected that the averagee wdll have a
negative impact on FDI flows as noted in Fa@l. (2002) and Cheng and Kwan (2000), as the FDIngediat the
cheapest labour and finally we expect the educatiofabour quality variable measuring the amounhofman
capital in each region to also have a positiveceften FDI flows, as found by studies from Broadnzemd Sun
(1997), Coughlin and Segev (2000) and Fahgl. (1997), as this produces a skilled and attraatioekforce for the
foreign investor.

The use of the lagged dependent variable shoulk gicthe agglomeration effects, whereby FDI term$é
attracted to areas that have already been theertigf FDI. Again we would expect this variablehave a positive
effect on FDI. The positive relationship is expédcbecause not only can foreign firms take advantdgeonomies

of scale, but the existence of foreign firms alseau a region acts as a positive signal to othemdi when
considering where to invest. However on the othandh the Chinese Government has recently usedl fisca
inducements to attract FDI to other locations, idetshe established areas for FDI in China, if thés been
successful, then the agglomeration effects woutcba@xpected to be significant.

2.1 Tobin’s Q and FDI in China

The relationship between the domestic Tobin's Q BB inflows is less certain, as it depends on Wwaet-DI
compliments domestic investment or acts as a sutsstiln theory it is argued that FDI inflows wouldve a
positive relationship with the domestic stock marker instance De Santét al (2004) argue that the domestic
stock market is a proxy for levels of technologpu@tries with high levels of technology are mokely to receive
FDI, as the investors seek to benefit from the mg@mying positive spill-over effects from the teolugy.
However it could also be the case that in some tc@sn particularly less developed countries witv llevels of
technology, the FDI has a negative relationshigh wibmestic stock pricegNote 2). For instance a fall in the
domestic stock market could in theory lead to aicédn in domestic investment, requiring the auities to seek
investment funds from overseas by offering incagfote 3) and reducing barriers to FDI. So althotiybory
suggests a complimentary relationship between Fidlthe domestic economy, the FDI could be a suibstior
domestic investment. The empirical evidence howsuggests that FDI acts as both a substitute amglanent
(De Mello, 1999), depending on how technologicalhd economically advanced the recipient countmegion is.
The main model takes the following form:

fdij y = g +o19nQ  +ap fdij 1 +36 ¢ +agrli ¢ +astdy +aeW ¢ +Uy 3)
Wherei andt stand for the region and time period respectivélye fdi is real foreign direct investment into a
specific Chinese regiomnpis real per capita GNP for each regionis the average real wagejs the education
expenditure per person in each regidrs the per capita length of roads d@gds the respective Tobin’s g for the
Chinese and Hong Kong stock markets(All variabtesogarithms). The Tobin’s g variables are formeahf the
ratio between the main stock market index and thoe index of investments in fixed assets by reghdthough the

stock market indexes are common to all regions,ptice indexes are specific to each region, hemogiging a
reasonable amount of variation for this variabless the regions.
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2.2 The dynamic panel approach

The use of the Arellano-Bond (1991) approach toadyic panel estimation has been used before to atdou
agglomeration effects (Cheng and Kwan, 2000) aradsis used to estimate the model including the el effect.
In addition the Arellano-Bover (1995) approach ymamic panel estimation is also used, as it paythas some
benefits over the former approach, with respectht® dataset used in this study. The dynamic papetoach
captures the agglomeration effects through theddgtgpendent variable, as discussed and which Glrehgwan
(2000) found to have a highly significant effect.férther reason for using a dynamic panel is toawmthe
individual effects in the panel as well as to actofor the potential endogeneity of the explanateayiables.
Generalised Method of Moments (GMM) is used toneste both dynamic panel approaches, sometimes using
different numbers of instruments for each perioie§e instruments can not only include strictly exams
variables, but in addition period specific instrumtgesuch as lagged values of the dependent varaadueother
pre-determined variables.

The essential difference between the Arellano-Band Arellano-Bover approaches is that the form#ermdinces
the variables to remove the individual effects, rdas the latter keeps the variables in their oalgievel form using
orthogonal deviations to remove these effects. B@@D2) suggests the Arellano-Bover approach maye ha
advantages over the Arellano-Bond method, as it beter small-sample properties, providing moreueste
estimation in small samples and as long as the siemes component is small, as in this case, ttmat®r does not
require time stationarity.

3. Data and Results

The data covers 28 regions of China, from 19970@82using annual data. We begin the data in 199¢¢ount for
the effect of Hong Kong passing into China’s cohamd the subsequent influence of its stock maikt.included
all the regions in China except Tibet, Quinghui &ftbngquing, which were excluded due to lack ohdall the
data is taken from thiational Bureau of Statistics of Chinéne FDI data is total foreign direct investmemsges
are the average wage, GNP is per capita GNP, tlgghlef roads is simply the total length of thehvigys in each
region and educational attainment is measured éathount spent on education per person in a regios stock
market indices are the main market indices forS8hanghai, Shenzen and Hong Kong stock marketsaCtaming
two main stock markets. The replacem@iite 4) cost of capital is represented by thearegi price index of
investment in fixed assets. The Hong Kong stockketas the dominant market in East Asia duringtthne period
tested and has a market capitalisation of roughly fimes that of the Shanghai and Shenzen macdketbined
throughout this time.

3.1 The Chinese and Hong Kong stock markets

Even before 1997, there were some tentative remtimtween the Chinese and Hong Kong markets, 4i86@8

Chinese enterprises were able to raise capitaiénHong Kong markets, but after 1997 these relshiqns have
steadily increased. However the Chinese and Homigkazonomies have retained many of their differerstiece
1997, in particular Hong Kong retains its distimetimarket economy and remains the most open ecoirortmg

world, having had the highest index of economiedi@m in the world since 1995. So despite the watifio of

China and Hong Kong, the economies and stock nara&et still fundamentally different in many imparta
respects.

3.2 The model estimated using Arellano-Bond approach

The results in Table 1 have been estimated usiaghtkllano-Bond (Note 5) (1991) 2—step estimatiechhique,
which uses a panel generalised method of momentM)Gapproach, with White period standard errors and
covariances to ensure the error term is Gaussta@ r@sults generally follow the standard patterthat in all the
models, per capita real regional income is posiivd significant, as is the length of roads vadabliggesting FDI

is attracted to wealthy regions with developedastructure. Although the per capita income coeffits are higher
than Cheng and Kwan (2000), they are similar tsehim Weiet al (1999). The agglomeration effect is also
positive and significant, indicating that FDI fole areas that have already attracted large amofiittén the past.
The coefficient is about 0.1 in all three testgljidating a reasonable self-reinforcing effect &f DI past values on
the current value.

The real wages tend to be negative and signifieein¢reas levels of education are generally indicanit and with a
mix of signs. This is perhaps a surprising resslbtner studies have found that the worker qualitgt levels of
education are an important determinant of FDI, saglin Funget al (2002). Although this finding coincides with
other studies, such as Cheng and Kwan (2000), wbpittt using a slightly different measure of regl@ducation
levels, find little evidence that it has a sigrafi¢ effect on FDI.
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The stock market variables however are all negative significant, suggesting that on the whole RB$ been a
substitute for domestic investment, regardlessiathvstock market measure is used. This lendsdughpport to
other studies that have found that FDI tends neagd to compliment domestic investment (De Mel@99) and
can produce a negative relationship with domedticksmarkets (Klein and Rosengren, 1994). The HKogg
stock market result produces a more significana€able than the other Chinese markets, this cbaldue to the
greater importance of the Hong Kong stock marketht® Chinese and international economies as a whole
particularly with regard to FDI as Hong Kong hastbiically had an important role in facilitating i@a’'s FDI
flows. The Sargan tests of the over-identifyingtiiesons indicate acceptance of the null hypothesiat the
restrictions are valid.

3.3 The model estimated using the Arellano-Bover approach

Table 2 contains the results from the models estichaith the Arellano-Bover approach to dynamicgdanodels.

In all three sets of results there is a marked avgament in terms of the significance of the vaesablThe variables
are now significant and correctly signed, with soslight changes in the magnitude of the coeffigentin
particular the education variable is now signifigamhich is a more intuitively acceptable resuliggesting that
FDI is attracted to areas where the populationasenskilled, which was not found in the Cheng anaaK (2000)
study. This result may suggest that the use of Ahalano-Bover approach has some advantages ower th
Arellano-Bond approach, when examining FDI in Chiaed using dynamic panel methods to account for
agglomeration effects in general.

4., Conclusion

The results from this study into FDI in China tendsupport previous studies, with respect to thenrdaterminants

of FDI, as they are mostly significant and corneatigned, with the initial exception of the eduoatimeasure
variable. However the inclusion of a measure ofdbmestic stock markets, using a Tobin’s Q variagpears to
suggest that they have a significantly negativeatfon FDI in China and thus FDI acts indirectlyaasubstitute for
domestic Chinese investment. This could be due hina encouraging FDI as a means of improving the
technological base and thus productivity of itsremoy at the expense of domestic investment or reitsely
reflect the economic downturn in the Far East felimy the financial crisis of 1997 and consequerdide in stock
markets and domestic investment in the area, faitilg a greater reliance on FDI.

The policy implications of these results are thetytemphasise a possible financial dimension tad#imte over
factors attracting FDI to transition economies sashChina and the inter-relationship between FI domestic
investment. They possibly also suggest that FDIa@awd out the less productive domestic investmehich in
turn affects domestic company earnings and thus skack market value. In addition these resuliggast the use
of the Arellano-Bover approach to dynamic panehestion, to account for agglomeration effects, panduce an
overall improvement in the way FDI is modelled.this study this method has produced a significaiuication
variable, which is correctly signed in all models,well as improving the significance of the ottariables.
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Notes

Note 1. Other determinants of FDI in China havenbmeggested in other studies such as Blonigen j20@buding
the real exchange rate, but in general those iedingre (excluding the Tobin's Q variable) havenbfeeind to be
the most successful (Also the Chinese exchangeatiast the US dollar was fixed during this tippars and both
had low inflation levels.) In addition other progitor the levels of education and infrastructureehlaeen used, but
it tends to make little difference which proxy idopted, which was also the case in these tests wftihen proxies
were tried.

Note 2. Klein and Rosengren (1994) suggest a difftereason for the theoretical relationship betwstenk prices
and FDI being negative, arguing stock prices act as measure of wealth. According to the
imperfect-capital-market-theory, the negative iefethip between FDI and relative wealth, as welltlaes real
exchange rate, is because when domestic wealtls laxe lower than abroad, it is easier to obtauestment funds
from abroad where wealth is relatively more abundasulting in an increase in FDI.

Note 3. Fiscal incentives have been used in a nuwi€hinese regions to attract FDI, particularyéstment in
technological sectors, although how they affectllewf FDI is open to debate, as discussed byaivai (1999).

Note 4. This specific price index was not compfetetwo provinces, which were Guangdong and Haif@anthese
two cases the main cpi was used as a proxy. As itegiions have been important recipients of FDIy thvere
included despite the lack of this data series. Wthenmodels were estimated with and without theseregions,
the results were not materially different.

Note 5. A further disadvantage of the Arellano-Baaygproach is that it does not allow for the inabasiof
time-invariant variables, such as specific dummsialdes for individual regions, in the model. Seeelfano and
Bond (1991) and Bond (2002) for further discussiardynamic panel models.
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Table 1. Determinants of FDI in China using thelkareo-Bond Approach

Variables Shanghai SM Shenzen SM Hong Kong SM
GNP 1.541* 1.290* 1.348*
(0.307) (0.295) (0.314)
E -0.876 -0.414 0.011*
(0.503) (0.433) (0.356)
w -0.374 -0.837 -1.486**
(0.629) (0.558) (0.396)
RL 0.488* 0.605** 0.772*
(0.241) (0.198) (0.102)
TQ -0.364** -0.244** -0.242**
(0.079) (0.064) (0.041)
FDI(-1) 0.082* 0.103** 0.110*
(0.044) (0.044) (0.040)
OIR 0.485 0.387 0.383

Notes: Where GNP is per capita GNP, E is per capigeenditure on education, W are real wages, Reénigth of

highway per capita, TQ is Tobin’s Q, FDI is foreidinect investment. The three tests use the stakets in the
Tobin’s Q variable listed at the top. OIR is thedge test of overidentifying restrictions (p-valueported), where
the instruments used, include lagged values ofvdréables. Standard errors in parentheses, ** (fidates
significance at the 1% (5%) significance level.

Table 2. Determinants of FDI in China using thelkareo-Bover Approach.

Variables Shanghai SM Shenzen SM Hong Kong SM
GNP 0.917* 0.857* 1.025**
(0.348) (0.328) (0.394)
E 0.912* 1.00* 0.754**
(0.332) (0.354) (0.378)
w -1.972* -2.077* -2.017*
(0.384) (0.404) (0.400)
RL 0.329* 0.321* 0.369*
(0.104) (0.110) (0.112)
TQ -0.219* -0.169* -0.261*
(0.050) (0.052) (0.058)
FDI(-1) 0.079* 0.082** 0.061
(0.036) (0.038) (0.037)
OIR 0.388 0.373 0.457

Notes: See Table 1.
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Abstract

The practice of corporate Cross-border M&A (Mergexd Acquisition) indicates that the merger is tley bf
Chinese corporate Cross-border M&A and the cultimagration is the core proposition. The CrossdborM&A
integration of Chinese enterprise not only facesymetitions among differential corporate enterpridast also
suffers the obstacles of different national cubuiee. the obstacle of “dual different cultureat.the same time, in
the collision process, “dual different cultureséidify and mingle each other and gestate the otenechanism of
new enterprise culture. This article empiricalludies the Cross-border cultural integration perfomoe and
cooperative mechanism by the combined method af étie analysis and modeling.

Keywords: Cross-border M&A, Dual different cultures integomtj Performance model
1. Introduction

Economist George J. Stigler had pointed out, it wagrominent phenomenon to become huge-sized eisgrp
through merger with competitors in modern econohigtory. In recent years, the fifth M&A wave is ciog all
over the world. However, the achievement of M&Adeadoesn't mean the success of M&A. According atistic

of relative materials, in past twenty years, 65%bigf Cross-border M&A cases couldn't obtain cootresaeffect

and finance anticipation. In China, though Legend #&air Group successfully actualized abroad Chussler
M&A, but most enterprises failed. According to unqueted statistic, only one tenth of Chinese enisgpM&A
succeeded, which was far lower than the internatit@vel, because most enterprises “emphasize M&d\ignore
integration”, which always induces the “seven-sévgnenomenon (it means that through researcheslaalg
M&A phenomena, the KPMG global M&A integration baess partner Jack Prouty found 70% of main merged
enterprises couldn't realized their anticipatedr®ss values and 70% of failures came from badjiatens after
M&A.) summarized by Jack Prouty. For this probletme cultural integration is the first difficult iss for the
Cross-border M&A integration. For example, how dwese main merged enterprises manage employees with
different cultural backgrounds? How do senior manageffectively communicate with governors withfetiént
cultural concepts? How to avoid strange bedfelldars leaders of two parties? i.e., how to sciendific and
organically integrate “dual different cultures (ea@l culture and enterprise culture)” and createoet of new
enterprise culture and make integration producieipated cooperative effect and finance effectamsas possible.
Itis not only a single trans-cultural integratimroblem, but an important strategic task for entsgpmanagement.

2. Review of relative literature

The developments of modern enterprise generallst $tam occupancy of domestic market to Cross-borde
management and further develop to be internatientdrprise. In this process, one important appréath merge
competitors without restraint. Through the worldpmyate M&A history, so many problems confused peo@hy
do enterprises be wild about M&A? Why are failuoé£ross-border M&A more than successes? Why doksral
integration become a lion in the way in so manggnation variables of M&A integration? Whether dhere
scientific approaches and methods to solve thelgmobf “dual different cultures” integration? Italid be say that
Chinese and foreign scholars has tried to discusgsegroblems from theory, but these researcheoaly “in the
starting step” (G. Hofstede, 1983). NetherlandeerGElofstede (1983, 1984, 1991, 1999) thought ‘et culture
was not a sort of individual character, but a sénnutual psychological procedure possessed bydhmy with
same educational and life experiences” (H.E. S¢Hd82). Therefore, this “concealed hypothesis” deplay its
own specialty only when it compares with other unds (Meschi, P. Roger, A., 1994, p.198). Hofstdiéded
cultures of different countries into five dimensidities, i.e. individualism vs. collectivism, powaetlistance,
uncertainty, masculinity vs. femininity and long#te orientation. Hofstede’s cultural value theorysalissed
influences of different national cultures to théfestence of organization and management, but in'ticbme down
to enterprise culture and Cross-border culturagrdtion. In researches from 1980s to 1990s, Latdtkind that
the cultural difference would fully influence thmplementation of potential values of M&A (Lubatkih983). In
the investigation of 55 cases, Larsson found tlifigrdnt national cultures would bring extra ob$tam cultural
integration (Larsson, 1993). David and Singh aredyzultural risks on four layers existed in M&AEg.i.
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environmental culture, trans-organization, orgatnoral culture and management culture. And aftetv@aht and
Cooper studied some cultural adaptive cases vatistierse M&A in 1992, they put forward four sort®oterprise
culture including power type, function type, misstype and personality type, and thought enterpmigteiral M&A
integration with different types would produce €ifint effects (Cartwright, 1992). Berry (1982) edllthe
integration of enterprise culture as “acculturatiend he thought Cross-border integration mightidae@ modes
including integration, assimilation, separation attulturation. Nahavandi and Malekzadeh extendedyB
“acculturation” mode, analyzed selective factorfluencing acculturation mode from merging entemprand
merged enterprise, and put forward four modes, dssimilation, integration, separation and cultutamage
(Nahavandi, 1998). Chinese scholars Huang Weiw@01(Rfirstly put forward that Chinese enterprisesud
prepare cultural base when they wanted to “go altao Shuming (2005) referred practices of Chirezgerprise
Cross-border M&A integrations and put forward riefatintegration strategies according to Hofstedalsural value
theory. Li Guifang (2006) thought it should addpé tC-F mode to implement trans-cultural integratierom the
layer of enterprise management, Pan Ailing put &divthe flow and mode of trans-cultural integratiéove
literatures discussed influences of culture andemiht cultures to economy, enterprise performaane
Cross-border M&A integration from different viewséh layers, which possesses certain theoreticatarefe
meanings for us to further study this problem.

However, above researches have some obvious disagdes. First, researches on influences of enserptilture to
enterprise management performance are more thamenmcks of national culture to enterprise managémen
performance. Second, the research on “dual differelures” still stays on the strategic layer #acks theoretical
depth. Third, the review of “dual different cultgfa@ntegration performance lacks quantitive modgliesearches.
Therefore, this article attempts to exert the coratimethods of theoretical analysis and modelindigouss the
integration performance of “dual different culturasd cooperative effect mechanism.

3. Establishment and analysis of “dual different cultures” ntegration performance model
3.1 Cultural integration performance model of Chinese corporatesvosder M&A

The success of Cross-border M&A and integratioteisided by whether “new” enterprise after CrosdboiM&A
integration obtains profits and how much profitsah obtain, i.e. whether the profit maximizatidrCooss-border
management can be realized. However, the profitimiaation of Cross-border M&A must be influenced by
trans-cultural integration performance. Supposingt tunder Cross-border management conditions, tiltteral

factor vector devoted by the enterpris€is{x,A ,x, }, WhereX represents the ith sort of cultural factor, arel th

national culture and enterprise culture are caléqQ for short. The cooperative effect vector of grégion
isY={y,A,vy,} wherey, = f {x,A ,x}, j =12,A ,n. So the cultural integration performance functérChinese

enterprise Cross-border M&A can be defined as:
zZ= Z{Qy yMlyA yMnlerA 1Qm)=zijj _ZQiXi =ZMJ fJ(leA 1Xm)_ZQiX1' (1)
j=1 i=1 j=1 i=1

WhereMj is the integration performance index of the jtint ©6 devoted factor of national culture, dhdis the
integration performance index of the ith sort ofated factor of enterprise culture.

In the culture integration of Chinese enterprisesSrborder M&A, except for two variables, natiooalture and
enterprise culture which influence enterprise irdéign function, there are other factors to infloerintegration
function which is called parameter. Supposing th& parameter of national cultureMs andae A, and the

parameter of enterprise cuItureQi; andp < B. The change directions, values and time of thesarmpeters change

at random, which influences cooperative effect mggration through influencing the deployment ofeeprise
cultural integration factors. Therefore, thesesapaaters are risk factors in fact, which will fulbfluence cultural
integration cooperative effect of Chinese entegp@isoss-border M&A. So its relation function is:

P=0(%,Q.,y;,M;,M_,Q,iicJacA feB,yen) )
Where,)(i =X1(Qi1Ma1Qp)'Qi =Qi(Ma1Qp)' yi = fi(MjrxirMaiQp)' andv'j = Mj(MaiQp)'
(M,.Q,)eMQ is the random variable of national culture and enteeprulture, i.e. risk factors. The integration

function (2) of the “New” enterprise denotes the cualtuntegration situation of enterprise. Whgen 0, it denotes
good cultural integration performance of the “new” enisgand the integration is successful. Wherp, it
denotes bad cultural integration and the “new” enisepwill face failing integration. Whep=0, it denotes the
“new” cultural integration is on the balanced point. Adiag to the integration function of the “new” enterprigg
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the cultural integration performance of the enterpiss® select the value of cultural factor variakleand make
the integration functiop realize its maximization under the condition that tlagameter variablema,Qﬂ are

ﬁxed’ i'e'rna')((p()(i lQi ; yj ) M i ; M alQﬂ) and

x=%x(Q. M, Q)

yi =¥ (M, X, M, Q)
M;=M;(M,,Qy)
Q=Q(M,,Q)
M,.Q, € MQ

When the cultural integration cooperative effects fiamcbf Chinese enterprise Cross-border M&A is condéidn
several questions should be noticed. First, regulateddiiaition of cultural integration function of Chinese
enterprise Cross-border M&A. Wherx 0, the integration is successful, and when < 0, the integration is failing,

and the integration time is longer, the probability aifure is higher. When the cultural integration functiof
Chinese enterprise Cross-border M&A acquires maximizativere may be max> 0, Orgp,.. <0. Therefore,

when we judge that the M&A integration of Chinese mrise can not be successful, i.e. it may be failing,
P <0Should be treated as a sort of long-term tendencyn8etioe maximization g may be not only one but

many, and we should the maximal one when we use itd;Ttiie solution of the cultural integration model of
Chinese Cross-border M&Axi=x(Q,M,M,,Q)) is the function of national cultural factor integration

performancmj, enterprise cultural factor integration performagceand variablema,Qﬂ, when the integration
function achieves the maximizatign_ .

3.2 Measurement of cultural integration cooperative effect afi€da corporate Cross-border M&A

Integration and cooperation are two sorts of actiontexkigogether after two different enterprises merges.
Integration is the management process that two or alesgstems are integrated into one system under rcertai
mechanism. And the cooperative effect is the sitnatiat different factors or parts produce one sort ofipielt
effects through cooperative actions and mutual harmonigsr dthe governance and driver of certain mechanism in
one system. In the above paragraphs, we discuss themniguohof Cross-border cultural integration performarfce o
Chinese enterprise, and based on that, to further dgratthe trans-cultural integration performanceneed to
further study the structure and performance of its aatiwe mechanism.

Supposing that the cultural integration function of Chénasterprise after Cross-border M&A is

o) =dix .Q©).y; .M, ©.DM,0).DQ 0).1, €)., (0, BZH,ZYE), XTO, M) QU] @3)
WhereBz(t) is the M&A strategic variablgy(t) is the integration restriction variabbeT (t) is the cooperative
effect variableMw(t) is the national cultural variabi@w(t) is the enterprise cultural variabigm (t) anddQ,

are the parameter variables of national culture enterprise culture. In the Cross-border M&A of dse
enterprise, the cultural advantage of Chinese priser is denoted as du, and the cultural advantégsbjective
enterprise is denoted as dv. So the value of tharaliintegration cooperative effect function dfi@ese enterprise
is

O[x, Q" (1), y; (1),M7] (1), DM (t), DQj (1), uy (1), v, (1), BZ (1), ZY(1), XT (), MW" (1), QW ()] = D ., (4)
and the cooperative effect value produced by calltategration after M&A through other exterior tacs is
DM (t), ADM, (t); DQj (1), ADQ, (1) -
Supposing that cultural integration cooperativedff Chinese enterprise Cross-border M&A is
Ox, Q7 (1), y; (1), M{ (t), DM (t), DQj (1), uy (1), v, (1), BZ' (1), ZY(t), XT " (t), MW’ (1), QW ()] = D ., ®)

solve complete differential coefficient to variable equation (5), we have

a_(/f(aldQ+a_X dc+a_x du+a_x dma_x dy
ox 0Q oc ou oD ov
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22 Y e Y g gp 2V g,
oy oM e T ou M ap Ty

+@ dx*) =0- (6)
OX
Where, dc is the cultural integration cooperatiffeat vector, du is the cultural advantage changstor of Chinese

enterprises, dv is the cultural advantage changewef objective enterprise, dD is the exteriartéa change vector,
dM is the national cultural factor change vectod @Q is the enterprise cultural factor changeorect

dx*=aidM+a—x dc+a du+a—x dbu-a—x dw0
Supposing thaﬁ{’ £0, ‘l{’ 0, SO oM oc ou oD ov @)
OX oy
ay =Y 40+ Y 46w ap 2 geo
,and oQ oc ou oD ov (8)
, and we can get
X e+ X gu=— (— v+ 2% g 2% gy
oc ou oD ov
%dc ay du——( o|Q+ay dD+-ay dy
9)
, and the matrix form is
Ao XN %dM Zédu ‘Z—x dM  dQ
oc o Lu}— o a*" dD dD
Yo, N Y o Yo Dyl |av av
oc ou oQ ob ov (10)
X X ox x|
Iflac ou|,q |oc ou| exists, so
oc  adu oc  adu
* « -1 * * *
W | XXX\ rgm dQ
I e B PR P
N WYYy, gy
oc  du 0Q oD ov (11)

In equation (11), dM represents the national cultural fatange vector, dQ is the enterprise cultural factorgdan
vector, and both will be influenced by dD and dV, i.e. thwtural integration cooperative effect of Chinese
enterprise Cross-border M&A is influenced by not onky ititegration time, but also enterprise interior aneraxt
environment, conditional attributive variables and seltural advantage variables.

4. Conclusions and policy meanings

Through above theoretical analysis and model inductioremygrically study the cultural integration performance
and cooperative effect mechanism of Chinese enserfitioss-border M&A and can obtain following conclusions
and policy meanings.

4.1 Conclusions

4.1.1 The transfer and innovation of “dual different cel#lirdecide the Cross-border culture possesses the
characters of obstacle and integration.

The transfer and innovation of “dual different culturestide the Cross-border culture possesses the charafters o
obstacle and integration. These special “traditioris potential values” are difficult to be exchanged and siradlat
Even if other enterprises realize their values, tteay not simply copy them, because they have no béstaical
developmental approach and system environment (Barney,. IB®drefore, they usually compose core specialty
and skill resource of enterprise, and become the baisier of sustainable development for enterprise (Bart#86

& 1991). According to Heskett, Morosini, Shane and Singih‘gigcal investigation, cultural difference can
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enhance the performance of Cross-border M&A. At theestimme, it also needs to enhance its own survival aan
spread speed and range and keep its own powerful statusdontimeunication with different cultures. So in the
cultural integration of Cross-border M&A, Chinese entegsbouldn’t only see the obstacle of “dual different
culture”, but should see its interior character of intigna study the method of integration, strengthen theep of
integration and strive for maximum cooperative effect

4.1.2 The emphasis and difficulty of “dual different cultiiraa® the integration of national culture.

Though the enterprise culture is limited by the nationauceytbut under the condition of market economy, their
communications are stronger. Enterprises in the envieahf any country and system all develop their ecocam
activities with benefit maximization, and their maragat concepts, action regulations, management pattens ar
almost same. Therefore, the cultural integration ofedbffit enterprises is easier. But the national cultsire
influenced by variables such as local politics, ideologg accumulated time, and composes its own system, and
especially the value view possesses special and excklswacters. So the “potential values” should be intedra
and transformed into the “notable” value of enterpnismagement in the integration of the Cross-border M&A.

4.1.3 The cooperative effect of Cross-border cultutienised by the attributive variables such as time, eninent
and conditions.

The integration performance and cooperative effect of “diffdrent cultures” are not only decided by the function
exertions of integration nature, integration mode, integratondition matching and leading culture of main
merging enterprise, but influenced by attributive varialdech as time value of integration, exterior environment
and so on. Under certain condition, the integration tivilebecome the main variable to influence the indtgn
performance and cooperative effect.

4.2 Policy meanings

According to Mirvis and Marks’s opinion, in Cross-bordemagement, the integration of enterprise culture should
solve three problems including emphasizing both culturesfiroing both cultures and promoting mutual
adaptation. In the Cross-border cultural integration, €@renterprises should bring world culture into theibajlo
management strategy with open heart and world view. Sheuld highly emphasize the difference of enterprise
leaders between Chinese enterprises with western devaehbpmountries and developing countries in the cultural
aspects such as style, accomplishment, enterprise mamdgerode, business pattern, human resource, salary
appraisement, award and punishment system and human rdlatiioa.process of integration, we should strengthen
opening and cooperation, reduce and decrease the driumgbeatd system construction of collectivism and
uncertainty, fully develop Cross-border cultural trainingatifemployees, and establish high effective feedback
system to effectively control Cross-border cultural ngamaent.
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Abstract

Prior research has primarily viewed firms as autongmentities striving for competitive advantage from eithe
external industry sources or from internal resources capabilities. However, the networks of relationships in
which firms are embedded profoundly influence their condartl performance. This paper developed a
comprehensive theoretical framework to explore knowledgeagement business practices among SMEs. Drawing
on resources-based theories, the relational-based, viedustry structure and ecosystem theories about emufc
competitive advantage, this paper presents the orgamahiinowledge network of the SMEs in high-tech industry,
and analyses the approaches through which SMEs cae caapetitive advantages on knowledge-based review
(KBV).

Keywords: Knowledge networks, Knowledge management, SMEs, Comgetitivantage
1. Introduction

There is increasing consensus among academic schubéics; makers, and industry practitioners alike that the
present and future secret of business survival and prtysjesiin strategic partnering and co-opeting succegsfull
rather outright competition. In various countries, it carsben that originally independent enterprises have merged
to or cooperate in order to provide integrated products emvitss. This is particularly so in knowledge-inteesiv
highly complex, and dynamic environments such as all highnology industries (semiconductors, aerospace,
software, telecommunications, etc.), where collaimgato compete in knowledge generation and exchange has
become so pervasive it often hard to notice havingrbecthe standard modus operandi (from cross-licensing
agreements to strategic complement in products and sgyvivhen knowledge is used as a medium of sharing and
exchange as well as a tool for competition, it can eragbositive-sum environment where firms are rewarded fo
coordinated and simultaneous cooperative and competitiegioreships at multiple levels of the business
environment.

Knowledge has certain characteristics that distinguistoiih fother media of exchange, such as financial capital or
physical capital (eg. land). Knowledge can be transidoetween firms or individuals, like other forms of cumen
But unlike money or land, knowledge once transferred helsl by both the donor and the recipient. Hence,
knowledge is not transferred in a formal, linear seitsis; shared and also transformed while being feared,
becoming more valuable through incorporating the lesie@meed during, after, and possibly even in anticipaifon
the knowledge transfer process.The advent of integiated information technology such as intranets, exsanet
and intelligent agents has contributed significantly taribeeased interest in knowledge management.

Interest in the area of knowledge management (KM) hasrmgdoamatically over the last decade. In particular, KM
has become the focal point for debates on mechanisfasilitate firms acquiring greater competitive edge ie th
emerging global information economy. In these debatdism’s competitive advantage is considered to resoith fr

its unique knowledge and how it manages that knowledge. dtdngued that in the post-industrial global
information economy it is “knowledge” that will replanatural resources, capital and labor as the basian@so
from which to generate economic wealth. In studying kiM, dominant perspective adopted by writers from with
the management and information system (1S) literatureferred to as knowledge based view (KBV). The Kizig
itself been derived from the resource based view (RBV3$ources of competitive advantage developed within the
strategic management literature. Both the KBV and RBpr@aches have relied almost exclusively on research
conducted on large organizations. The question of how fiespecially the SMEs achieve these co-opetitive galue
have received less attention, while it is important.

In this paper we try to provide a conceptual framewark@v SMEs in high-technology build their organizational
knowledge management network and get competitive advantagehhtouibis framework can be perceived in its
totality as an organizational knowledge netwavith both real and virtual components at the individustka-,
inter-organizational, industrial and ecosystem levdlee organizational knowledge management network in
guestion relies both on knowledge and meta-knowledgeyawlkdge about the knowledge within the network.
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2. The Organizational knowledge (OK) network

Recognizing that some rivals may at times functioteagporary allies in a competitive situation, Brandenhurge
and Nalebuff (1996) developped a framework which they called‘talue net” for analyzing the structure of a
firm’s market and competitive situation. The value net hwo axes: one which represents the vertical flow of
Porter’s value chain from suppliers through the firm tocitstomers; and one which represents the horizontal
dimension of interaction between pure rivals competao rivals with whom a firm can form alliances for mlitua
gain termed complementors. Carayannis and Alexander (1999) edopoframework that may help us better
comprehend and manage this emerging form of organizatalled the “bull’'s eye” model, which outlines an
extended network of co-opetitive relationships linking fine to its environment at the market, political, and
ecosystem levels. It showed how a dynamic approaclhd loasknowledge, learning and coopetition enables firms to
adjust to complex changes at all these levels. Clarkdamr (2004) highlight potential limitations to the RBV of
KM and present a conceptual model that maybe deployed bys S#i&wing on strategic management theories of
relational and industry-based sources of competitiverddga.

Based on these works, we present the model of theorletwio be used for SMEs in order to get competitive
advantages. The set of intelligent that would constituteb#foikbone of the OK net lies in different levels of the
network. In the firm-level, it is the enterprise’alwable and unique resources knowledge-related that athg toost
imitate, which have been studied by RBV and KBV. Inittier-firm level, it is the inter-firm linkages, whidsuild
between the competitors, the suppliers, the complemgnémd the customers. These collaborations involve
substantial knowledge exchanges and the combination of eoraptary resources or capabilities, which have been
studied by relational-based view. In the industry levels ithie industry structure whose characters may include
relative bargaining power, barriers to entry, lowering ewsl tying in supplier and customers. The studies in this
field are relative few. In the ecosystem level, ithis political and social capitals through enterprismdd capture
significantly larger private and social rates of retin an economically and enviromentally sustainable manne
which has been studied recently.

This model would comprise subscribing agents that would niaddvidual competences and research interests with
upcoming conferences, trade conventions, product annoemte and other external events, scheduling agents that
would match individual's schedules to facilitate meetiithege as residents or visitors, research enhancing agents
that would inform researchers of announced request fampopals, publications, and conferences,
Government-University-Industry partnerships agents that wadble collaborations across academia, government,
and industry, etc. This model may help capture more fafig clearly the dynamics, nature, and potential of
co-opetitive, knowledge-driven linkages among profit amd-for-profit, private and public, research, policy
analysis and education-focused institutions. The OK neatdnuoe flexible and adaptive, endowed with the capacity
to learn, learn how-to-learn, and learn to learn-howetod from system users and stakeholders, team and
organization customers, suppliers, complementors, and tibtonpen a co-opetitive manner through explicit and
tacit, active and passive interactions (questionnaingsligent agent performance gauged, compared, and regorde
tracking of the evolutionary paths of user profiles andepeaces, etc.).

3. Approaches to competitive advantage in-house

In order to develop and maintain a strong competitive iposit is important for an organization to have adequate
knowledge available. As Powell (1998) states: “ the capmbilities of organizations are based increasingly on
knowledge-seeking and knowledge-creation”. Knowledge-basedraes generally refer to ways in which more
tangible input resources are manipulated and transfororesdit value.

The high-technology industry is the representative of amgele of knowledge-based industry with its main
function being research and development and its primast &ging its intellectual property (IP). IP, in peutar
patents and trade secrets, has become a key elementmpktdmn in all high-technology industries. Its
product-development process (from research activity tonwentialization) is very long, research intensive and
protracted. This situation demands a particular collectiorsgiurces and competencies (finance, knowledge assets,
commercial skills) that usually isolate firms do not haeenpletely. The Chinese high-tech industry is small by
international standards. In this market, there ar@sinte government officials, along with a lack of codifiedida
well-developed rules, and commercial conventions, altwth add to the expenses for firms operating in China
compared with the market in developed countries. The SkiHsis industry exhibit distinct characteristics that
differentiate them from conventional SMEs. These attaristics include: (1) No or little resource povel3)
Highly specialized and skilled workforce aware of the ingot of IT/IP; (3) Tendency to have explicit strategies,
with particular foci on the strategic management of HesE business plans are frequently the only way thse the
start-up SMESs gain access to finance.
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In terms of KM strategies, it is evident that a higthtéirm’s scientific knowledge base forms a criticaing@nent

of its competitive positiorlP, especially the high level workers and the patentg hecome a key element of
competition in high —technology industries. High-tesim§ are noted for their high level of intellectualriyathe
nature of the work is often cutting edge or a “fresh fribra lab” approach. High-tech employees are highly
educated, many with advanced degrees in science, engmearicomputers. SMESs in these industries have a large
proportion of their assets tied up in intellectual humasetsas ie., they often don't own much in the way of
equipment or property.

Three characteristics stand out from work describing tlgb-téch workers: high level of education, a strong
preference for independence, and a professional orientatiioer than an organization focus. Zucker (1994) found
that star scientists are the limiting factor in tbarfding of biotech enterprises near universities. Tleegmce of
highly educated people is common to high-technology industry.

Knowledge is a higher order concept than either datafornmation. People who are knowledgeable not only
possess certain information itself but also the tgbib integrate and frame the information at hand withie
context of their experience, expertise, and judgment. Tiaysdan apply their knowledge in sophisticated fashion
or even create new knowledge. Similar reasoning cappked to organizational knowledge. At the same titne, i
stem from the people working in the organization.

The management of knowledge is complex because of the tigtirbetween tacit and documented knowledge.
When knowledge is documented, an individual can learn byistmigrocedure. With tacit knowledge, there is a
need to learn as apprentice by imitating observed behafimne or more masters in a community of practice. |
small and medium firms, knowledge tends to remain tdtits enables these firms to be flexible and to offer
relatively high level of motivation. Small, but intévedy cooperative firms, can, in this fashion, out perfdanger,
merged institutions.

Patents have become another key element of competitibigh-technology industries because they are the most
tangible IP resources available and provide the gestriegal protection. The use of patents can be extendexddey
the initial intentions of preventing competitors fronpgimg a firm’s innovations. Knowledge-intensive industrie
are generating attractive revenue streams through iletiseir technology patents. As with other organizationa
resources, it is increasingly common practice for ditmconduct audits, analysis and even patent mining. ldigrh-t
firms employ these techniques to ensure they havedneeéd operate in the global markets, to identify patéots
which the firm can obtain revenue, and to stimulatedinelopment of new ideas. A firm's potential earnings$ an
competitive prospects are often evaluated on the bbisssIB capabilities. Furthermore, small high-tecimé often

rely on patent as evident of their expertise to attesgarch partners or investment.

The adoption of KBV and resource-based view (RBV) approacheh as core competencies, offers much to
high-tech SMEs in developing IP strategies. IP formsthe of a high-tech firms start-up. For many of tHeses,

as they have no product to market, their IP is the wm@ly they are able to acquire finance. R&D priorities a
determined by the strength of patesrisl high-tech business plans seek to optimize IP assettijpht The adoption

of RBV approaches to manage IP assists high-tech SMiles/gloping their strategic direction.

4. Approaches to competitive advantage inter-firms

Additionally, focusing on their core competencies, orgditiza seem to have grown more dependent on each other.
In particular, they are dependent on each other’'s knowladgecapabilities. Because organizations are more
knowledge intensive and dependent on each other, an imparégnto survive is through co-operation. The
relational-based view developed in parallel with the RBKe relational view refers to competitive advantage
sourced through idiosyncratic inter-firm linkages, advgatahich cannot be generated by either firm in isafatio
but only through collaboration. These collaboration®lve substantial knowledge exchange and the combination
of complementary resources or capabilities. This endibies to create unique products, services and technslogie
and lower transaction cost compared to their competitors

Much research has studied knowledge sharing and learning iance, focused on organizational and
inter-organizational learning, especially from a strat@gicspective. That means enterprises can build competitive
advantages through inter-firm network by knowledge sharindesarding.

Industries intensive in technological knowledge usuallyraptivated to develop alliance with related agents. The

need for rapid new product development often precludes ihtéewalopment of critical technologies, evaluating

the attractiveness of external technology acquisitiomesgns of alliance among other methods. The high aumb

of alliance and extent of industrial clustering occurdinitthe high-tech industry is evidence of prominence the

competitive advantage inter-firms. High-tech industry isomplex and multidisciplinary process requiring new

ventures to access a broad range of knowledge. Knowledgmeumulated both through internal development and
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assimilation of external knowledge. Collaborative ietaghips help to access, survey and exploit emerging
technological opportunities, because inter-firm coop@nafccelerates the rate of technological innovatiod an

firms can compete more effectively in high-speed learriiwgs. So SMESs in high-tech industry usually keep close
lies with universities, venture capitalists and esérs, building upstream and down stream linkages. Someschol

have demonstrated that a biotechnology firm’'s intertadksof knowledge as well as its ability to access new,
external knowledge flows contribute equally to a firm'scass.

Recent alliance research has highlighted the existemckimportance, of interpersonal relationships and tnust i
alliance or exchange situations. This work develop theomaif relational capital, which refers to the level of
mutual trust, respect, and friendship that arises outasfecinteraction at the individual level between alliances
partners. The relational capital can help companiesssfidly balance the acquisition of new capabilities wie
protection of existing propriety assets in alliandgiaions. Relation capital, which is seen so importarthat
dyadic level in alliance, can be equally important indtvetext of alliance networks.

The utilization of the acquired knowledge requires thesfiex of routines in addition to the codified knowledge. In
this instance, it was seen that only collaborationesearch was able to provide the access to the kdgevidnat
could confer competitive advantage.

Alliances and inter-firm relationship are used to canfiens to both the information and capabilitiecessary to
support them through costly patents races and time-consymuidgct development and testing. Vertical alliances,
more so than horizontal alliances, provide firms witbess to scientific input and research knowledge. Allence
can assist firms in overcoming market-entry barriénstthermore, these external linkages may evolve into
important sources of new product ideas.

Industry clustering is another example of relational viAveluster is a group of firms from the same or ealat
industries located geographically near to each otheol&shpredict that in the cluster should be more inrexat
than others at least two reasons. First, firms & dluster benefit from agglomeration economies sucheasby
suppliers attaining scale, direct observation of cormgrstitand ability to exploit collective knowledge. Sedo
firms in clusters benefit from network-based effeaspecially benefit from social interaction. Clustering
high-tech industry is a trend occurring worldwide and asgjisttart-up in overcoming geographic isolation. These
clusters include research geographic organizations, compan@sed in development and application of high
technology, companies providing specialized input, equiparahtservices, and supporting legal, financial, business
services organizations. Powell (198®8)nd that in the biotechnology industry innovation wesuit of networks,
not individual firms. Therefore, it was concluded that Higth firms are competitive disadvantaged if they are
unable to create or be positioned in these learning nietwor

5. Approaches to competitive advantage through industry sticture

Rather than conforming to the environments, high-teldgydSMESs in China have found they may need to develop
and promote new explanations to what can be accepteth witisting environments. This can entail aggressive
promotions of business, its technology, or its procesduceregulatory bodies and policymakers, including its
contribution to society in general. Many environmerstain formal gatekeepers and institutions that lamitess.
Cultural legitimacy can be established in the selectedtaamaent if the enterprise enters a setting where the
certification already possessed is seen as appropriatediéated.

Industry structure competitive advantage was the dominewtim 1980s and refers to the competitive advantage an
organization acquires through its participation in an inglusith favorable characteristics. Associated with the
work of Porter (1998), characteristics may include retabigrgaining power, barriers to entry, lowering cost and
tying in suppliers and customers. The focus of this persgeatis primarily been the favorable industry structure.

High-tech SMEs can adopt Portaridustry structure model strategies in varying forms. Thaybe develop strong
patent portfolios to use as bargaining power in crossiiing agreements. A quality of portfolio is a powerfuete

in negotiating required technology. Tying in customers suqplies is achieved through supply-chain linkages, in
particular vertical linkages with upstream/downstream cornega Furthermore, these linkages can help lower.costs
For example, upstream linkages are a way to acquire acckeswledge without having to hire a large and costly
staff of scientists. Downstream linkages highlight svay commercialize a product without having to invest i
costly assets distribution networks, marketing departmengsles forces. However, the most dominant source of
industry structure competitive advantage is creating bareentry through the formulation of patent blocks. Reid
(2001) suggests that blocking rivals (barrier to entry), beynotivation for firms to enter into inter-firm altiees,

a form of relational advantage.

A number of high-tech firms use their IP, especiallyepts, to create blocks to further R&D in specific areas
Although patenting is necessary to ensure that companéeable to recoup substantial research and development
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expenditure, some trends in IP management are resulting wrdhtion of barriers to entry. Blocking patentseri
where the excise of one patent would infringe the claih@other. Patent blocks further downstream. Giveh tha
most biotechnology firms are downstream companids, dtear that blocking patents and stacking licenses could
well be a barrier against entry to the high-tech irrgush Australia, this issue of patent blocking is angfigant
issue to SMEs, particularly as non- Australian compaangsinstitutions hold most of the biotechnology patents
granted in Australia (Clarke and Turner, 2004). It is suggdetttat patents held by foreign companies, are for
blocking purposes and will lie dormant. In fact, a study lmhéh (2000) revealed that preventing rivals through
patenting related inventions was the most pervasivevenfuir patenting after prevention of copying.

6. Approaches to competitive advantage through ecosystem

The shortcoming of traditional approaches to strategimagement in high-technology industries can be seen
through the study of government-university-industry strategiagestiips for research and technology development
(GUISP RTDs), such partnerships include the Microebaits Advanced Research Corporation in the United States
the Faraday Partnerships in the United Kingdom, thet Research Centre of the European Union, CANARIE in
Canada, and the Storage Research Consortium in Japafirff@rengaged in knowledge-based competences,
collaborations involving GUISP RTDs occupy a centodé in developing new core competences in the firm,imnd
fostering better understanding about the managementfler, co-opetitive inter-organizational arrangements.

A comprehensive theory of strategic management musessldiot only the sources of a firm’s existing competitive
advantage, but also how firms change their positioniveléd their competitors. In the view of Teece ef1897),
firms increase their competitiveness by deploying dynamagi@bilities. “... The term capabilities emphasize the ke
role of strategic management in appropriately adaptinggrimieg, and reconfiguring internal and external
organizational skills, resources, and functional coempets to match the requirement of a changing environment”.
Therefore, a critical dynamic capability for any fgris its capacity to learn how to manage its relatigusshiith
other players and thus architect intelligent orgaropati interfaces across the spectrum of R&D performers,
including government, university, and industry entities.

Conclusion

The high-technology industry is the representative afxample of knowledge-based industry. How can the SMEs
in this industry capture the competitive advantages, espetial Chinese high-tech firms? By reconfigure the
co-opetitive networks, this paper extend the research dieltknowledge management. Drawing on adding the
inter-firm level, the industry level, and the ecosystlevel analysis, we propose that SMEs competitiveradgas

in high-tech industry can seek competitive advantage througpédtsal knowledge-related resources such as the IP,
high level of employee; through inter-firm collaboration, tsstrategic alliances and clustering; through industry
structure, such as creating barriers to entry the matiweugh ecosystem, such as its political capitalssacthl
capitals which match the requirement.
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Abstract

Qualitative analysis is often reported as an intuitper,sonal journey for the researcher. In this case, gtiradit
research texts are long on discussions of data colleatidmesearch experiences but short on analysis. This paper
aims to reduce the tension in the qualitative analysidopting a decision making trail that is proposed by Clarke
(1999). The reason behind this is that a decision trail goegide a clear and agreed analysis processes in
gualitative analysis. The case that is utilised to aehtbe aims of this paper is that the impact of nabilities
(cognitive-skills, self-knowledge, emotional resiliencel gersonal drive) in the externalisation and sharfrtgait
knowledge. It is found that a decision making trail supportptimeiples of academic rigour in qualitative research.

Keywords: Qualitative Analysis, Hermeneutic, Analysis Decisiomaill Meta-Abilities, Tacit Knowledge
Externalisation

1. Introduction

Qualitative research approaches are designed to hedarobers understand people and the social and cultural
contexts within which they live (Myers and Avison, 2002). Iheotwords, qualitative researchers seek answers to
guestions that stress how social experience is creategian meaning (ibid). However, this lead to the vibat
gualitative analysis is often reported as an intuitive, gmasjourney for the researcher (Clarke, 1999). In other
words, qualitative analysis lack of clear and agreed sisajyrocesses which can be found in the quantitative
domain. This thinking remains dominant despite the growtlysiEmatic qualitative analysis that is supported by
computer analysis systems (Tesch quoted from Clarke, 1999).

Pollock (1991) summarises how qualitative research textkageon discussions of data collection and research
experiences but short on analysis. Nevertheless,ckin@aledges the contributions of Miles and Huberman (1984)
and Strauss (1987) in the research data analysis. Inceddifie opines that there is a definite need for the
researchers to make explicit the methods that theyoulseititate the management of a large amount of qtiakta
data. Clarke (1999) presents an analysis process with uk&dtions from the analysis trail in order to challenge
Pollock’s (1991) critiques. This paper aims to reduce thearems the qualitative analysis by adopting a decision
making trail that is proposed by Clarke (1999). The reasbint this is that a decision trail does provide a clear
and agreed analysis processes in qualitative analysscage that is utilised to achieve the aims of thpepis that

the impact of meta-abilities (cognitive-skills, selfeiedge, emotional resilience and personal drive) on the
externalisation and sharing of tacit knowledge. Metatadsl in turn are developed through the elements of
understanding organisational goals, internal strengthsafoand informal discussions and rational discourse. The
case is considered appropriate because it is humanistitire.

A theoretical overview of the research questions, stigdjgn, tacit knowledge externalisation and meta-abilities
firstly dealt with. The analysis process and the anatyaisfrom the post-training evidence of respondentsiaee
presented. In the final section, the conclusions and stiggeor further research are dealt with.

2. Research Questions and Study Design

The evidence used to illustrate this paper is taken frdmermeneutic study. To contextualise the evidence it is
useful to consider the research question: “How do we iedhaividuals in the learning-based systems development?
Why use meta-abilities in order to include individualshia kearning-based systems development?”

The research activity consisted of three stages: (1)ystadeling the organisation’s operational backgroundh@) t
implementation of the training programme and (3) datkeaton for the research analysis. After completihg
process of understanding an organisation’s operational backdjrtue process of preparing a training module,
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presentation slides and programme outline were commencedpréparation was undertaken by referring to the
inputs from the literature review and practical experée Thereafter, the training programme was undertakée
premises determined by the involved organisations. Tih&er of training days was limited to six days due to the
policy of the company on industrial training. The partinigaconsisted of 31 engineers and 8 system officers. The
engineers were selected as they were the criticalpgrothe plant; therefore the learning process was esigath

on them. Alternatively, the system officers werkected because they provided a platform to evaluate thacihof

the framework in IS development.

On the final day of the training programme, the resepecticipants constructed a comprehensive 60 days action
plan covering personal development and organisationabehiasues. This formed the basis of the progressarevie
For the progress review, the researcher met thearels participants individually in order to further develbp
elements of understanding organisational roles, iatestrengths, formal and informal discussions and rdtiona
discourse by discussing their achievements on the targetieds. This session normally took more than one hour.
This was due to the need to discuss the level of developmeatepth. Any problems that arose during the
developmental period were discussed and tackled in a faeedaifeeting. This meeting was held at the research
site in one of the meeting rooms. The data collactiommenced one month after the progress reviewosessi
one-month period was given to the participants to ertabla to apply the six competency sets in their dagks.

The thirty-nine participants were invited to engagetwo guided conversations, which were audio-taped and

transcribed. The analysis process was designed and teste in-depth case study. This paper presents part of the
study: the analysis process leading to the generationajdr group categories but is not intended to offer the

complete findings from the research study.

To understand an organisation’s operational backgroundsseaitagement were interviewed. Senior management
were considered to be the most suitable people tontaeviewed because they were more familiar with the
company’s operations. During this stage, a semi-stredtinterview was employed. This was because this approach
allows a great deal of flexibility in asking a pre-detiered set of questions or issues that were related to the
organisation’s operations (Gubrium and Holstein, 2002). Aorimal conversational interview was utilised during
the implementation of the training programme. This isojgecwith the activities of the training programme, \whic
required a spontaneous generation of questions in the niwalf an interaction. This is a strategy similarhatt
adopted by Zuboff (1988). The feedback also provided relevant datuported the research analysis.

For the post-training interview, this research emplayeriopen-ended interview method. Open-ended interviews
consist of a set of open-ended questions carefully wondédiaanged in advance (Gubrium and Holstein, 2002).
This type of interview is appropriate for this resealmtause the researcher wanted to collect detailed data
systematically and facilitate comparability amongraspondents (ibid). The researcher also undertoolc@ande
open-ended interview session, which was undertaken foukswadeer the first interview session. The aim of the
second open-ended interview session was to explore tmeshaf the first interview in the context of the follogy
guestions: “This is what | am understanding, can | confhis with you?”

3. Analysis Process

This research used the hermeneutics analysis methatieHeutics can be treated as both an underlying philosophy
and a specific mode of analysis (Bleicher, 1980; MyersAaision, 2002). As a philosophical approach to human
understanding, it provides the philosophical groundingritarpretivism. As a mode of analysis, it suggests a way
of understanding textual data.

Hermeneutics is an approach to the analysis of textsttkeases how prior understandings and prejudices shape the
iterative process (Denzin and Lincoln, 1994). Hermenusiqorimarily concerned with the meaning of a text or
text-analogue (an example of a text-analogue is an organisetich the researcher comes to understand through
oral or written text) (Myers, 1997). The basic questiorhémmeneutics is “what is the meaning of this text?”
(Radnitzky, 1970). Taylor (1976) says that:

Interpretation, in the sense relevant to hermeneutics, istampt to make clear, to make sense of an object of study.
This object must, therefore, be a text, or text-analogue, whicdorime way is confused, incomplete, cloudy,
seemingly contradictory — in one way or another, unclear. Theprtation aims to bring to light an underlying
coherence or sense.

The aim of hermeneutic analysis becomes one of tryingake sense of the whole, and the relationship between
people, the organisation and the externalisation andnghafitacit knowledge. For example, when the research
participants mentioned that their meta-abilities werproved, it was learnt that the elements of understanding
organisational roles, internal strengths, formal andrinél discussions and rational discourse could be used to
develop other members’ meta-abilities. To achieve thesfollowing research activities were undertaken.
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From the above discussions, the first process in #mmédmeutics analysis is obtaining a text or text-analogue
(Gadamer, 1976). As noted above, to obtain a text or tetbgue, the researcher undertook interviews,
observations and document reviews. This process irsvblearing and writing the participants’ stories. For galem
when the participants were asked about the impacteotléments of understanding organisational roles, internal
strengths, formal and informal discussions and rationstodirse on the development of meta-abilities, the
researcher recorded their answers using a Dictapiansoon as the aforementioned interviews were conthlete
the recordings were transcribed. The transcription sepited the text that will be analysed in depth. For asalysi
illustrative purposes, the following text is utilised:

From an active communication programme that | promoted in my ueit tife programme, my staff were not
hesitant to meet me for any technical or non-technical assist | tried my best to assist them and if | thought that
it was not under my expertise, | referred them to thet pghson, but still under my supervision. So...yeah...through
asking activities, the work could be undertaken smoothly. Furdrerme should learn from many experts, not only
ones specific to the nature of the problem.

After obtaining the participants’ stories, the reshar interpreted them in order to develop their meanimg T
stories or texts were interpreted by eliciting thenifigant statements that could be detected in them. fgliergi
significant statements was a strategy taken from iZnl§1978) and Van Manen (1990). In other words, the
researcher produced the themes of the collected datairay personal reflection. For example, the significant
statements of the above text are as follows:

(1) Gain confidence to express a problem to the top people
(2) Promote a communication culture in the unit

(3) Remind about late project

(4) Share work-related information actively

After determining the significant statements for rratdities, influencing skills and sharing attitudes, theearcher
developed the generic themes for them. For example, tlegigéimemes for the above significant statementasare
follows:

(1) Highlight an issue in the formal or informal discossi
(2) Interact with others for task improvement

The above generic themes are termed as the firsttlele (Clarke, 1999). This is because this research intended
to further examine the validity of the first level thery using second conversation. From the second interview
session, the researcher was able to learn the thimmg)h dialogue. At this stage, the first level themesew
presented to the research participants to validate tHigbiliéy and relevancy. For example, the theme that th
participants interacted with others for task improvemeas presented to the participants and they were asked
whether the developed theme was relevant or not.

As was practised in the first interview, the resporiisaa the participants were tape-recorded. The reseaticbier
transcribed the audio-taped information and transforimerh into text. The researcher then elicited the sogmif
statements that can be detected from the second caiwersext. The themes that are developed from the
significant statements of the second conversatixna® termed as the second level themes (Clarke, 198i8)is
because they are obtained from the second intervieevsimmary of this process is illustrated in TablericeGhe
second level themes were identified, the researchetapedethe generic themes that represent the first amhde
level themes. In this case, the researcher identifieddmmon concepts that were shared by both themes. As this
category represented one participant, it is termed aglamndinal category (ibid).

In the search for the categories, however, Frank (1988)suggests that categories “are not an end in thezsielv
rather they show the willingness of the researchéstay tuned” to the participants and they also a&résearcher
to “observe how they adapt and transform new situatieirs/enting the meaning of their activities and lives.

The completion of determining individual categories idofeed by the construction of major categories. This
process involves the incorporation of several individtskegories into the major category (Clarke, 1999). The
example for the construction of s major category froenttinee individual categories is illustrated in Table 2.

The major category becomes the basis for the resrardb reflect and consequently validate the thealetic
information that is obtained in the literature reviedhe way in which the above analysis activities eetat each
other are illustrated in Figure 1.
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4. The Analysis Trail from the Post-Training Evidenceof Respondents

As noted above, there were 39 respondents, which result€® itranscriptions (texts) from their one-guided
conversations. A total of 461 pages of A4 transcriptioaewenerated, which represented approximately 100 hours
of respondent-researcher contact time (including Hieitrg programme).

It is not possible to offer a trail of all the respes in detail. This is because it will lengthen this paper
illustrative purposes, a brief story of the impactshaf programme on one person, identified as Mr. Yaakop, is
presented to allow the reader to appreciate the std@pproach taken. He was 40 years old and had more than 15
years of experiences in the field of engineering.

Examples of the text are given to illustrate each stagieeoprocess. Every attempt is made to explicatentipagt
trail, such that the readers can appreciate how intrirsdues are challenging when reporting a linear approach.

4.1 Hearing and Writing the Story

As mentioned in section 3, the first stage of the hegutic analysis process of this research is hearingvetidg

the story. To undertake this process, each audio-recami®ecbrsation was transcribed to gain a sense of each
respondent’s story. These actions encourage entry thitdvermeneutic circle properly” (Bleicher, 1980). Tigis
further enhanced through writing the story in one’'s owmd&as it encourages a deeper engagement with the
research. It also enables researchers to further aaigréheir own prejudices. The written story needmdtude
personal reflections of the event to illuminate tkpegience and re-capture the conversation. The grjtitocess
offers an act of projection; that is, the gaining of asseof the whole before the detailed analysis, whigbles
further reflection, assimilation and questioning (Clarka99). Anticipation of the whole may well occur befiris
reached but analysing the parts permits checking thadiceg of the whole. The summary of the written storie
follows.

4.1.1 The Story of Mr. Yaakop
4.1.1.1 The Story prior to Engaging with Mr. Yaakop

Before a visit to the research sites for the dali@ation, the researcher called the appointed liaisothfe research.

The liaison was the company’s training officer. Traslbns were the same people who assisted in organising the
training programme. The researcher requested the maifficers to arrange a meeting with all the resporelekit

the research sites, the researcher was given a mamdertake the interview session. The researched abke
training officer to ask the respondents to come toirtkerview room. This process was undertaken by using a
telephone to ensure that the respondents were prepardteforeeting and could be met at a specified time and
without disturbing their daily activities.

4.1.1.2 The First Guided Conversation

When Mr. Yaakop came to the room, the researchetegtddém and asked him to have a seat. The response that
was received from Mr. Yaakop was very encouraging, vilyesewarm and friendly welcome to the researcher or
his facilitator was provided. Normally, the first 1015 minutes were spent discussing the personal affads a
experiences of the study. This was to create a warmoemvent of mutual respect and trust.

Thereafter, the researcher explained the purpose ©fdkearch, which was to conduct interviews regardiag th
impact of the training programme on his daily activitiés. Yaakop was eager to begin narrating his storyerAdt

hot drink was served, the researcher and Mr. Yaakop begarathation process. Before the conversations began,
the researcher informed Mr. Yaakop that the conversatas being tape recorded. While the tape recorder was on,
the researcher and Mr. Yaakop began to settle into acsation. For example, the researcher said that fthefa

this interview is to obtain the information regardihg impact of the training programme on the daily cjpana.

For your information, the interview is being tape recdrdéowever, the information is highly confidential and, fo
the research purposes only, could you please share witherimpact of the programme on the development of
cognitive skills?” Combined with hand signals, body laage and researcher’'s anticipatory or retrospective
interjections of words of encouragement for the respaisde accept or reject, both parties progressed fdrvirar
example, Mr. Yaakop said “I am not very happy with my managée researcher then stopped the conversation
by raising his hand and asked the participant to elabdkéteat are the factors that make you feel dissatisfeh

your manager?” Mr. Yaakop elaborated by giving the fadtisat make him dissatisfied with the manager, such as
one-way communication, unfair performance evaluationcginers.

Based on the responses, the interview sessions tdelisaffour weeks to complete. In average, each intetaek
around two hours. However, there were instances wheresiearcher needed to visit the research sites agam.
was to meet the respondents who could not be inteedesuring the first visit. The respondents told th&irys

with laughter, determination, patience and humour. Mmoigortantly, it was an open, direct account. For example,
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Mr. Yaakop said: “My subordinates bypass me and report ljirecthe boss. This was very annoying.” Then the
researcher replied: “I face the same problem invibekplace. My research group members did not infornr thei
problems to me. Instead, they expressed their prollerasmeone else and this tarnished my image. However, |
calmed down and had a meeting with them to resolvéstue. So this scenario is normal in the workplaBg.”
conducting an open, direct account interview sessioih, fatties progressed forward. Mr. Yaakop’s story is dealt
with in the following subsection.

4.1.1.3 Mr. Yaakop’s Story

The first time the researcher met Mr. Yaakop, he vesg happy and eager to be interviewed. He was notHike t
other respondents that had been met before. Aftenavnice chat with him, the researcher began to ask #ie
impact of the programme on his daily activities. Tingt find foremost aspect that he highlighted was thidemrce

to talk to or communicate with others. According tmhbefore the programme he was very shy and timidread

no interest in interacting with others. In other woras,just did his own work. However, after the programme he
gained the willingness and confidence to interact witlers and started to participate in the department’sitaesiv
This was evident from the following text:

“Before the course, | was reluctant to talk to anybody in thekplace. But after the course, | had the
self-confidence to talk to everybody. | admitted to myselfinhahatever condition | have to talk and express my
views. Without communicating with the others, the organisatiasklcannot be undertaken easily. In the beginning,
| was quite nervous. But it is improving day by day. | shareddéasiin the training module with my staff and
colleagues. The elements that were discussed in the progransiateéisme with improving my communication
skills. By talking to others, | began delegating tasks and pensgauthers to follow my way more effectively. All
this really helped me in coordinating organisational tasks in my uhé.r&sponses from my staff were so positive
and everybody started to work together. The values that were dsliactuided good perception to others,
self-confidence, best practice application and others. Ewelyinust put an effort in improving his knowledge and
skills.”

In addition, Mr. Yaakop said that he experienced a profound afaweint of the ability to consider a range of
options in his own behaviour and to make better judgementhatfto do. These skills allow him to use other skills
and knowledge more flexibly. The ability to communécatith others enabled Mr. Yaakop to improve his decision
making skills. Before the programme he was afraitheking decisions due to the risk of making mistakess Th
was based on this statement: “Before the course,natidlnow how to solve problems in an effective manneerAf
the course, my mind began to consider planning for the theitapproach to integrate all members in the decision
making process such as through discussion, face-to+faetings, dialogues and meeting with the senior
management. The meeting discussed the problems, the#rscand the actions to solve them. In other words, the
course gave me smooth guidance on how to tackle proliesitaations effectively and efficiently.” This value
according to Mr. Yaakop, resulted in the capability fganise tasks more systematic and efficient.

After the course, Mr. Yaakop was also able to cortimlemotions when dealing with others in the workpldte
largest problem that he faced in the workplace wasothat departments always blamed his department when there
was no electricity. Other departments always saidthieapeople in the instrumentation department did not €io th
jobs. However, during the interview session he said “l alds to control my emotions in whatever situatioresev
encountered in the workplace. In addition, | became mpen dn discussions, where we had to find the best
solution to particular problems.” In this case, afte¥ programme, Mr. Yaakop was able to control his emstby
calming down and tackling the problem through the medifidiscussion. He was also motivated to improve his
knowledge and skills in the electrical services aregr dlfte course. He stated, “When | now get available,tim
read all the mechanical drawings and try to understamd. t8e, when somebody informs me about any machine
breakdown, | can easily determine what part of the digwémould refer to.”

The course also gave Mr. Yaakop valuable inputs on howfeéatieEly manage people and tasks. Before the
programme, he was shy when interacting with otheqseaally with his subordinates and manager. Therefore, his
staff were doing what they only wished to do. For eXamwhen he instructed his staff to repair part A of a
machine first, they just ignored the instructions aedked on part B. This was annoying to Mr. Yaakop. However
the programme gave him the strength to manage his peffgdtively. This was evident from this statement: Bft

the course, | said to myself “How should | manage mif,staprove my relationship with superiors and obtain
good planning?” All these thoughts kept circling in my minss"was stated by Mr. Yaakop, he obtained the feeling
of responsibility to manage his unit properly as a resutieprogramme. By interacting with his subordinates and
manager, Mr Yaakop can determine the best solutions tioydar problems.
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4.2 Hermeneutic Interpretation — Developing Meaning

The hermeneutic interpretation intends to apprecidiat Wwas been understood and learnt through writing a story
(interpretation) and trying to present the entireratare through its parts. This involves identifying clustef
significant statements in relation to the impactha programme on the development of the seven competetsy
and, in turn, its impact on tacit knowledge externaligafidtne outcome is to discover what is being meant, learnt
misunderstood, and then verified with the respondents. Aiqoisy process is paramount before and during the
guided conversations, reading the transcription of tligoarecording and during the writing of respondentgiaso
Questions included: “What am | learning from them?”, “Wta they mean, what are they trying to say?”, “What
are my prejudices in my learning/interpretation?”, “How their stories help me to understand the seven
competency sets, tacit knowledge externalisation anch@ter?”, “Do the themes | have developed reflect the
seven competency sets, tacit knowledge externalisatio@apt] “What is still puzzling me?”

As these questions were considered, certain phrases detamous from the text and offered some answers. The
first elements that need to be understood are the devetbmheneta-abilities (cognitive skills, self-knowledge,
emotional resilience and personal drive). Therefomegtiestions that were posed included: “Could you please share
with me the impact of the learning that you gained afther programme? Are you able to experience the
development of cognitive skills? What is the level dfkrowledge after the programme? How about the impact of
the programme on emotional resilience? What is theadinpf the programme on the development of personal
drive?” For every meta-ability's term, the definitiand examples were provided.

The responses from the research participants were eapeded. The researcher then transcribed the audio-taped
information and transformed them into text. As parthef hermeneutic analysis, the researcher then elitited
significant statements that can be detected from ttie Fer illustrative purposes, this dissertation illustsathe
significant statements that were elicited from thevalmentioned text of Mr. Yaakop. The significant stateseft

the above text are as follows: (1) solve problems doly and (2) receptive to any ideas. The summanhef t
significant statements of the respondents is illustiah the column cognitive skills, self-knowledge, emutio
resilience and personal drive of Table 3.

The themes illustrated in Table 3 show that the respdsidexperienced significant developments in their
meta-abilities. These findings, in turn, show that tdlements of understanding organisational roles, internal
strengths, formal and informal discussion and ratioisalodirse are relevant to develop meta-abilities. Thetigue
that could be raised from these findings is “What aréntipacts of these changes?”

For the purpose of this research, the impact and develdpoheneta-abilities will be linked to influencing skill
sharing attitudes and inquisitive tendencies activifibss is due to the development of meta-abilities thatiited

in individuals implementing significant change within therganisations (Butchest al, 1997). Therefore, after
being questioned about post-training meta-abilitiepardents were asked about their impact on the postrtgaini
influencing skills, sharing attitudes and inquisitiemdencies. Questions included: “What can you say about the
level of influencing skills after the programme? Howrdeta-abilities assist you in improving influencing sl

Do you experience an improvement in the sharing attitudestat programme? What is the role of meta-abilities
in improving your sharing attitudes? How about the llefeinquisitive tendencies after the programme? Do
meta-abilities play an important role in developing your isitjue tendencies?”

The responses from the research participants were eapeded. The researcher then transcribed the audio-taped
information and transformed them into text. As parthef hermeneutic analysis, the researcher then elitited
significant statements that can be detected frometttelh the case of Mr. Yaakop, the following text wataoted:

The course has changed my behaviour from timid to friendly. Befisré was not very sociable. After delegating
the tasks to my subordinates, | would concentrate on my own workaftdutthe course | always met my
subordinates to ask about work progress, problems and internal feeling deawg work burdens. In addition, |

became confident in facing my colleagues in the meeting and ssgmay views if necessary.

The significant statements of the above text areol@afs: (1) gain confidence to undertake formal or infdrma
discussion with others and (2) gain knowledge to impréiltssThe summary of the significant statements of the
respondents is illustrated in the column influencing skdlfgring attitudes and inquisitive tendencies of Table 4.
Once these significant statements were identifiedrabearcher developed the generic themes that reprédsibet a
significant statements. In this case, the reseaditermined the common concepts that were shared bgirtihg
skills, sharing attitudes and inquisitive tendencies. Thim¢his termed as the first level theme (Clarke, 1999% Thi
was because this research intended to further examénealidity of the first level theme by using a second
conversation.
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The interpreted themes (first level theme column dfl§ &) are activities that enable the externalisatiotacit
knowledge through the medium of ideas, actions, reactimthsedlections. However, the validity of the interpreted
themes is questionable, since the respondents’ astiauis be contrary to the researcher’s behaviour ougiegs.
This broadened the researcher’s experience and undengtafdi respondent’s approach to such tacit knowledge
externalisation. This dissonance challenged the resairdo trying to “find common sense between thengfea
and the familiar” (Weinsheimer, 1985, p. 184). If the resear encountered meanings that are outside his known
prejudice, then he needs to question these meaningssapcehidices to deepen his understanding to widen “one’s
own horizon so that it can integrate the other” (Blaicth®80, p. 112). The researcher needed to further diddass t
first level with the respondents during the second emation, in order to confirm the interpretation through hi
expanded horizons.

4.3 Learning through Dialogue

Returning to the respondents for the second conversataioled further dialogue to question the first level themes
(first level theme column of Table 4). These themesewstill specific to each respondent and had not yat bee
aggregated or clustered with the other individuals. Thisgl@l process in hermeneutic research would usually be
between interpreter and text but the theoreticalfication for returning to the participant is offered by iBheer
(1980). He states that in the dialogical process, “theemiaaised by the Other, be it a text or a thou, arerregjai

by being contained within the interpreter's comprehensionnderstanding the question posed by the text we have
already posed questions ourselves and, therefore, opendilpilfiizss of meaning” (Bleicher, 1980, p. 144).

Therefore, the first level themes can be viewed astignssabout the seven competency sets, which therchsea
believes are helping to understand the externalisatidrsiaaring of tacit knowledge. Verifying these themes with
the respondents allowed for confirmation of meaningefautation and dialogue for a further possible meaning to be
agreed. Usually the researcher returned to the respianaeithin a three-week period in order to enable
transcriptions of the conversation, to send a coptheftranscript for the respondents (through Human Resource
Division), to develop questions and construct first Iévemes for discussion at the second meeting.

To summarise, the aim of the second set of questiontheassearcher’s exploration of the first level theinethe
context of the following questions: “This is what | am erstanding, can | confirm this with you? This is what |
have learnt about influencing skills, sharing attitudes and sitiyéi tendencies from you, can | determine whether
this is what you meant? Can you identify the meaning behihés ttheme as explaining
ideas/actions/reactions/reflections expression, thexg be multiple realities from the language of the nedpots,

is expressing ideas/actions/reactions/reflectionskéyeprocess in this theme? Does something else aride®”
content and context of an extract from a second convandatiows.

4.3.1 Extract from the Second Guided Conversation witip&tetents

Four weeks later, the second conversations took placesial, the training officers at both research sitdsana
important role in arranging the meeting with the respotsdeThe same rooms in the research sites were used to
undertake the second conversation. This meeting, in cupdp previous ones, was a more intimate affaithis

case, the researcher and participants had sessionstiognof laughter, humour, a friendly manner and
open-mindedness. At one point, some of the respondents anauale of coffee, which did not occur in the first
meeting. However, the researcher maintained the steattaethodology that is described above to ensure that the
important information is not lost.

The respondents had read the first transcript of ouvereation and agreed with its accuracy, which was an
important point due to the challenges posed in the transgribhe researcher offered the respondents a syndpsis o
the first level themes he had developed. The respondgmtsssed their thoughts verbally in order to confirm or
refute the themes.

The researcher checked whether the respondents hadex¢emalising tacit knowledge” in the workplace. This
was undertaken by asking the research participantdheihtitey gained strength from actively expressing ideas or
views in the workplace. From the feedback, it was evtidbat the respondents experienced a significant
improvement in the ability to externalise their takitowledge actively through the medium of ideas, actions,
reactions and reflections.

For illustrative purposes, this dissertation illustrabespgrocess that was undertaken on Mr. Yaakop. As notée in t

column ‘First Level Themes’ of Table 4, it was found thtit Yaakop had been “highlighting issues in the formal

or informal discussions” and had experienced “interactintp \staff to develop them and the unit;” both to

colleagues and staff. In this case, Mr. Yaakop said that,the course, he always met his subordinates to ask ab

work progress, problems and internal feelings, due éavih work burdens. Mr. Yaakop agreed that he was

highlighting these issues in the meeting and interactitiy staff for unit development. He elaborated that it was
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significant impact that he gained from the discussiothé research programme. In suggesting that he was toying t
externalise the ideas, both of us were able to fusehortizons of understanding. This led to several first level
themes merging into one second level theme of “becornonfident enough to express ideas.”

In every case, the researcher and respondents discusstcsttievel themes, which arose from the respondents’
text. Then the two groups met in similar situations whheerespondents could determine how the interpreted
themes had been arrived at, although they had not alefigsted on them in that way. For example, Mr. Yaakop's
horizon of understanding was heightened in the reseascimerpretation of his actions in interacting with fstaf
without hesitation. The tentative theme was “Intergith staff to develop them and the unit.” He hadestahat I

set in my mind that everything that | did was my duty andefoee it is my responsibility to accomplish it fdret
sake of the company. | should not become so arrogardyatimnd sensitive to any instruction if it has beerea

in the meeting or is beneficial to my staff and pamy.” In other words, Mr. Yaakop did not want the utdtface
havoc in the operation” and he considered the staff woultheable to “work in a conducive environment.” As a
result, he had “forced himself to talk to others” and fgven instructions as to what approach should be apblie
By comparing the researcher’s interpretation withpiicipant’'s statement, it can be learnt that bottherf were
able to fuse their horizons of understanding. Theretbreresearcher’s interpretation was able to bdiegrirom

the second meeting.

Upon questioning of the respondents’ actions, it wagloded from the researcher’s point of view that, iinailar
situation had occurred, the researcher would be forceadtéoact with others and utilise the best approach to
undertake a task. These actions, in turn, enable thedodivto actively externalise ideas in the workplace. Fo
example, Mr. Yaakop's action of interacting with oth@rsthe unit suggested to the researcher that he was
externalising his ideas for the sake of the company.

Whilst this action described the extract from the sdcquided conversation with the respondents (through one
example), the next subsection will cluster the themestlire constructed individual categories.

4.4 Construction

Once the individual second level themes were establifmugh dialogue, the next stage was to decide what
themes could be clustered to construct individual categdrigbe search for categories, however, Frank (1997, p.
85) suggests that “categories are not an end in themsalndsdid the willingness of the researcher to “stagdl”

to the respondents and to “observe how they adapt and transéwv situations, reinventing the meaning of their
activities and lives.” The second conversation setoexbsist this process.

From the aforementioned discussion, it can be learmtthiearesearcher and respondents discussed the firkt leve
themes, which arose from the respondents’ text. As beiagtiped in the first interview, the responses from the
participants were tape-recorded. The researcher therritmtsthe audio-taped information and transformed them
into text. The researcher then elicited the significiatements that can be detected from the second catimers
text. The summary of the significant statements of #spandents is illustrated in the column second level theme
of Table 5. Once the second level themes were idahtifie researcher developed the generic themes thaderpre
the first and second level themes. In this case,dbearcher identified the common concepts that were sbgred
both themes. This type of generic theme is termed asdividual category (Clarke, 1999). This is because the
developed generic themes represent the themes for actepaaticipant. The individual category for every reskea
participant is illustrated in the column individual categuiryfable 5.

Individual categories were completed for all 39 resporsdantl then examined collectively to construct three main
categories. This process is illustrated in Table 6mFf@ble 6, it is shown that there are three consuluctajor
categories, which are as follows: (1) the confidencexpress ideas; (2) the ability to determine and defitiens
and reactions and (3) the ability to reflect a problem

5. Conclusion

Qualitative analysis is a challenging, time consuming angptex undertaking. It demands that the researcher make
many decisions concerning copious amounts of evidérataisually begins as dialogue.

This paper has presented one approach to analysing evidedasffered illustrations for clarity of process. The
paper began with a man’s story relating to his experiefigaining meta-abilities and concluded with the example
of a major category related to the externalisation @f taowledge. Although only a sample from the whole study
has been presented, a decision trail has been estdblishe
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Table 1. The illustration of respondents’ themes tegmaies

First Level Themes Second Level Themes Individual Category

Highlight issue in the formal or | Became confident to highlight Gain confidence to express
informal discussion issue in the meeting for unit ideas for unit development
development

Interact with others for task Willingness to face problem Determine action acutely and
improvement acutely and collectively for the | collectively
sake of the company

Table 2. The illustration of the construction of majategory

Major Category Individual Category

The confidence to express ideds  Participant A: Gairidmmde to express ideas in the workplace

Participant B: Feel responsible to express ideas aneimfor unit
development

Participant C: Gain confidence to express ideas fordaviélopment
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Table 3. The development of meta-abilities

Receptive to any

consensus

Respondent| Cognitive Skills Self-Knowledge Emotional Personal Drive
Resilience
Yaakop Solve problems Undertake tasks | Confident to talk | Positive thinking
collectively according to the | to others

Reduce nervous

Openhearted feeling
Feel responsible to

ideas when dealing

develop the compan
with others P pany
More patient

Not jump into
conclusion easily

Ignore what
people said

Console heart
and calm down

No backbiting

Table 4. The development of influencing skills, shariniguales and inquisitive tendencies

Respondent | Influencing Skills Sharing Attitudes Inquisitive First Level Themes
Tendencies
Yaakop Reduce timidity or | Express views in the| Gain feedback to | Interact with staff to
shyness to workplace actively | improve develop them and unit
g?r?;?;umcate With | create cohesion in | knowledge Interact with others for

the unit Solve problems
through the
medium of

discussion

task improvement
Develop others

v Talk to others nicely
actively

Express views in the

Gain confidence to workplace actively

express workers’
issues

Persuade others Gain motivation for

Gain inputs from | |e4rning

other units for
improving task

Delegate and
coordinate tasks

Interact with others for
smoothly

task improvement

Share work-related

information actively )
Do not hesitate to

refer to the boss

Give advices to
staff to improve
performance
individually

Act according to
systematic and
collective approach

Delegate tasks in an

Motivate staff to effective manner

reduce talking silly

things Obtain operational

inputs before making

Develop trust valug decision

amongst staff
Refer unsolved problem

to the expert

Evaluate causal
relationship before
action

Visualise the risk of
making mistakes
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Table 5. Respondent’s themes to categories

Respondent First Level Themes Second Level Themes Individual Category
Yaakop Interact with staff to develop | Gain confidence to externalise | Gain confidence to
them and unit and internalise idea in the express and internalise
Interact with others for task workplace actively idea in the workplace
actively

improvement

Express views in the
workplace actively

Gain motivation for learning

Interact with others for task | Act according to systematic and Determine action
improvement collective approach collectively and

Act according to systematic systematically

and collective approach

Delegate tasks in an effectivg Evaluate task according to its | Evaluate task according
manner impact on and risk to the to its impact on and risk
company in a collective manner to the company in a

Obtain operational inputs .
collective manner

before making decision

Refer unsolved problem to th
expert

D

Evaluate causal relationship
before action

Visualise the risk of making
mistakes

Table 6. The construction of major categories

Major Category | Individual Category

The confidence | Abdul Halim: Gain confidence to express ideas for unietigment in the meeting
to express ideas

Abdul Rahim: Gain confidence to express and internalisas through collective
discussion

Amran: Gain confidence to express and internalise iteasgh collective discussion
Anuar: Gain confidence to express ideas in the workplace

Azahari: Feel responsible to express ideas and coneerasif development

Azize: Gain confidence to express ideas for unit developme

Azmi: Gain confidence to influence others through shadeg in the meeting
Fakhrurazi: Gain confidence to express ideas for unitiolewrent

Hazis: Gain confidence to express ideas for unit devedopm

Herlina: Gain confidence to express ideas for unit dewedmt collectively and rationally
Ishak: Feel responsible to express ideas for unit develipme

Kamal: Gain confidence to express and internalise ideean@erns for unit development
Mazalan: Gain confidence to express ideas for unit developm

Md Isa: Gain confidence to express ideas and concerngitadevelopment

Mohamed Ridzuan: Experience marginal impact

Mohd Adi: Gain confidence to express ideas for unit dgraknt

Mohd Azmi: Gain confidence to express ideas and conaeithe imeeting for unit
development
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Mohd Rahmat: Gain confidence to express ideas for argum#ém meeting

Mohd Syafawi: Establish two ways communication to egpror gain ideas for unit
development

Mohd Syukri: Gain confidence to express ideas for unit dpveént

Mohd Wahyudi: Gain confidence to express ideas and cancationally for convincing
others

Mohd Yazi: Gain confidence to express ideas for unitldgveent

Mohd Zulmahri: Gain confidence to express ideas and coscationally for convincing
others

Norazlan: Gain confidence to express ideas or issubg tight people for unit
development

Nordin: Gain confidence to express ideas actively far deielopment
Rosli: Express ideas after understanding causal nedtip for unit development
Ruzuan: Gain confidence to express ideas or highligh¢ssfor unit development

Samsulisam: Gain confidence to express and internalisetitteagh collective discussion
for unit development

Shaarin: Gain confidence to express ideas or conviheesoin the meeting for unit
development

Susi: Gain confidence to express ideas or convincesoiténe meeting for unit
development

Tg Mahathir: Gain confidence to express ideas or corvititers in the meeting for unit
development

Yaakop: Gain confidence to express and internalise idea wdhkplace actively
Yumas: Gain confidence to externalise ideas through discussianit development
Zaini: Gain confidence to express ideas for unit devetogm

Zainizam: Gain confidence to express ideas or conwtiars in the meeting for unit
development

Zainol: Gain confidence to express ideas and concetively for unit development
Zakaria: Gain confidence to express and internalise mea@ncerns for unit developmery

—

Zulkipli: Gain confidence to express ideas and issues im#ating actively for unit
development

Zuriana: Gain confidence to express ideas in the workjfida.aeit development

The ability to Abdul Halim: Determine action according to the consensdscampany’s norms

determine and | Apqul Rahim: Act according to the consensus and accepted presedur
define actions

and reactions Amran: Determine action collectively

Anuar: Produce good results from the agreed action sd tioatld be emulated
Azahari: Determine action collectively

Azize: Determine action acutely and collectively

Azmi: Determine action according to mutual understanding

Fakhrurazi: Determine action collectively

Hazis: Determine action collectively

Herlina: Determine action collectively

Ishak: Produce good results from the agreed solution sd ttaatldl be emulated
Kamal: Produce good results from the collective decis@that it could be emulated
Mazalan: Determine the action or reaction acutelyafidctively
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Md Isa: Determine action collectively

Mohamed Ridzuan: Interact with others for task impnoset
Mohd Adi: Determine action in a collective manner

Mohd Azmi: Determine action collectively

Mohd Rahmat: Determine action or reaction acutely arldatiely
Mohd Syafawi: Became adept at determining action collegtiv
Mohd Syukri: Determine action collectively

Mohd Wahyudi: Determine action in a collective manner

Mohd Yazi: Determine action collectively

Mohd Zulmahri: Apply task savvy to determine actions

Norazlan: Apply task savvy to produce good results fromdheative decision so that it
could be emulated

Nordin: Determine action collectively

Rosli: Determine action collectively and prudently

Ruzuan: Determine actions collectively

Samsulisam: Determine action or reaction acutely alectively

Shaarin: Determine action according to the acceptezmbgduwes and consensus
Susi: Produce good results from the collective decisidhatdt could be emulated
Tg Mahathir: Determine action collectively and systically

Yaakop: Determine action collectively and systemdsical

Yumas: Determine the accepted procedures in task implatiwnthrough systematic and
collective approach

Zaini: Determine action collectively

Zainizam: Determine action collectively and systéozdly
Zainol: Determine action collectively

Zakaria: Determine action collectively and systeoadly
Zulkipli: Determine action collectively

Zuriana: Know what should be done at every time

The ability to Abdul Halim: Obtain clarification before making decisio
reflect problem

Abdul Rahim: Interpret what is happening and determine afrtiom interpersonal
perspective

Amran: Obtain clarification before making decision

Anuar: Evaluate the solution for any problem colledtive

Azahari: Feel concern with obtaining relevant inputstiaking right decision
Azize: Interpret what is happening in interpersonal situations

Azmi: Obtain relevant inputs after interpreting whatagpening in interpersonal
situations

Fakhrurazi: Understand problem from a variety of soupeésre determining action
Hazis: Feel concern with obtaining relevant inputs fakimg right decision

Herlina: Interpret what is happening and determine action framan and non-human
perspectives

Ishak: Refer unsolved problem to the colleagues
Kamal: Evaluate risks and interpret what is happeningt@npersonal situations
Mazalan: Obtain operational inputs before making decision
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Md Isa: Evaluate problem and validate solution based oimtiergoersonal perspectives
Mohamed Ridzuan: Obtain operational inputs before ngadt@tision

Mohd Adi: Read problems and obtain necessary input®fiable solutions and task
delegation

Mohd Azmi: Interpret what is happening and determine adtmm interpersonal
perspective

Mohd Rahmat: Obtain clarification from others
Mohd Syafawi: Read problems and obtain necessary ifquutsliable action

Mohd Syukri: Obtain and evaluate inputs prudently beforeiahting reliable solution or
task delegation

Mohd Wahyudi: Obtain relevant inputs for reliable solutianstely and collectively
Mohd Yazi: Obtain and evaluate inputs prudently before d@tergireliable solutions
Mohd Zulmahri: Obtain clarification from others

Norazlan: Obtain relevant inputs for interpreting, compaend determining actions in
interpersonal situations

Nordin: Obtain necessary inputs in a collective manneevaluating problem

Rosli: Evaluate inputs and causal relationship beforerdétirg reliable solutions or task
delegation

Ruzuan: Delegate tasks in an effective manner

Samsulisam: Evaluate risks and interpret what is happémnintgrpersonal situations
Shaarin: Obtain clarification to evade risk of low quglitb

Susi: Obtain clarification before making decision

Tg Mahathir: Interpret what is happening and determirierafriom interpersonal and task
perspectives

Yaakop: Evaluate task according to its impact on and rigketeompany in a collective
manner

Yumas: Evaluate problem through collective discussion

Zaini: Undertake comparison analysis before action

Zainizam: Evaluate task issues from the rational amipetsonal perspectives
Zainol: Evaluate task issues from the rational awerpersonal perspectives

Zakaria: Interpret what is happening and determine actiomifiterpersonal and task
perspectives

Zulkipli: Obtain clarification before determining action
Zuriana: Obtain clarification before determining action

54



International Journal of Business and Management

March, 2008

Action
Story presentation

Identify significant statements

First level themes

Second level themes

Individual categories

Major group categories

Group conceptual model

Stages
A. Hearing and Writing the Story

B. Hermeneutic interpretation

C. Learning through dialogue

D. Construction

E. Conceptual model of phenomenon

Conceptual framework for learning-based system

Figure 1. Diagrammatic representation of analysis goce

Source: Clarke (1999)
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Abstract

Employers’ Organizational Citizenship Behavior (OCB) the endless impetus to promote organizational
performance. Starting from the microcosmic pointiefay we do research on factoring affecting the cultbratf
OCB, put forward hypothesized framework on how to cateVOCB and validate the framework by demonstration.

Keywords: Employer, OCB, Organizational Performance
1. Introduction

Organizational Citizenship Behavior (OCB) is a unique etspleindividual activity at work, first put forward imé
early 1980s, by Dennis W.Organ in the university of IndianaccoAding to Organ's (1988) definition, it represents
“"individual behavior that is discretionary, not ditgar explicitly recognized by the formal reward systeand in

the aggregate promotes the efficient and effectivetiiomiog of the organization”. Two main components of OCB
are mentioned in the previous studies. The first otleatsemployers have the option of OCB, which are exakpt
the working load of employers. Another point is the ivatece between OCB and rewards, which mean that the
organization can not put any premium on individuals owinpeir OCB.

Great achievement has been made by western scholarg the past a couple of years. Three main points have
been approved by various kinds of theories and experiengss. ofF all, OCB has some influence on the
performance of the whole organization (Walt & Nieh@®96). Moreover, OCB is one of the mort importantecia

for managers to evaluate employers for the promotionsataty raise(Podsakoff & MacKenzie,1993). Finally, the
pleasure and fairness of employers support from managengramise of the organization can also be affected by
OCB.

We have got a general agreement that OCB can influérecpdrformance of organization directly or indirectly.
Today, along with the dramatic competition of companied audden changes in market, the promotions of
performance more and more relied on the “contextual pedoce” of employers other than their “task
performance”. However, “contextual performance” is duehte ©CB of employers. So far, because of the
kindergarten research on OCB in our nation, present tisecaie not give instructional advices on how to culture
OCB of employers. In that light, according to present staftwsir nation, the purpose of this article is to do eglat
research about factors affecting the culture of empdy@CB and put forward a theoretical hypothesis of
systematical framework, and validate it.

2. Hypothetical and theoretical System framework of the dture of employers’ OCB
2.1 Justice

According to Blau's (1964) Social Exchange Theory, organizdtioiséice could stimulate the trust of employers,
who will do beneficial extra work more probably in tisase. Konovsky & Organ (1996) thought that organizational
justice was one of the most essential factors inflinlgnemployers’ OCB, which was supported by a great number
of following research.. We can draw a hypothesis H1 filoenstatement above: organizational justice is a aitic
factor affecting the culture of OCB. These factadude:

H1la: Distributive justice. Distributive justice has anpbmsis on the justice of results and contents, which srtban
extent of justice on the distribution of organizatioresources, and the response of employers. (Folger & Bragn
1985) Distributive justice is the factor that influencegpkayers’ justice directly.

H1b: Procedure justice. Procedure justice focuses omskieg of procedure and process, which means the extent of
justice on procedure and process of organizational emplqgyerception (Folger & Greenberg, 1985). Procedure
justice stands for the employers’ psychological proceifuoeganizational work.

Hic Interactional justice: Interactional justice empbesion the fairness of interaction and communicatiomgmo
people. That is to say if employers’ perception of orgaioizchas enough communication before making decision
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and the extent to which the employers’ ideas are refdBs & Moag, 1986). Harmonious relationship is social
demand of employers.

2.2 Employers’ diathesis.

Diathesis is the prerequisite of the development dfvidual behavior and success in career. Some scholars
conducted a great many of survey towards employers’ diatlvith OCB and found some common characters
among these people including character, educational backgreardexperiences, the ability to face an emergency
in uncertain environment, enduring ability, careerriedts and so on. We can draw a hypothesis from ditensents
above H2: Employers with diathesis of OCB have positffexieon the culture of OCB. Specifically, the factofs
employers’ diathesis that influence the culture of OGdide:

H2a: Character: Character is the core of any persandlibas direct influence on people’s behavior and work
aptitude and efficiency.

H2b: Career interests: We define career interestseggeople’s aptitude towards some major and work. Peagte h
great interest on some career always study and workledobprand with great passion, moreover, they may have
great effort on finishing any task in a creative manner.

H2c: Career ability tendency: We define career abiitydency as the ability tendency to pursue some career.
Employers with career ability have higher work efficigrmnd performance in the case of having a positive work
manner.

H2d: Career value: We define employers’ career valuargdogers’ basic stand, aptitude and tendency of value
based on their own value when they confront and dehl weitious kinds of contradiction and conflict. Behavior

based on right value can embody the uniform betweervdhee of individual existence and development and
organizational benefit.

H2e: Educational background and work experiences: OCB iada i embodiment of comprehensive diathesis;
employers should have interdisciplinary knowledge and cratssh work experiences.

H2f. Ability to meet an emergency in uncertain enviremin Employers should keep confident when organization
in confronting uncertain environment and should have emglability.

2.3 Organizational environment.

OCB means that OCB filter into the whole organizatMinole organizational environment have direct effecthan
generation of OCB. We can draw a hypothesis fronsthiements above H3: Organizational environment has
positive influence on the cultivation of employers’ OCGRecifically, the factors of organizational envir@mhthat
influence the culture of OCB include:

H3a: Establishment of organizational stratagem. Involvénoéremployers conduces to their reorganization of
establishment of organizational stratagem, their undwtistg and support and their behavior conducing to realize
organizational stratagem in their positions.

H3b: organizational managers’ trust and respect to emplopety if managers’ trust and respect to employers can
we create an atmosphere conducing to the developmentBf Therefore, Trust and respect from managers are
essential factors of the culture of OCB.

H3c flatten organization. Organizational structurehie teflection of relationship between work division and
collaboration among organizational members. Tall hiesaothanization has relative centralized power; empkyer
have less opportunity to exert their talents. As a tesuhhibits the formation and development of OCB. Huoere
flatten organization form relative centralized enmirent of management, which is helpful to the cultivatdén
OCB.

H3d: corporate culture emphasizing on dedication: Withouparate culture emphasizing on dedication,
organization can not form the atmosphere that every @mplcare about the destiny of their organization, and
employers can not do work unrelated or discretionary.

H3e Scientific and fair evaluation of performanceie8tific and fair evaluation of performance is an imaott
method to evaluate employers’ work performance and wotktsagasonably in the organization.

3. The demonstration research of Framework of cultivatin of OCB
3.1 Research method and data collection

A paper and pencil survey was used to collect data. Titveysaontained a pool of items for three projectsida

situation, factors affecting internal employers’ OCBha brganization, the scale of OCB The scale waseapbint

Likert-type scale with end points of strongly disagreesd strongly agree =5.Based on our ideas and purpose, the
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study mainly included managers and common employers from 208stic enterprises. Of those, 165 responded.
3.2 Construction of OCB scales
3.2.1 Scales of employers’ OCB

The scales for OCB were constructed according to fattorfs: responsibility, work quality, study and creation and
team work. This scale is used to evaluate the cultivati@mployers’ OCB by organization.

3.2.2 Scales of strategic performance

The scales of strategic performance are used to arthklyzelationship between the OCB and strategic perfocma
This article use scales, put forward by Banker, to nmreastnategic performance: ratio of return on investme
growth ratio of profitability, and growth ratio of ngtofit.

3.3 Date statistic and analyses
3.3.1 Factor analyses and warrant validation

In order to validate construct validity of this frameworésearchers name the content of variety choas®ahuse
scree plot to decide the number of factors, then utilirssistence of Cronbach to survey. The results tbrfachat
influence the cultivation of OCB have been show irgtdb From table 1, we can see that there is sorferetite
between the result of ingredient analyses and origiredsidin table 1, factor 1, which means organizational
environment including all the sub-projects of H3, is miedi as F4. Scientific and fair performance evaluation in
factor 2 has nothing relationship with its sub-projedtherefore, we eliminate factor 2 and redefine F2 as
characteristics of employers’ abilities. In factor F2a employer’s character has nothing to do with fairness
presented by H1, thereby; we eliminate this sub-project amkl it to F1. In factor 4, there are two terms: career
interests and career value, which are defined as ennpl@gesonal characteristics of F3. Based on the seslgnd
adjustment above, table 2 shows the factors that imfkuéhe cultivation of OCB.

From the results, according to the rearranged resudictdif analysis, the Cronbach’s (19519f various factors (F1,
F2, F3, F4) that influence the cultivation of OCB arewah0.6, which are acceptable.

3.3.2 Regression analysis

In order to see about the relationship between eacbrfétat affects the cultivation of OCB and OCB and
organizational performance, we conducted a series @drels on multi-linearity regression analysis. Including

(1) Regression analysis of factors affecting the cultwadf OCB and OCB. (Table 3)

(2) Regression analysis of specific factors affectirgdhitivation of OCB and measuring guide line of OCRle
4)

(3) Regression analysis between employers’ OCB and oggemmial performance. (Table 5)

3.4 Analysis and discussion of analytical results

Research results demonstrated researchers’ hypothesty. According to H1, fairness has great influentehe
cultivation of OCB, which was proved by our results. Mehile, analytical results demonstrated the significant
relevance between the two sub-projects of H1 and thieation of OCB: Hla distributive justice, H1c interaetin
justice. However, the relationship between procedur&g@iahd the improvement of OCB was not be proved.

Analytical results demonstrated that employers with semployers’ ability characteristics has positive pertire
with the cultivation of OCB. H2e educational backgroundl avork experiences has positive effects on the
cultivation of OCB. However, H2f enduring ability towardscartain environment has nothing to do with the
cultivation of OCB.

Analytical results demonstrated that employers with atar@tics of career interest, tendency of careeityabihd
career value have positive pertinence with the cultwatif OCB.

According to H3, organizational environment has positivéinarce with the cultivation of OCB. Statistical ults
demonstrated this hypothesis and H3c flatten organizatidnH8d corporate culture with dedication has positive
pertinence with improvement of OCB. Relativity betwe&l3a emphasize on employers’ involvement in
organizational stratagem establishment and H3b managest’'and respect to employers and the cultivation of
OCB did not be proved.

Meanwhile, analytical results also demonstrated thae tisepositive pertinence between OCB and organizational
performance, cultivation of OCB was helpful to the ioygment of organizational performance.

4. Conclusion
To sum up, this article demonstrated main factors affgdtie cultivation of OCB by putting forward hypothesis
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framework and demonstration research, and adjusted origpathesized framework according to demonstration
and analysis (pic 2). We believe that it will improtie tultivation of OCB if organization could take sonfecieit
measurements on organizational justice, employers’ tragmhits internal environment. And, the cultivation and
improvement of OCB have significant influence on thstaining development of organization and the promotion of
its competence.
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Table 1. Table of factors affecting the cultivatiorGf£B analysis

Project of content Factors

1 2 3 4
H3b managers’ trust and respect 0.784 0.291 -3.975E102 1.724H-02
H3d dedicative corporate culture 0.701 -6.594-0p -0.171 0.128
H3a involvement of employers 0.666 0.108 0.183 0.232
H3cflatten organization 0.640 0.206 4.584E-02 0.375
H2e educational background and worR.250 0.740 -9.082E-02 0.273
experiences
H2f enduring ability towards uncertajn0.359 0.727 1.494E-02 0.144
environment
H2d career value 0.374 0.694 0.294 6.386E-02
H1c interactional justice 0.186 -0.258 0.780 0.137
H1b procedure justice -8.921E-02 0.115 0.709 -3.848E102
H2c tendency of career ability 0.249 0.205 3.594E-02 0.693
H1a distributive justice 8.658E-02 0.150 0.450 -0.428
H2a Character of employers 6.118E-02 0.228 0.546 6.606E-02
H3e scientific and right performance 00.471 0.564 0.149 0.205
evaluation
H2b career interests -6.773E-02 0.462 0.191 0.605

Thereinto, H1* means factors of fairness, H2* meansfactf employers’ diathesis, H3* means organizational
environment

Table 2. Modulated analysis of factors affecting thévation of OCB

Factor Project Cronbach’s (1954)
F4 organizational environment H3a,H3b,H3c,H3d 0.78

F2 employers’ characters H2d,H2e,H2f 0.75

F1 fairness Hla,H1lb,Hlc 0.61

F3 employers’ personalities H2b,H2d 0.60
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Table 3. Regression analysis between factors affetttangultivation of OCB and employers’ OCB

*p<0.01

Factors affecting the cultivation of OCB

Standard regression coefficient

F1 fairness 0.32*

F2 employers’ characters 0.26**
F3 employers’ personalities 0.29*
F4 organizational environment 0.37*

*p<0.05

Table 4. Regression between specific factors affectingiayers’ cultivation of OCB and measuring guide line of

OoCB

factor project | Standard regression
coefficient

F1 fairness Hla 0.45*
Hlb 0.18
Hlc 0.20

F2 employers’ characters H2e 0.27
H2f 0.10

F3 employers’ personalities H2b 0.40**
H2c 0.38**
H2d 0.33*

F4 organizational environment H3a 0.07
H3b 0.18*
H3c 0.22*
H3d 0.30

Table 5. Regression analysis between employers’ OCBr@aahizational performance

factor ratio of return on| Ratio of | Growth ratio of| growth ratio of
investment profitability profitability net profit.
OCB 0.25* 0.27* 0.28** 0.34*
**p<0.01 *p<0.05
Fairness Employers’ Organizational
Diathesis environment
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Abstract

Knowledge workers are gradually becoming the most vaduabtl productive part of employees, but their intrinsic
characters lead to their high turnover rate. As viefnah the theory of psychological contract, this artatalyzes

the flow process of knowledge workers, establishes the ogeplsatisfaction model and finds out that one
important reason inducing knowledge workers’ high turnover st ignore and breach their psychological
expectations. Based on that, this article also putsafal the countermeasures to reduce knowledge workers’
turnover rate by managing their psychological constact

Keywords: Knowledge worker, Psychological contract, Employee feati®n, Employee turnover
1. Introduction

With the advent of knowledge economy in 21st century, knowledgkswvhich can answer changes quickly in a
creative way will become the main work forms for thew economy, and knowledge workers are gradually
becoming the most valuable and productive part of empfoyenowledge workers mean those workers who grasp
and operate symbols, concepts, knowledge or inform#&iovork (Peter Drucker, 1999), and they create values by
right of their own originalities, analysis and judgment¢ho generally include middle or super managers,
professionals and assistant professionals with deep sgkitial(Peng, 2001, p.90-96). Since knowledge workers
possess production instruments through knowledge, the relagitveen them and enterprises has been changed
essentially (Drucker, 1994, p.10). Only “employment contrhes not decided whether they would give loyalties
and pay out creativities for enterprises. And unaer&@ivironment, incomplete information and finite rationa
limitation make economic contract can not forecast rgdlate all contents of the contract. Because knowledge
workers have essential characters such as higher occugationise but not organizational promise, they more
emphasize the implementation degree of their “psychologa#tact”.

The psychological contract means responsibilitiegedfdy organizations or individuals for each other whinaky

can apperceive in their mutual relation, and this sbepperception either comes from the apperception to the
formal agreement or is concealed in various expectafldasiot, 1996). The psychological contract is diffieonti
economic contract, and the economic contract depemdpecific and concrete regulations which mean bartering
time, talents and physical forces for salary, rest proper work conditions, but the psychological contim¢he
corresponding balance and weighing based on socialianitand value views. The psychological contract limits
conditions (including contributions and expectationsjciviemployees invest in organizations. If employees agree
to give organization some loyalties and creativitsgsas exchangeable conditions, they expect other wssithsas
searching work security, fair and rational treatnamd organizational supports to implement developments except
for economic recompense. The psychological contrabeismpelling determinant to influence employees’ aditis

and behaviors to organization (Schein, 1980), which pretiomoe is that it can apperceive the bilateral relation o
mutual responsibilities between employees and orgamizao influence employees’ behaviors through the
psychological harmony and resonance between them.a@bepractical researches indicate the psychological
contract relates to high level apperception, organizatisugports, work satisfaction, occupation expectation and
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sensible promise and low level turnover intention (Wa0§,7, p.41-46 & Turnley, 2003, p.187-206).

Knowledge workers' intrinsic characters decide they have thigtover rate (Jiang, 2001, p.85-88). The employees’
turnover are divided into voluntary turnover and passiv@over, and the former includes job-hopping, auto
demission by force of pressures, retirement and sarahthe later includes dismissing, laying off and soTdris
article only discusses the dismissing behavior for abetisition after job-hopping. Different with the pastdsis
which researched knowledge workers’ encouraged factassatticle tries to deeply analyze interior reasohs o
knowledge workers’ turnover as viewed from psychologicaitract to offer decision-making references for the
human resource management practice of enterprise.

2. Influences of psychological contract on knowledge weers’ turnover

As viewed from enterprise, the values of knowledge worgleosild comply with the formula “knowledge workers’
values = scarcity x loyalty degree” (Wu, 2003, p.35-40), whteefactor “scarcity” means accumulated results of
knowledge workers’ long-term learning and experiences, anfacha “loyalty degree” reflects their identification
tendency to enterprises. As we know, as a sort of @rep$’ value judgment to enterprise, satisfaction is the
necessary conditions that employees give loyalties, sddhmula indicates knowledge workers’ values are decided
by whether they are satisfactory or loyalty to enisgs. And all early research models of employee t@nsuch

as March & Simon Model (1958), Price Model (1977), Mobley itgéhain Model (1977) and Extended Mobley
Model (1979) (Xie, 2001) thought work satisfactory degree wasngoortant variable to influence employee
turnover, i.e. the employees’ work satisfactory degvas lower, the probability producing demission intenti@s w
higher. At that time, if better development opportuniggst and employees realize their work satisfactogreke
can be increased when they enter new enterprise, sorttezer may happen. It is obvious that the common ffacto
to influence employees’ demission intentions and det¢tenter new enterprise is the evaluation to work
satisfactory degree, and this evaluation result decidethethemployees are loyalty to enterprise and produce
turnover behaviors to some extent.

Philip Kolter thought satisfaction means one persackial apperceived effects to certain thing and thinfg
status formed after comparing with his expectation (Pekof002). The model in Figure 1 describes the forming
process that employees are satisfactory with worksmRbe theory of psychological contract, the employees
expectations to work are not only embodied in the empdoyroontract, but are included in employees’ concealed
psychological contract. The forming process describedthie model is the result of a series of interior
communications and enterprise management activities detwaterprise and employees. The apperception of
enterprise to employees’ expectation decides various remdasind systems established by enterprise, and the
actual implementation of regulations and system alsb diiiéctly influence employees’ actual apperception. If
actual apperception approaches or exceeds expectation vadmepleyees will satisfy, or else they will not sitis

In the forming process of employee satisfaction, aertgips may exist in various steps, and these gaps will
influence employees’ satisfactory level. Three gaps aosvwshin the model. Gap 1 means the expectation of
enterprise to employees has “apperception gap”. Gap 2s@teof “system gap” which is caused by that the
regulations of enterprise has not completely embodiedogegs’ expectation. Gap 3 is the “implementation gap”
which is caused by the system constituted has not bgaemented truly. Obviously, apperception gap, system gap
and implementation gap induce the deviation betweerogegs’ actual apperception and expectation together and
directly influence employees’ satisfactory level. Ga the most important, and if enterprise has not coelglet
known anticipated factors including employees’ psychologicaltract, gap 1 will exist and induce employees’
dissatisfactions to enterprise to a certainty.

Because knowledge workers are experts in their occupation miantiag¢y have high creativity, independences and
strong adaptive abilities to works, they have configsnto complete the contents regulated in the employment
contract, and generally enterprise also would implemasrhise, so the employment contract is not the inapbrt
factor considered by knowledge workers. Knowledge worketrsing of self-implementation wishes and
achievement motivations determine that they will seilerprise to implement their own psychological comstac
such as requirements to occupation development and individidévement, which is differ from common
employees. Most knowledge employees are the scarcity resofueaterprise, they have relative higher word rights
and they always request organizations fulfill their nesents of psychological contracts because they fulist
their own abilities, or else, they will depart frohetenterprise which can not implement their psychoébgiontract
because of dissatisfaction. However, common employees yisagtihasize material encouragement and short-term
developments, and their requirements to fulfill psychaiagtontract is comparatively weak. On the other hdre, t
present normative and perfect labor market managemetdnmsysake employees’ flow become easier, and
knowledge workers have comparatively extensive choicabttda tendency will strengthen knowledge workers'’
flow wishes and finally induce talent turnover of eptese. Therefore it is very necessary to understaodvietge
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workers’ psychological contract for enterprise. Buffdnt, now most enterprises have not understood knowledge
workers’ work favor, they only emphasize knowledge workexpectation to employment contact and ignore the
perception to their psychological contracts, which maybe of important factors to induce knowledge workers’
turnover.

However, even if the anticipated apperception gap (gap Intefpeise to employees is zero, it may include
employees’ turnover because dissatisfaction, which beagase or gap 3 may still exist. This turnover can be
controlled relatively, because system gap (gap 2)impiementation gap (gap 3) should be induced by wrong
interior management of enterprise, or the results #merprise voluntarily breaches economic contract or
psychological contract. Only enterprise strengthees thterior management and implements promise seriously,
this turnover behavior can be effectively contralle

3. Countermeasures to control knowledge workers’ turnosr

Knowledge workers are the special group which human cappattogies are higher than other employees, and
their turnover means talent turnover and the degtieai of intelligent capital to the demission enterprie, to
control knowledge workers’ higher turnover rate iskbg problem that enterprise must emphasize highly.

Undoubtedly, many enterprises has done a lot of worksliance knowledge workers’ satisfaction, but these works
seemly ignore knowledge workers’ psychological contrawt, some encouragement measures aiming at knowledge
workers’ satisfaction and emotion devotions all areethasn the requirements of management, and the
encouragement contents always are designed according talthe view and maximum avail anticipation of the
enterprises themselves which can not possess olfgdtivd justice in practice. Therefore, to make knowledge
workers achieve real work satisfaction and orgaromati loyalty, enterprise managers need fully emphasize the
structure and contents of knowledge workers’ psychologmatiract, because any enterprise management decisions
or emotion devotion to knowledge workers based on siradlsfaction may induce both variance of apperception
effect and disharmony of psychological expectation. So,rmiges must take the management of knowledge
workers'’ psychological contract as their strategies aoatermeasures, highly emphasize the communicatiohs wit
knowledge workers, understand and analyze knowledge workershagisgizal expectation by introducing
communication management, attitude management and other seahsas interior marketing), and make this
communication can weaken employees’ work satisfaction arahizagional promise at low level (Rousseau, 2000,
p.514-528) in order to achieve the final intention to redpkimowledge workers’ demission rate.

On the other hand, enterprises must establish the peaptded management idea. “People-oriented” is a fort o
demand that people requests arranging their life independentlyodies their own existence values, actualize
self-wishes and motile adaptation and counteractiomotttrol others (Abraham, 1987). The people-oriented
management idea requests enterprise respect employees pinalsize their principal part natures, which even
fulfill knowledge workers’ work favors and expectation of gsylogical contract. To hold knowledge workers,
enterprise usually consider problems as viewed frorhdnigewards, which always induces the magrginal yitilit
degression of material encouragement. Knowledge employeepleperiented demands are the base of their
psychological contract, and enterprises ignore humsponsibilities and development responsibilities and take
knowledge workers as the tools to obtain profits fomtbalves, which not only breaches employees’ psychological
contracts, but trample the people-oriented management idea.

Finally, enterprises also should emphasize the caneaagement to knowledge workers. The knowledge workers’
characters determine their demands to trainings and gewvehds. In actual enterprises, knowledge employees may
be satisfactory to the present jobs, but they mayelemterprise because they can not see the satigfacte in
future, which is the necessary result that enterpgiseres developmental dimensionality in knowledge workers’
psychological contract. Therefore, enterprise shoufdr afareer consultation, developmental opportunities and
projects for knowledge workers, evaluate and their piailsnon the path of various career development, advise
knowledge workers totally consider self-development, cateeelopment, family development and the harmony of
these developments on time, and totally consider the agm®aand sequences of career and relations on
occupation and flows among enterprises. It is the imponaeans to emphasized knowledge workers’ career
management for enterprise to control knowledge workiersiover as viewed from employees’ psychological
contract.
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Abstract

Most scholars as well as practitioners are fully ranthat Total Quality Management (TQM) has become tlye ke
factor in improving organizational performance. Mospas$t researchers have found that TQM has a deep impact
on organizational performance including the small and medinterprises (SMEs). Several researchers have also
looked at the issue of ISO 9000 certification in relatianthe implementation of TQM. This study tries to examni
whether ISO certified companies have higher TQOM prastias compared to those non I1SO certified small and
medium enterprises in the northern region of Malaylia. result shows that the only significant differencevben

ISO certified and non-1SO certified organizations wagraining and education with ISO certified firms repugti
higher extent. However, overall, ISO certified firmsl diot differ significantly on the other 6 practic@his to a
certain extent questions the rationale of gettingfesti

Keywords: 1ISO 9000, SME, Quality practices, Certification
1. Introduction

The business world has become increasingly globalizediransl have to compete globally compared to locally in
the previous years. One of the competitive advantagehysethny firms are quality. Closely related to quadite

the quality management practices. Although many haveteesto implementing these practices in their efftots
stay competitive, there have emerged several new ptead certifications that can be pursued by these firms
instead. So apart from the importance of TQM, sorseaiechers have raised the issue of ISO 9000 certification i
relations to the implementation of TQM. According wh&il and Teo (2003), some researchers like Bradley (1994)
have pointed out the opinion that the 1ISO 9000 certificatahe first step towards the implementation of TQM
while some researchers still prefer to maintain foguon TQM only. They indicated that even though some
authors praise the 1SO 9000 concept, others view itragadized form of quality management that should not be
used in isolation from TQM principles.

Briscoe, Fawcett, and Todd (2005) indicated that internglitie core 1SO practices is important in improving
performance and ISO 9000 practices must become part obtitiee in the organization. It is also proposed by
Fenghueih, Ching, and Cleve (1999) that for the maximum keméfiSO 9000 certification, the efforts undertaken
in implementing the standards should be part of a TQMegss.

Meanwhile, a study by Sun (2000) found that 1ISO 9000 standaedgaatially related to the implementation of
TQM and the improvement of business performance andftrerit is recommended by the study that ISO 9000
should be incorporated with the philosophy and method®dfl. In addition, Martinez-Lorente and Martinez Costa
(2004) mentioned that despite the beliefs about ISO 9000gasdafirst step in the way of implementing TQM,
some of the 1SO 9000 principles are contradictory ongdeimented with TQM philosophy. Ho (1994) has pointed
out 8 characteristics, which are needed in order to imgriemQM and ISO 9000 successfully. One of them is TQM
is needed in the 1SO 9000 system in order to produce gpadiucts and services. This is because even with the
ISO 9000 certification in hand, it would not guarantee theptroducts are of high quality.
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This study tries to examine whether ISO certified congsahave higher TQM practices as compared to those non
ISO certified small and medium enterprises in the montlmegion of Malaysia by adapting the Sohail and Teo's
(2003) framework of quality measurements.

2. Literature Review
2.1 TQM Practices

TQM is an approach historically unique to improve the woizmtional effectiveness with solid conceptual
foundations, which at the same time, provides a glyateenhance business performance, taking into consideratio
the way companies and their staffs operate (Wruckn&ele 1994). It has become the major business strategy i
the 1990s (Witcher, 1994; Lee & Leung, 1999).

According to Javier, Antonio, and Mignel (2003), a digtorc can be made between the TQM content, elements,
processes or practices. It is so-called elements (Waldd994) practices and principles (Dean & Bowen, 1994),
values and techniques (Hellsten & Klefsjo, 2000), processés cantents (Reed, Lemak, & Mero, 2000),
interventions (Hackman & Wageman, 1995), principles andepts (Sitkin, Sutcliffe, & Schroeder, 1994), etc.
Although definitions do not coincide in full, all of thestill refer to those fundamentals that make up TQM
theoretical frame without which the management systepieimented in the organization or the philosophy on
which it is based could not be called TQM (Javier et28l03). The elements of TQM practices are vary acagrdi

to various scholars. Table 1 below shows the varioastipes that has been proposed by different authors. (See
Table 1)

For this study, seven main practices of TQM implementdtes been used in which all practices are selected due to
their relation to and supported in service organizationsnagement support and commitment, employee
involvement, employee empowerment, information and communidegioimg and education, customer focus, and
continuous improvement All these seven practices are among 25 TQM mrestiisted to be the most common
extracted across 76 studies on TQM (Sila & Ebrahimpour, 2002).

2.2 1SO 9000 defined

ISO certification started in Europe and was spreadddhNAmerica, Japan, and the rest of the world in witich
was introduced in 1987 by the International Organization Standardization, based in Geneva, Switzerland
(Abraham, Crawford, Carter, & Mazotta, 2000). It is deseof standards for quality management systems with a
comprehensive model of quality systems (Sun, 2000) that ssigr¢he quality of a company’s processes (Withers,
Ebrahimpour, & Hikmet, 1997). Similar with other quality mamaget practices, these standards are based on the
concept that certain minimum characteristics of a qualipagement system could be usefully standardized, giving
mutual benefit to suppliers and customers, and they focysamess rather than product quality (Van der Wiele,
Dale & Williams, 2000; Withers & Ebrahimpour, 1998; Gourl2994).

The ISO 9000 series sets out the methods that can be iemiksmin an organization to ensure customers’
requirements are fully met (Oakland, 1989). Yahya and Goh (2@@h}fioned that 1ISO 9000 is a management
control procedure. It involves a business documentingriieepses of design, production, and distribution to ensure
that the quality of products and services meets the neadstimers (Quazi, Hong, & Meng, 2002; Pun, Chin, &
Lau, 1999).

2.31S0O 9000 in Malaysia

In Malaysia, the Scientific and Industrial Research tutgti of Malaysia (also known as SIRIM) is the one
responsible to issue the standards for a quality managamefuality assurance system which is recognized as MS
ISO 9000 standard. This standard has been widely acceptée iMalaysian private sector. MS ISO 9000 is
welcomed by most Malaysian companies. Knowing the fatsé MS 1SO 9000 is a good standard to be
implemented, the government has decided to adopt the MS ISGs&0MMard to the civil services as well. With the
main objective to develop an efficient and effective quatianagement system in order to provide the best servic
consistently to the public, the Malaysian governmeatteti the implementation of MS 1SO 9000 in the civil
services on 1 November 1995. From there, the MS 1SO 9000 has played aleignr creating a quality public
service for the Malaysian public service.

2.4 SMEs in Malaysia

There are various descriptions of SMEs. Some des&iibiés based on number of employees; some measure the
amount of capital or maybe assets and even salesvar while the Small and Medium Industries Development
Corporation (SMIDEC) defined SMEs into two broad -catespori The first one is Manufacturing,
Manufacturing-Related Services and Agro-based indastnehich comprises the enterprises with full-time
employees not exceeding 150 or with annual sales turnovexoeeding RM25 million. Second one is the Services,
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Primary Agriculture and Information & Communicationchaology (ICT). This second category refers to service
enterprises with full-time employees not exceeding 50WtR annual sales turnover not exceeding RM5 million
(Saleh & Ndubisi, 2006).

In most developing and developing countries, the small atdium sized enterprises (SMESs) sector plays a crucial
role in contributing to the growth of the economy. Hanly in Malaysia, SMEs forms an important part ret
national economy right from the aspects of busineds,uminployment opportunities, income generation, training
and development, up to contributing 47.3% of the gross damastiluct (GDP) (Leong, 2006). Besides, currently
SMEs contribute about 16.6% of the country’'s total exp@ittib, 2006). According to Habib (2006) as well, the
Prime Minister of Malaysia, Datuk Seri Abdullah Ahmad Badalso admitted the importance of role played by
SMEs. He said that SMES, even though they are notbhigthey contribute much on the economy of the country
and they are one of the sectors that is growing hapid most developing countries nowadays. Furthermore,
according to statistics provided by SMIDEC (2004), SMEsrdmuted 57.6% to exports in the manufacturing sector,
40.6% in the service sector, and 1.8% in the agriculerts All of these evidences suggest that SMEs camérib
an important role not only in the economy aspect batialthe nation’s well being.

3. Research Framework

The research model developed by Sohail and Teo (2003) hasallapted and used in this study. However this
study only focuses on to link the two main componentsQ¥iTpractices and 1SO 9000 certification instead of three
main components of TQM practices; ISO 9000 certificatiod Organizational performance studied by them(refer
to Figure 1). Also, the dimension of TQM practices stddiy Sohail and Teo (2003) were different from this study.
This study focused on the seven practices comprising arffagement support and commitment, employee
involvement, employee empowerment, information and comaeation, training and education, customer focus, and
continuous improvement compared to the six variablesSamail and Teo (2003): employee training and

empowerment, customer involvement and satisfaction,cepgpo management, quality measurement and
benchmarking, top management commitment, and, strategicipia

4. Research Methodology
4.1 The Instrument

In collecting the data, a structured questionnaire wag asehe research instrument for this study. The survey
instrument consisted of seven variables of TQM prastievhich are the management support and commitment,
employee involvement, employee empowerment, informatiodncammunication, training and education, customer
focus, and continuous improvement. It measures thel lef TQM practices in the organization. The 33
guestions asked were modified from Antony, Leung, Knovwdad, Gosh (2002), Brah, Wong, and Rao (2000), and
Sureshchandar, Rajendran, and Anantharaman (2002), in whiclhhdesp®were asked to respond to the statement
using 5-point Likert scale ranging from strongly disagve@ch is weighted as 1, to strongly agree, weighted as 5.

4.2 Sample and Procedure

A field study was conducted in collecting the primary dieden a population of service organizations in the northe
region of Malaysia (Kedah, Perak, Penang, and Perltesytthat do practices TQM in their operations. These
service organizations comprise of banks, finance corepamsurance companies, private and public utilityiser
organizations, higher learning organizations, consufigrgice companies and other related service orgamizati

A total of 200 service organizations have been cordagteout 175 of them were implementing TQM practices in
their business routine. A set of questionnaire wastseaach service organizations by post and e-mail tdileio

the manager. For the mail questionnaire, a set of quesitieromataining a cover letter and stamped-reply empelo
address to the managers as the key informant of ttamiaedion, while the e-mail questionnaires were sengusin
the e-mail address of the managers. In ensuring a gesmbnse, the researcher kept contact and followed up
through e-mail and phone. A total of 66 usable responses subsequently used in the analysis.

4.3 Goodness of Measure

In determining the goodness of data for the study, famt@lysis and reliability analysis were used. Factor
analysis was performed to assess convergent validitye results of the factor analysis and reliabilityt tae
presented in Table 1 and Table 2.

Table 1 presents the factor loadings for each rotaietdrfand each variable of TQM practices. The fastor (F1)
relates to the support and commitment in practicing TgNén by the top management. Five items are found to
have significant loadings in this factor. The secondofa¢F2) concerns on the involvement of employees in
practicing the TQM in the organization. For thistéagcfour items are found to have significant loadirg refers

to the level of employee empowerment in the implememtatfor QM, which comprises of four items. F4 concerns

68



International Journal of Business and Management March, 2008

the degree of information and communication being uséderorganization. This factor comprises of four items
that have been found to have significant loadings. Theféictor (F5) is labeled as training and education that ha
been exposed to employees. This factor has six itehishvare found to have significant loadings. F6 consifts
five items, which has been found to have significant loadimghis factor. This factor suggests the role ofaust
focus in practicing the TQM. The final factor (F7)atels to the level of continuous improvement being nbgdee
organization. It consists of five items, which are foundhave significant loadings in this factor. This further
enhances the convergent validity of the instruments ugbe istudy.

In terms of reliability analysis, the Cronbach alghenged from 0.723 for employee empowerment to 0.932 for
continuous improvement, again showing acceptable filjdior all the measures used. (See Table 3)

5. Research Findings and Discussion
5.1 rofile of the Organizations

In terms of nature of service organization, majority §%). of them were from the others category of service
organization such as public service department, goverramémirity, government agencies, healthcare industry and
hotels. Meanwhile, 15.2% comes from higher learnirgaizations, 13.6% from consulting service companies,
and 7.6% from financing companies, while both banking industry insurance companies contributed 4.5%

respectively. From all service organizations thatehparticipated, 65.2% comes from private sector and the
remaining 34.8% comes from public sector. In term p€,sB9.4% are the small size organizations that have
below 500 employees, and 10.6% are the medium size organgatith the range of 501 to 1 000 employees.

Only 39.4% of these service organizations have receivetsth 9000 (or similar) certification (refer Table 3).

5.2 Means and Standard Deviations of TQM Practices

The means and standard deviations of TQM practicgsaatgayed in Table 2. “Continuous improvement” has the
highest mean and standard deviation with 3.887 and 0.870 respectiMeanwhile, “employee involvement” has
the lowest mean with 3.380 and “employee empowerment” ledswhest standard deviation with 0.649.

5.3 Comparing ISO Certified and Non-1SO Certified Organizations

An independent samples t-test was conducted to compapeabtices ISO certified and non-ISO certified firms.
There were significant differences in the scored$® certified firms (M3.76, S[>-0.62), and non ISO certified
firms [M=3.25, S[>0.89; {64)=2.766, 30.007] for the training and education practices only. flagnitude of the
differences in the means was moderate to large (etaestyu@rl).

Effect size is to test if the statistical differeadeund is truly sufficient and not by chance. Althougmstimes the
difference is significant, it may be because of thgdaample size where very small differences willigeificant.
Effect size calculates the strength of the assodiatibich indicates the relative magnitude of the difference
between means. Tabachnick and Fidell (1996, p. 53) desdhiseds “amount of total variance that is predictable
from the knowledge of the levels of the independent vie'iab

One common measure of effect size is eta squaredsdttared represents the proportion of variance of the
dependent variable that is explained by the independent leafRdllant, 2001). To interpret the strength we can
follow the guidelines of Cohen (1988) which is as follows:

[ ] 0.01= small effect size
[ ] 0.06= moderate effect; and
[ ] 0.14= large effect size

See Table 5.
6. Limitation and Suggestion for Future Research

This study covers only the northern region of Malaysiatarvariations of results could be gained through a wider
coverage of respondents. A comparison of the same studsedre service organizations and manufacturing
companies could give another valuable contribution. Measwhie self-reporting bias perhaps can be reduced with
multiple responses from different individuals and managenesets. Also, more variations of results could be
gained by including more TQM practices.

7. Conclusion

Many companies have invested a lot of money in gettingStfecertification. The general perception is that ISO
certified companies have higher quality practices. Ftioenfindings of this study it can be concluded that ISO
certified organizations only differed on the extent oinirey and education whereas for the other TQM pragtice
there were no significant differences. The non I1@ifeed firms also had the same level of practices.ti&o
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guestion would be is it necessary to spend a big chumvestment to get certification when there are no tdagib
differences.
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Table 1. Various types of TQM practices proposed

Author (Year) Number of Practices Used | Practices
Saraph, Benson, and Eight (8) Critical success | Top management leadership, role of the quality
Schroeder (1989) factors (CSFs) for TQM department, training, product design, supplier
implementation guality management, process management,
guality data reporting, and employee relations.
Ahire, Golhar, and Twelve (12) implementation Top management commitment, employee
Walker (1996) constructs of TQM training, design quality management, supplier

guality management, internal quality
information usage, employee involvement,
employee empowerment, customer focus,
benchmarking, and SPC usage.

Black and Porter (1996)| Ten (10) major TQM People and customer management, supplier
practices partnerships, communication of improvement
information, customer satisfaction orientation,
external interface management, teamwork
structures for improvement, operational quality
planning, quality improvement measurement
systems, and corporate quality culture.

Yusoff and Aspinwall Ten (10) TQM factors Management leadership, continuous
(1999) improvement systems, education and training,
supplier quality management, systems and
processes, measurement and feedback, human
resources management, improvement toolsnl;nd
techniques, resources, and work environment

and culture.
Brah et al. (2000) Eleven (11) constructs of | Top management support, customer focus,
TQM implementation employee involvement, employee training,

employee empowerment, supplier quality
management, process improvement, service
design, quality improvement rewards,
benchmarking, and cleanliness and
organization.

Agus and Abdullah Eight (8) TQM factors Top management commitment, customer fodus,

(2000) supplier relationships, training, employee focus,
quality process, measurement, and zero defect.

Agus, Krishnan, and Five (5) TQM factors Top management commitment, supplier

Syed (2000) relationship, training, employee focus, and

customer focus.

Antony et al. (2002) Eleven (11) TQM practicesManagement commitment, role of the quality
department, training and education, employege
involvement, continuous improvement, suppljer
partnership, product/service design, quality
policies, quality data and reporting,
communication to improve quality, and
customer satisfaction orientation.

Sureshchandar et al., Twelve (12) major practices Top management commitment and visionary|
(2002) leadership, human resource management,
technical system, information and analysis
system, benchmarking, continuous
improvement, customer focus, employee
satisfaction, union intervention, social
responsibility, servicescapes, and service
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culture.
Temtime and Solomon | Eight (8) critical TQM Managerial leadership and commitment,
(2002) factors customer satisfaction, continuous improvement,

employee empowerment and involvement,
supplier partnership, quality culture and
philosophy, resources and working
environment, and measurement and feedback.

Ooi, Arumugam, and Nine (9) TQM practices Top management, education and training,
Teo (2005) employee participation, customer focus,
organizational culture, teamwork, job
involvement, career satisfaction, commitment.

Table 2. Factor loading of the seven TQM factors
Items F1 F2 F3 F4 F5 F6 F7
MSC 1 0.827
MSC 2 0.842
MSC 3 0.834
MSC 4 0.757
MSC 5 0.783
Ell 0.851
El 2 0.707
El3 0.818
El 4 0.822
EE1 0.721
EE 2 0.697
EE 3 0.743
EE 4 0.793
IC1 0.700
IC 2 0.823
IC3 0.868
IC 4 0.779
TE1 0.790
TE?2 0.823
TE 3 0.842
TE4 0.846
TES 0.898
TE 6 0.818
CF1 0.685
CF2 0.899
CF3 0.829
CF4 0.892
CF5 0.787
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Cl1 0.886
Cl2 0.892
ClI3 0.851
Cl4 0.911
ClI5 0.894

Notes: Where F1 = Management Support and Commitment; F2 ploipe Involvement; F3 = Employee
Empowerment; F4 = Information and Communication; F5 sning and Education; F6 = Customer Focus; F7 =
Continuous Improvement

Table 3. Means, standard deviations, reliability enelations for the main variables (n = 66)

Mean| SD Reliability 1 2 3 4 5 6
Management 3.721| 0.840 0.868
Support and
Commitment
Employee 3.380| 0.766 0.812 0.620*
Involvement
Employee 3.525| 0.649 0.723 0.346*| 0.471*
Empowerment

Information and | 3.682| 0.759 0.803 0.664*| 0.702* | 0.517*
Communication

Training and 3.452| 0.826 0.914 0.709*| 0.618* | 0.459* | 0.656*

Education

Customer Focus| 3.703 | 0.778 0.877 0.757* 0.559* | 0.399* | 0.752* | 0.644*
Continuous 3.887 | 0.870 0.932 0.707*| 0.505* | 0.384* | 0.682* | 0.672* | 0.781*
Improvement

Note: ** Correlation significant at 0.01, * Correlatioigmsificant at 0.05

Table 4. Organization Profile

Type Category Frequency Percentage (%)
Nature of Service Others 36 54.5
Higher learning organizations 10 15.2
Consulting service companies 9 13.6
Financing companies 5 7.6
Banking industry 3 4.5
Insurance companies 3 4.5
Type Private Sector 43 65.2
Public Sector 23 34.8
Size Small 59 89.4
Medium 7 10.6
ISO 9000 No 40 60.6
certification Yes 6 394
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Table 5. t-test Results

Variable ISO Certification t-value
Certified Not Certified
Management Support and Commitment 3.92 3.59 1.593
Employee Involvement 3.53 3.28 1.279
Employee Empowerment 3.64 3.45 1.172
Information and Communication 3.68 3.68 0.007
Training and Education 3.76 3.25 2.766**
Customer Focus 3.68 3.72 -0.218
Continuous Improvement 3.98 3.80 0.828

** p< 0.01, * p< 0.05

TQM Practices

Y Management Support and
ISO 9000 Commitmen
Certification Employee Involvement

Employee Empowerment

Information and
Communicatio

Training and Education

Customer Focus

Continuous Improvement

A

Figure 1. Research Framework
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Abstract

The present outsourcing management mode of travel Iatelsaused attention of the global hotel industry. Though
the application of outsourcing modes, we can renew amiio@ hotels’ structure, making hotels centralizerthe
market superiority and enterprise core competitiveness fhigisis mainly discusses Chinese hotel enterprises’
outsourcing strategic modes and corresponding developmeegptmn. Firstly, it analyzes the outsourcing strategy
concept and the theory frame; secondly, it expoundslshaeveral outsourcing strategic modes; thirdly, it
summarizes the effect and significance of Chinesel hmitsourcing strategic modes. Simultaneously, it also
proposes the outsourcing strategic modes’ management andafdguiasd countermeasures, and makes the
macroscopic summary and the forecast to Chineseshotdsourcing strategy development in future.

Keywords: Travel hotel, Outsourcing strategy, Strategic managerbevelopment conception
Introduction

The refinement of science and technology, the adjustfeindustrial internal structures and the dissimilatibn o
consumers’ demands, have made numerous hotels difiichlave absolute competitive advantage in the product
market already. The transformation of competitive fation causes the hotel enterprises to carefully re-eyathie
increment superiority on the entire product value chaiestablish enterprises’ core business scope, anytitoize
inner organizational circuit, in order to concentrate émterprises’ core energy in this domain and enharmeie th
core competitiveness.

1. The outsourcing strategic concept and the theory fram@igure 1)

In the late 1980s, the embryonic form*“outsourcin” began in USIt
came up in view of the fact that the traditionalnagement pattern ng
longer adapts the situation nowadays. At the saime,tthe word:>
“separation”, had been in vogue in the business ag@ment, which
means handing one’s unfamiliar business over tersttho accomplish
Right now, “outsourcing” has exactly the same megumif “separation”.

1T

-Adam Smitl's “The Prirciple of Comparative Advanta”: concentratt
companies’ energy on the preponderant link in tigeistrial value chain.
-Marquez’'s “Refocusing Theory”. collect companieservice to the
industry having most competitive power superiodtyd place operating
core on its superiority-filled part of the wholereavalue chain. ———> Theory frame
-R.H.Coase’s “Transaction Costs Theory”: make up ttanagerial cos
for the enterprises’ interior expansion through thduction of exterior
transaction cost.
-Emile Durkheim “The Division of Labor in Societyh&ory”: it means
specialization mainly for increasing the produci

1T

An enterprise passes some program to one servigeer engaged in on
field of work. Then, through outsourcing those witiat the enterprise i
not so good at, the enterprise may concentratderreation of its own——— Concept
value and core competitiveness. That's the so-dalleésourcing.

Background

2. The analysis on Chinese travel hotels’ outsourcing stiegic modes
2.1 The outsourcing mode of hotels’ finance

The financial outsourcing involves the salary accountagament, the receivable and payable accounts, the cash
and the basic data disposal of the bank deposit as svétlieabudgets, the audit management and the tax payment
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declaration. This kind of outsourcing is very suitable todfterprises’ whose financial disbursement is to behmuc
and service turns out to be complicated. the charsiiteof complication for the hotels’ financial managsh
manifests in the following several aspects: first, ideorto meet visitors’ various needs well, travel hotmle
additionally building up the new service items unceasinghjich causes the type and quantity of the property to
increase continuously. Actually, travel hotels’ manydixessets are used as the servicing facility by thtokgsiand

the different kinds of property’s renewal transfornratiine and the service maintenance method are vasiduish
thus enables the hotels to have certain complexity enfiked asset management aspect. Second, travel hotels’
financial work has the extremely strong comprehensiatire. For the operators who lacks in the financial
managerial knowledge or the enterprises that are hardkéo financial management into consideration during
operation, the financial outsourcing may control tbst @xpense effectively for the hotel enterprisesatserthe
financial managerial level.

2.2 The outsourcing mode of hotels’ partial service

Kitchen work in the dining part, the energy managemenkWcothes-washing, cleaning up guest room, project
repair)—we can put them out to one or several contractorsaglvertise for service personnel and organize them,
arrange service work, and are responsible for thecgemanagement. Meanwhile, the contractors determine the
total amount of service according to the work contirat,work load and other projects agreed by both sideseThes
work steps are all provided and assigned by contracteserffation and onstage outsourcing modeealcenter

and association center, particularly global call cedton Hotels of many countries outsource their locall ¢
center and the reservation service to the local compasales and marketing outsourcing modeeustomer
relation management, such as loyal-award-scheme managemsodiroing, online investigation of membership
promotion. Hyatt Regency hotels in North America outsatine global technology service’s supervisory work to a
transnational technical company.

2.3 The outsourcing mode of hotels’ human resource management

The human in-sourcing and the outsourcing are two mutuakctethaspects. Their relative importance is not only
decided by the enterprise’s own development scale andrhuesaurce management level, but also depends on
maturity of the human resource specialization market. ifitegactive mechanism of human resource’s in-sourcing
and outsourcing is as follows:

2.3.1 Outsourcing impetus mechanism

Now some hotel enterprises’ attempts to hand the huesanirce management’s partial contents over to thei@xter
specialized employer organization, which pay more attento the essential service that promotes its core
competitiveness. Investigating the reasons: (1) Thialsdivision of labor has accelerated the advancémthe
human resource work’s socialized division. Human resourcegamnent service has already become a knowledge
product of demand-based transaction when enterprises tmendion-core and duplicated human resource
management work over to the market and may obtain theduglity service. (2) For enterprises’ own needs of
strategic development, they concentrate the limitedwuiees to carry on enterprises’ innovation-abildgstruction,
which promotes their core competitiveness constafihe traditional managerial content of human resource
management is so complex that every function must havepbaal personnel to be responsible for it, such as
payment-welfare manager, training manager, personnel manpegespnnel dossier manager, achievement
assessment panel and so on. The human resource depargedsatto spend the high cost to be engaged in this
redundant and tedious work. Moreover, there're also maegrtain risks. The human resource outsourcing was
right catering to the enterprises’ needs to reducedkieand circumvent the risk, providing an innovation ptatf

for enterprises’ reorganization and merger.

2.3.2 In-sourcing-outsourcing interaction mechanism

The endogenous variable of in-sourcing-outsourcing ralatltanges is enterprises’ development strategy while
external variable is the appearance of specializechizations, and both are assumed as supplementary: €l) Th
hotel enterprises will meet a series of difficult peshs concerning their own development in the period of
expansion, for example, obsolete system, ill managemealear prospect, less talented personnel, narrow market
laid-off workers, overstocked products, tight money, imgeintdormation and so on. By now, the problem we
should face is to “seek the survival” whose developrstrategy will generally be fortifying at every stegghting
steadily, and paying great attention to carrying out lmureaource management comprehensively in the enterprises
The in-sourcing duty of the human resource is arduous amadatto every detail while the outsourcing is only
taken as the supplementary means of the human resoarsgement. (2) When enterprises’ development enters
the mature period, what they're faced with is to “seekdévelopment”, such problems as raising the produgtivit
reducing enterprises’ cost, promoting core competitisenenterprise innovation begin to be proposed on the
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agenda. At the same time, the content of the human oesoutsourcing will be enriched gradually, and it will
undertake the important function of the human resource mamagem

2.3.3 Outsourcing control mechanism

There're two viewpoints: (1) Core supervisory work anarginal supervisory work: the marginal work including
those low-level and redundant work can be outsourced, suctivegisement for staff, the wages and welfare,
training, the achievement examination, the labor @atiand so on. On the other hand, the core humaurces
management work relating to the enterprises’ developnteategy must be completed by the internal personnel,
such as human resource planning, salary management, enteqtitise and so on; (2) The core competitiveness is
also relative and enterprises may also outsourcedteehisiness, for others will possibly do better on ymre
business. So it seems that the enterprises’ operatit of human resource management may be outsourced. But
we also should notice that “the managerial power cannabtubeourced”: this management includes objective
management to service providers, the quality surveillafcthe service providers’ products, and appraisal of
providers’ service process. If the enterprises losarithnagerial power and form high dependence on the spedializ
organization, the management will be hollow, increasintg@rprises’ movement risk enormously.

3. The effect and significance of Chinese travel hotelsutsourcing strategic modes
3.1 Save the cost and optimize the capital structure

Hotels outsourced certain service to specialized managesompanies, which enables hotels to enjoy the service
provided by management companies. After handing the sdalicef manpower, material resources and financial
resource over to specialized management companies, thaeiselves may save a lot of cost, on one hand; on the
other hand, with the frugal cost out of the outsourcingis®rthe enterprises may all invest into the cargriess,
developing the core competitiveness with all their gfitenin addition, the implementation of outsourcing servic
will reduce the sunk cost brought about by property’s sppaigose, which makes the hotel industry’s withdrawal
barrier and the conversion cost reduce greatly anddptisizes the hotels’ capital structure. Meanwhile, tepi
structure’s optimization also causes the fixed cost ptigpoof the unit product to drop, and it will enhance the
compatibility and flexibility of the entire hotel gréat

3.2 Connect with other countries and study advanced managerial ideas

In the past, outsourcing was regarded as one kind of estsgriferiority while outsourcing could be considered as
the key of enterprises’ operation in the present. The axdisy contractors of the hotel service mostly bgltmthe
international specialized management company. Through tiogtadth the management companies, hotels may
learn massive international managerial experience. Wioemes to the overall opening of hotel market, alissof
challenges brought about by WTO can be dealt with calittyacceptance of international managerial experience.

3.3 Promote the hotels’ specialization and promote the service grad

With the help of financial outsourcing, partial servitgsourcing and human resource outsourcing, the origafél st
then should place emphasis on the hotel's strategicttangking the hotel's core prominent and the hotdalfits
specialized. Simultaneously, in order to satisfy theat®ia of hotel's outsourcing, many related service iniggstr
also grow strong, like rear service company, public acaogirfirms and so on. Besides, for the outsourcing
service's undertakers are often some quite large-sealies companies, their specialized degree as wetleglevel

of expertise are often the symbol and guarantee of effigiand quality, which helps hotels to promote its dvera
service grade and service scale and to satisfy varionardis out of guests’ day-by-day personalization.

3.4 Dodge the operational risk and activate the competitive fiaten

Regardless of being in the hotel's internal environmerth®rexternal environment, there're always the unicgyta
and complexity of varied degree which are in the dynamangé. In addition, the sluggishness of operators’
cognitive ability as well as processing methods’ ltiiin often cause the hotel to withstand every type o
operational risks in the management process, for exasuymely risk, production risk, marketing risk, technological
risk, financial risk, property risk, investment risk asm on. Through the outsourcing service, however, thel hot
may form the partner relations with the exterior s\gompany, working at all risks together. For thelhitean
strength its own flexibility greatly and adapt thedd@nvironment’s anomalous change, activating the cotiyeeti
potential itself.

4. The management and safeguard countermeasure of Chinesauel hotels’ outsourcing strategic modes
4.1 The realistic barrier
4.1.1 The quality’s out-of-control risk

Once the hotel enterprise hands the partial serviseagement over to the exterior service provider, thergnige’s
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authorities are unable to proceed the positive goverringtsourcing content or to obtain the direct report from t
outsourcing service personnel. Moreover, the limits itzftdral rights and obligations are not so cleat tha
out-of-control risk is obvious. For instance, the smrwjrade, efficiency provision, and nimble grasp of servic
demands’ change are in possession of the possibility ofsthexistence.

4.1.2 The hidden cost risk

It consists of the transaction cost while choosimg dutsourcing service provider and the conversion cosgé wh
giving hotel’'s service to providers. What is more sgjaf the outsourcing service provider doesn't enable the
outsourcing service's quality level to the reasonablel] as entrusting party, the hotel will suffer heasss!for
business stagnation or mistakes.

4.1.3 The information asymmetrical risk

The contractual relationship in outsourcing is fradnfi time to time because in aspect of service grad&quar
relation and benefit problems may turn up momentarily, these problems are unable to be circumvented or
completed before signing the contract. Seeing that theniattion is asymmetrical, compared to the enter|iised,

the service provider understands more about the entEgpdeedit, the real technical strength, the personnel
condition and may supply non-full or non-real informationthe hotel, which leads to choosing an unsuitable
service provider by mistake.

4.1.4 The gradual risk

(1) Appraisal stage in the organization: the hotel autfionisks for misunderstanding of outsourcing motive and
uncertainty risk of outsourcing goal and scope;

(2)Choosing stage of outsourcing service provider: risksngiroper standard and less experience for choosing
contractors;

(3) Stage of contract’s discussion and formulatioksrigrought about by unclear service range and time limits;

(4) Stage of outsourcing management: the outsourcing sgmaeiler’s non-fulfillment of contract, the complexity
of management and the worsening relationship with autsa service providers are included as risks.

4.2 The management and safeguard countermeasure
4.2.1 Construct the brand-new managerial idea and managée twatstsircing dynamically

Faced with the economic globalization, the gradual §oeial division of labor, intensive competition, oars
demands of consumers as well as rapid development and veddsppplication of information and technology;,
Chinese hotel industry must transform their ideas pesjtiand make best use of marketing to raise enterprises
operating efficiency with the exterior resources; hot#lsuld transfer their dependence on single strength for
participating in competition to dependence on the contgrsuperiority of entire supply chain, and strive to
cooperate with the dynamic outsourcing organization, agiteeing that the enterprise has the long-enduring
competitive advantage. In addition, the hotel must keegyhamic management to the outsourcing process while
the following supervisory work is so important. Outsouraiog only means the cost saving, but also makesii cl
that the enterprise should provide better and highditggarvice than before. In order to achieve the ihg@al of
outsourcing, the hotel must pay more emphasis on catiperand exchange with contractors, during which the
supplier would understand better concerning the enterpriseiardis and two parties could create the condition for
the proliferation of experience and knowledge, improviregservice grade from the long-term angle.

4.2.2 Recognize the outsourcing service needed and elexiritractors cautiously
The outsourcing service needed could be possibly dividedhatfmllowing types:

(1) those of which contained core technology is nohtitel's strong point and interrelatedness with the reotelfe
competency is quite low;

(2) those of which exterior supplier has the obvious coatpp@ superiority in resources, technologies, scale,
demand reaction rate;

(3) those occupy more resources of hotels, and of whigstment-return rate is quite low. Besides, regarttieg
outsourcing service has the latent risk for hotelgs thstablishing a special evaluation group that unifiesyev
divisional management personnel’s opinions to verify ke choosing contractors. Suppliers’ cooperation wish,
trust degree and synthesis strength are the mosttiampdactors, but the hotel enterprises must also iagtaon to

the differences of organizational culture and monitoriegifflility to suppliers’ achievements.

4.2.3 Rely on outsourcing service steps and strength dleeg® management
(1) Make clear the hotels’ outsourcing condition: thlategl internal and external conditions should be provided
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with if the hotel implements the outsourcing servicherg're approximately two external conditions: the
outsourcing service must have the suitable degree’sastiimdtion, which is right the standard of outsourcing
service quality; widespread application of information tetmpis the safeguard of information symmetry, sharing
transaction cost saving. The internal condition maiefgrs to the hotel's whole staff's idea forms, adlas the
necessity and feasibility of operation circuit reorgation and organizational reconstruction.

(2) Define the hotels’ outsourcing demands: there’reynfactors affecting the hotel's outsourcing service aed;
out of which four factors are especially of most impargamamely hotel scale (middle and small scale), grade
(economical), business agency’s status (secondary), anplawer cost accounting (high) as well.

(3) Formulate the hotels’ outsourcing strategy: in thoegss of formulating strategies, the hotel must éarabout
whether the outsourcing service is helpful to the zatibn of the operating objectives; determine thedede
outsourcing service domain through the investment forecakthe cost accounting; in order to choose the suitable
service company, the hotel must understand truly its owradd and have enough ability to solve its problenss; th
hotel also should handle with such issues as solution isphraompany’s whole appraisal, information system
appraisal, commercial provision appraisal and findrsifaation appraisal.

(4) Guarantee the hotels’ outsourcing implementationthia stage, the hotel must maintain the momentary
monitoring and appraisal of outsourcing service, amanpt communication and exchange with service providers
are necessary as well. At the same time, for theoauting service will involve some staff's benefitvitably, more
communication with the hotel’s internal staff in initériod of outsourcing implementation turns out to be very
important, which helps them to adapt to this new operatang w

4.2.4 Perfect the outsourcing contract and clarify bothssideponsibilities, rights and benefits

(1) The contract should make clear the service boundharyhee outsourcing agreement, and point out the range of
service explicitly so that the outsourcing service mtervican be clear about its own responsibility. Simutiasky,

the outsourcing contract, especially the long-term outgogircontract, should have the full elasticity, dealinthwi
the possible changes in the aspects of service aneigitrgbals.

(2) The contract should make clear the reasonable sdeviel and the quality explanation.

(3) The contract should make clear the compensatiotitjaahd the conflict-solving procedure, and the smvi
contract should include the provision of punishing theisemrovider for not supplying the service of the agreed
rank. Meanwhile, in order to solve the conflict quickiyd proceed to supply service when conflict appears, the
contract should also contain the procedure of solvitageloal conflict.

(4) The contract should also make clear the right nfragt’s termination. When the outsourcing service cattetin
the designated standard for many times, the hoteltieorized to propose the termination of contract.

5. Conclusion

In the present, the outsourcing service, along with deep development of Chinese hotel industry and the
professional service industry, is popularized graduallyhé future several years, the auxiliary work that isitegck

in developing vigor or non-profit may all be outsourcedh® specialized companies. For the outsourcing modes
will certainly become the development trend of the imggonal hotel industry, the Chinese hotel enterpskesild
renew the managerial ideas, innovate outsourcing modssettggthen hotels’ core competitiveness, thus enhancing
Chinese travel hotels’ international synthesis competipower and making the very good beginning for further
unfolding the transnational market.

References
Fred.R.David. (1998%trategic Management (the sixth editioBgijing: Economic Science Publishing House.

Long, Hunpu. (2005). The Description of The Developmeittaitl's Core Competence Based on The Outsourcing
Strategic Managemenitournal of Guilin Institute of Tourisn®, 84-87.

Lv, Ximei. (2006). Outsourcing Pattern and Its Utilipatiin Hotel Enterpriseslournal of Chengdu Pedagogical
Academy6,126-128.

Peng, Huiging. (2006). Human Resource Outsourcing Based on isgeBfrategy Managemeidournal of Hubei
Economic Institute7, 67-68.

Sun, Jing. (2006). The Efficacy and Management Policy of &@uodaral Hotel Outsourcing in Chin&ommercial
Research6, 185-187.

Weng, Gangmin. (2004)Modern Hotel Management: Theory, Method and CdaBanjin: Nankai University
Publishing House.

80



International Journal of Business and Management March, 2008

Yan, Cheng. (2005). The Affecting Factor Study on Hbt€lkoice for Dining Outsourcing Management.
Commercial Researchi7, 172-175.

Zeng, Bei. (2006). Hotel Outsourcing Service's Risk an®dtdges Market Modernization2.

Zou, Tonggian. (2002)Hotel Strategic Management: Theory Front and China’s PractiGeangzhou: The
Guangdong Traveling Publishing House.

Zou, Yimin. (2004). The Barrier and Countermeasure of Geinkotels’ Outsourcing Servic&€ommercial
Researchl7, 148-151.

81



\ol. 3, No. 3 International Journal of Business and Management

A Study on Relationship between Shares-proportfon o
Institutional Investors and Corporation Performance

Based on the Dates of the Chinese listed Company

Linjuan Mu
Accounting School, Beijing Technology and Business UnityetBeijing 100037, China
Accounting School, Central Economic and Finance UnityeBeijing 100037, China
Tel: 86-10-6898 3317  E-mail: mulinjuan@yahoo.com
Abstract

We have a study on relationship between shares-propationstitutional investors and corporation performance
during 2001 to 2005 in China. According to the positive aiglyge found the institutional investors have abiiidy
choose the corporation which performance of them amekedly higher than which are not chosen by them.
Moreover, from year of 2003, the more shares-proportf@ntore corporation performance and the more restrict
level to big shareholder, the more corporation performamne. Furthermore, the performance after the unistital
investors investing exceeds the performance. So thtutitstal investors in China have value-creator charstiter
Development of the institutional investors to estaibli®mpetition shareholder share structure and institati
investor union action then are advised.

Keywords: Institutional Investors, Corporation Performance,f@oate Governance
1. Introduction

Institutional investors generally have a huge amountpital, and have a strong ability to collect and arealyhe
information on the securities, and can carry out therdification of investment. Thebsorbed a lot of money from
the investors, insurance families and savers, aed thut a part of money on the securities market tostnve
Institutional investors we talk about mainly include:tgles of investment funds, social security funds, Brsce
funds, securities companies and QFIl (Qualified Foreigtitlrtional Investors).

Institutional investors on western capital marketstethearly and developed maturefjter the 1980s, the
majorities of institutional investors actively pantiate in corporate governance through electing the agents,
participate in the struggle for the agent righstitutional investors on the United States hold 53.3%eshaf the
total stock market until 1990, and in 2003 Institutionakstaers already hold more than 2/3 of the shares thall
major American companies.

Compared to the institutional investors in foreign coynthinese institutional investors started relativakgly.

The Stock Exchange of Shenzhen allows institutionalstave to go into the market in 1991, and the Stock
Exchange of Shanghai in 1993. Before the implementation a@utBies Act" in 1999, institutional investors in
China mainly include securities companies, trust and imergt companies, banks and a few of state-owned
enterprises. The operation of all kinds of the fundhighie disorder. Then the governors cultivated institutional
investors. On November"Sn 2002, the China Securities Regulatory Commission amdPéople's Bank of China
issued"The Procedures of Qualified Foreign Institutional Ingestinvestment Management in China" together. It
allowed the foreign institutional investors coming @bina. At present, Chinese institutional investors formed
diversified pattern including securities investment furgdsial security funds, insurance companies, corporate
annuity and qualified foreign institutional investots. 2001 the market value of the holdings of institutional
investors in Shanghai account for 11.4% of the totaketavalue. It increases to 44% in the December of 2005.
Institutional investors gradually replace the retaild become a dominant force of the market.

2. Previous Research

Since the 1980s, institutional investors’ shareholdersanfestern countries have begun to emerge especidtlg in t
US and UK markets, they begun to participate in corporatergance as the representative of the interests of
shareholders. The main focuses on research of ttiteiiiomal investors are as following aspects:

2.1 The Research on the Choice of the Target Company

Stulz (1998) and Shivdasani (1993) believed thatrelationship between the internal level of sharehgldind the
possibility of being acquired was negative correlati@tabise an internal high level of shareholdings would reduce

the likelihood of success of the acquisitiadichael P. Smith (1996) studied the situation that the larges
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institutional investors give the proposal to the compamg found that it had a reverse correlation relatipnsh
between the price of the stock and the possibilitypeihg the target company, and had a positive correlation
relationship between the size of enterprises, theuat of shareholding of institution investors andpbssibility of
being the target company. While He found the internal osirig, the ratio of market capitalization and value ar
not the significant factors affecting the institutiomalestors to choose the goal company.

2.2 The Research on the Affection about Institutional InvestoisgiRlart in Corporate Governance

It is still in the theoretical debate stage for instiinal investors taking part in corporate governance. fohus is
primarily that the goal of institutional investors peifating in corporate governance is a long-term holding o
short-term interests, and whether they improve cotpongerformance through participation in corporate
governance.

2.2.1 One view is that institutional investors had ativeseffect to corporate governance.

Kaplan (1994) found that the existence of the institutionakdtors as major shareholders would facilitate
companies to replace the incompetent managers. Wall@d)(20alyzed the property, manufactory and equipment
(PP&E), research and development (R&D) costs of 2500 Amrercompanies from 1988 to 1994, and didn't find
the evidence of institutional investors leading managecsnduct short-sighted performance. Moreover they found
it was the positive correlation relationship betwdiea costs on PP&E and R&D and the amount of the shares
owned by the institutional investors. McConnell (1994) founel whlue of Tobin Q and shares owned by the
institutional investors have a positive correlatioratiehship. Chaganti (1995) measured the company performance
by the return rate of assets, and had a conclusionthtbagcale of the shareholdings owned by the institaition
investors and company’'s performance had a obviouslatorerelationship. Michael P. Smith (1996) analysdd
companies which had huge achievement on changing governancarsttmctCalPERS'’s activism, and gradually
led to the increase of shareholder’s wealth. Gueneib Hawkins (1999) found that the performance of the target
company grew by 50% in the subsequent years since participatthg governance. Institutional investors had
more ability to intervene in corporate governance, sigeml the business activities of company. Gillan &
Starks,( 2001), and studied the positive role of activagnthe 2042 company's proposal from 1987 to 1994, found
that institutional investors had obvious effect todhecome of voting as the same as the assumption.

2.2.2 Another view thought that the institutional irtees had a negative effect to corporate governance.

Lipoton (1991) thought that the institutional investord dot have the skills and experience about managing the
company, and didn’'t improve the decision-making of enisepr Murphy (1994) thought thtte objectives were
inconsistent between the institutional investors tr@dmaximizing the value of enterprises, and had sigited
problems. Their goal often included the social or pmltifactors. In the 1980s, the excellent CEO and inflaknti
scholars all claimed that the stock market in UniteteStforced the manager of the company make short-@dighte
decisions (Monks, 1988; Jacobs, 1991; porter, 1992). Americamentators said the two economic characteristics
of American may be responsible for the behavioriv&cor very active companies controlled the popularitthef
market and the concentration of stock which the ingtital investors hold in short-term, and make the masager
reduce the object investment about long-term investnetatns. Elkins (1990), Daily (1995) pointed dbét the
institutional investors holding share only, or only takiragtpn governance didn’'t have any meaning to corporate
performance, the number of the published annual sharehpidposals had no correlation relationship with
company performance. Brands and Kim (1994) and Bamer anch@h885) believed that institutional investors
had better information-processing capabilities compapethdividual investors, but they might not develop its
supervision’s function, because of the different ofritgeestment objectives and incentives. Given these invemnti
Pound (1998) gave efficiency supervision hypothesis, istterenflict hypothesis and the strategy cooperation
hypothesis, so the relationship between institutiomaestors and the efficiency of the company did ndstean
inevitable link. Holdermess (2001) found that it had notnifigant correlation relationship between the
concentration of institutional investors holding and dperating performance of business. Keyes's (1997) study
showed that institutional investors had not obvious impadhe performance of corporation.

2.3 The Study of the Relationship between Institutional Investdrthe capacity of supervision.

Maug (1998) believed that the market's flow could reduce tise abthe bulk transaction, thereby it facilitated
investors to exercise the right of supervision androbtttrough accumulating a large share. Shleifer and Vishnny
(1986)showed that the existence of institutional investavalds help to alleviate the "free-rider" problem causgd b
shareholding decentralization, and might strengthen inteupervision mechanism to a certain extent. Chidanbaran
& John (1997) thought that institutional investors as gnehareholder could get more internal information from
the managers. It slowed the problem about asymmetfazniation in a certain extent on the capital market,
strengthened the supervision to enterprises. Holns&omirole (1993) believed that the growth of institutional
investors would reduce the flow of investment increasiegrdmsaction costs of selling the stock.
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2.4 The Research on Chinese Institutional Investors.

The government has been vigorously developing institutiomadstors since 1998 in China. The institutional
investors gradually replaced individual investors, andimeca dominant force of the market.

2.4.1 Introducing the course of development and current camsligiibout foreign institutional investors

Such literature analyzed the course of development armgtdahes about institutional investors, and the funct®n a
the role of corporate governance in the United Statelsosher foreign countries. These researches gave some
proposal to the domestic institutional investors. Thiegwed that the basis of institutional investors rapidly
developing is the legal regulatory, the framework of thgawization, the scale’s advantages and the mode of
operation. Institutional investors in china to partitgp@ corporate governance were necessity and feagibitiey
should cultivate the diversification of investors, amgrove the relevant legal system (Xu Yunkai, 2002). Zhong J
yin (2000) carried out the analysis that why and how tkgtinional investors in the United States were atjiv
involved in corporate governance, and pointed out the umrablso ownership structure in Chinese securities
market (price-earnings ratio much higher than other cas)tiampered the development of the company's control
right and the development of institutional investdiisey should draw successful experiences of the UnitedsState
and adopt the investment strategy oriented by corporatergnce.

2.4.2 The development of institutional investors would Helfiorm the competition ownership’s structure, and
improve enterprise performance.

Wang Bin, Yuan Lin (2002) proposéd introduce diverse shareholders, establish a conyeetitock mechanism,
let institutional investors fill the seats, in liefi state-owned shares and turn it into a balancing, @nstr
incentive and high efficiency shareholding structiang Qibo (2005) demonstrated the institutional investors
listed companies taking part in corporate governance woeld to reduce the control of private shareholders,
reduce invading the benefit of small shareholders, apdowve enterprise performandemajor shareholder taking
part in the competition of the control right would cause functions. On the one hand, institutional investor
shareholders would have a positive effect on enterprgformance through supervising managers’ activitias. O
the other hand, after institutional investors as shadeloaccessed the control right, they would use itsaénfte on
enterprises.

2.4.3 The authors analyzed the conditions and the ieffe¢actors of institutional investors to participdte
corporate governance by the model.

Hao Yun hong(2005) showed that only when the institutione¢stors investment and the expected return of
actively participation in corporate governance were great@ greater, institutional investors would be more
motivated to choose on investment and actively ppétie in corporate governance, and improve the management
through the analysis of the cost-benefit’ compare modhgJXiang Cai (2004) selected 246 listed electronics
industry as the study object, got a conclusion that thes avsignificantly correlation relationship betwdbp
proportion of institutional investors holding share angl pinoportion of the board of directors holding shanel a
with information disclosure had not significantly adation, but with the financial transparency had a it
positive correlation, so he proposedtre@ngthen the transparency of information.

2.4.4 The study on institutional investors 'sheep effect'.

Song Jun, Wu Chong Feng studied the fund from the Octob#898 to the September in 2000, totally eight
quarters, and Shi Dong Hui studied the fund in group from teiedirarter of 1999 to the third-quarter of 2000, they
found that the fund exist typical sheep’s effect.

We can find through the analysis of the literature threeott domestic scholars all regard the fund as the sthjiygt

of the empirical studies about the relationship betwiemproportion of institutional investors and listed pamies’
performance. The scope of the study is small. In addienfo institutional investors advancing company’s
performance through forming the balancing shareholdinzk sttvucture, the theoretical circle only analyzedhia t
theoretical model, didn't write any article on thisuisgo give special empirical research. This paper willysthe
relation between institutional investor shareholdind eampany’s performance by some, empirical research.

3. The Empirical Analysis of the Relationship between ristitutional Investors Holding and Company’s
Performance

3.1 Sample and data.

We select the sectional data from 2001 to 2@@&lyze the relationship between the shareholdingstiftitional
investors and company’s performance through empiricdiestuAccording to the annual financial report from 2001
to 2005, we selected the listed companies which their tghd®@holders have the institutions holding and thedist
companies which their top 10 shareholders don't have thiutiths holding as the sample in Shanghai and
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Shenzhen stock exchanges. We selected all samples thatll sthie conditions, and don’'t remove samples of
companies in bad performance (such as ST and PT compaMedhink that these companies also reflect the
investment orientation of institutional investor, ftemn make people have a more comprehensive inspeattbe t
effect degree of institution holding.

In order to ensure the validity of data, and eliminateithpact of samples of abnormal, we remove theatig

data: a. financial companie$his is the international experience of the researchst@reholder structure. Its
financial management has special character. b. Remthérlgsted companies which don't have complete data.

We selects with the software, such as Excel, Accesbgat the 3892 sample data about institution holding, and the
2178 sample data about no institution holdimge data used in this paper derive from CSMAR database, th
website of the China Securities Regulatory Commission (esva.gov.cn), and the website of the China Insurance
Regulatory Commission ( www.circ.gov.cn ).

3.2 Variable Definitions.

The variables of this study mainly include performanceatses, the related variables of institutional haddin
Furthermore, in order to control the impact of the penfoce, this paper also selects assets and liedilidite and
company scale as the control variable.

3.2.1 Company Performance Variables.

When we evaluate the indicators about the profiterl®f listed companies, the most common index is netofate
asset earning (ROE) and earnings per share (EPS).

Net rate of asset earning (ROE) is a very comprehemsid the most representative financial indicatat,igis still
the comprehensive of the scale of business salescaogbl, capital operation, can reflect the finalutes of the
company's business activities and the profitability shareholder investment, and it maximizes to putbeivalue
of company.

Earnings per share (EPS) seldom is refrained by the igdarstt scale, it is the most intuitive indicator wha@m
reflect company’s profitable ability, and is the Isasi the dividends shareholders receive, it is thecatdr which
investors highly concern and has a significant impact westiment decisions.

3.2.2 Institutions Holding Variables.

As to the measure of institutions holding’s numbers,used the proportion of institutional investors owrshgre
(INS) and institutional holdings of balances (INZ)

The proportion of institutional investors holding wadirdte as the proportion of the share owned by the larges
institutional investor in the target company. It is thdicator that can reflect the possibility of instituts taking
part in corporate governance. The proportion of institati investors holding is higher, the possibilityasger, and
the possibility of sharing corporate earnings is higherthe driving force taking part in corporate goveceais
higher.

The purpose of this paper is that study the effect thttutignal investors holding on company's performance, th
effect of institutional investors holding and the majoshareholder in the checks and balances on the cotapany
performance, so we select the ratio about proportidheolargest institution shareholding comparing to priopo

of the largest shareholder (INZ). The larger the vagiglthe higher the balances degree is, and thkt iesear to
one. It shows that the right of institutional investts close to the power of control of the first laspareholders. In
such circumstances, enterprises are controlled by samtolling shareholder including institutional investors.
When the degree is closer to zero, the controllingesegf the first major shareholders is stronger;dbgree of
balanced by institutional investors is lower.

3.2.3 Internal Control Variables.

To control the effect that the other charactersstitthe company arise, we selected the rate ofsagedtliabilities
(HF), company size (SIZE) as a control variable, thiedrate of assets and liabilities reflects the comisdinancial
condition, the company' scale also have some impactcarporate performance. These variables affect the
company's performance will be controlled, and we casemle that how institution holding affect to corperat
performance.

3.3 The Establishment of Assumptions.

Institutional investors, particularly large institutad investors, their investment philosophy firstly ‘galue
Discovery" because of large scale and high-flow requirem&hisy carry out a deep level of analysis with their
professional background and sophisticated financial sisalgols, and they choose the companies having thstinve
value to invest. They pay attention to the risk at itme they investing in order to achieve higher returmsmihe
whole situation, when choosing investment targets initital investors generally choose the company that has
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good performance, stability, and a certain growth iartit

According to analysis above, the higher the proportiorinsfitutional investors holding, the more power in
corporate governance. When the percentage reached & ocextant, the returns participating in corporate
governance surpass the cost of supervision, institutionastiors actively want to involve in the supervisiSo.
they can enhance company performance. After investrnitengn have a positive on the governance of listed
companies through some mechanisms, such as the righttdp imdiating shareholder proposal and private
consultations. On the one hand, the performance of ttaapanies is better than those no institutions holdimg,
the other hand, the company's performance can be intbrove

Institutional investors actively involved in corporatentrol’s competition, and help to restrain the major
shareholders, which helps to reduce the control of shaesisoprivate profit and reduce major shareholder
expropriating small shareholder, change the phenomenomefstock dominance’ in China, actively participation
in corporate governance. The fact that institutiomegstors of the United States and other developed rtesitake
part in the governance of listed companies shows tkttutional investors actively involved in the contréltioe
listed company competition achieved certain outcome,duipg the lever of listed corporate governance.

Based the analysis we mentioned, we propose the folldivieg@ssumptions, and establish a regression model:

H1: The company performance of institutional holding lwe fT-1, T year is superior to those company no
institutional holding in the T year.

H2: The proportion of institutional holding has positreéationship with the company’s performance.

H3: The performance on the T +1 year is better than pxdormance before taking part in institutional
shareholdings on the T-1 year.

H4: Check-balance shareholder structure has positivelation with company performance.
We study by multiple regression methods using the above assogphe regression models are:
EPS ROE=4a, +B,INS+C,SIZE+cHF +¢ ...... Model 1

EPS ROE=q, +B,INZ+C,SIZE+cHF +¢ ...... Model 2

The variable EPS in the equation represent earninghaer, ROE is return of total assets, SIZE and Hbahalf

of the logarithm of the total assets and the assetdiahilities rate, INS represents the proportion reftitutional
investor shareholding, INZ represents the proportiansiftutional shareholding to the proportion of the firstjor
shareholders shareholding. Model 1 observes the mdhifp between the proportion of institutional investors
shareholding and company’s performance, and model 2 @sstre relationship between balances of institutional
investors holding and company’s performance.

3.4 Statistics Results and Discussion
3.4.1 Integrity Description Statistics
Table 1. Integrity description statistics data

ear number the proportion of institutional investor
y shareholding(%)
Max Mix Median Mean

2001 720 70.970 0.01 0.950 2.438
2002 908 70.520 0.01 1.560 2.878
2003 744 70.970 0.03 1.735 3.292
2004 773 70.970 0.03 2.385 4.340
2005 745 59.940 0.001 2.980 4.811

From Table 1 we can find: Not considering the factfrimdustry, with the increasing scale of institutioimadestors,
equity ratio of institutional investors in listed compangreases year after year. According to median figuee
increased from 0.95% in 2001 to 2.98% in 2005. But the equityahinstitutional investors is not balance; in 2005
the minimum of equity ratio was 0.001%, while the maxirmaached 59.94%. It suggests that the equity ratio of
institutional investors varies greatly. also shows that institutional investosce of governing the corporate is
relatively weak and the phenomenon that the equityg ditthe largest shareholder is too high still exidteoagh
some institutional investors in listed companies phaye important role.
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3.4.2 To Test Whether If the Performance Will Affaedtitutional Investors to Choose the Target Companie

As same as assumptions 1, the performance of the oiespahich are chosen by institutional investors is soper
to those which are not. We assume the time whertutistial investors entered is T. The whole sampleese
stocks were not hold by institutional investors befbrg, were divided into two groups. One group is the listed
companies whose stocks are hold by institutional investoT year and the other is not. We use the averdge va
of independent samples to test whether earnings of perafttheetwo group exists significant difference.

Table 2. Data of the average value of earnings of pee sha

Varia number average

year of 9 Std. err. | F value T value Lower Upper
ble value

samples

X1 | 181 0.034 0.023 | 5095 2616

2001 -0.158 -0.001
X2 204 0.113 0.020 | (0.758) (0.009)
X1 201 -0.017 0.028 | 9.697 -5.316"

2002 -0.287 -0.098
X2 57 0.175 0.023 | (0.002) (0.000)
X1 368 0.020 0.020 | p.910 -3.181"

2003 -0.239 -0.025
X2 | 105 0.151 0.029 | (0.341) (0.002)
X1 | 446 -0.047 0.022 | 4.629 4615

2004 -0.373 -0.105
X2 89 0.192 0.032 | (0.032) (0.000)

(O* significant at the 10% level using a two-tailed test;Significant at the 5% level using a two-tailed test; ***
significant at the 1% level using a two-tailed test.

®@the data in the () is the value of P.
(®X1 The listed companies whose stocks are not holddtifutional investors in T year
@X2 The listed companies whose stocks are hold by instfitaitinvestors in T year.

According to the test results, under the condition tistéd companies have not been invested by institutional
investors in the past, institutional investors chabselisted company which had significantly better pentmmce

than those which are not been chosen in the followiag lfeom 2001 to 2004, the EPS of listed companies whose
shares are hold by institutional investors the neat yee higher 232.35%, 1129.41%, 655%, 508.51% than those
not been chosen. And it is significant at the 1% leWélis suggests H1 assumption is corrddtat is to say
institutional investors will choose investment companivhose performance is significantly better. It shows
institutional investors have investment concept thay focus on the performance of the company. So wevkelie
they are the discoverer of the value.

3.4.3 Corporate Performance
Table 3. Description statistics of proportion of indiitnal investors holding and corporate performance

0-20% 20%-50% 50%-100%

year EPS ROE EPS ROE EPS ROE
2001 0.0777 0.037 0.1686 0.063 0.1927 0.068
2002 0.0670 0.031 0.0362 0.037 0.1670 0.060
2003 0.0783 0.028 0.1459 0.064 0.2264 0.084
2004 0.0261 0.049 0.1804 0.060 0.2574 0.086
2005 0.0502 0.017 0.1314 0.016 0.2260 0.054
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Table 4. Regression analysis on the proportion oftintigthal investors holding and EPS

2001 2002 2003 2004 2005

The proportion of institutional 0.001 0.003 0.007 0.008 0.012
investors holding
Total assets

0.079 0.084 0.080 0.104 0.125
Financial release lever

, -0.476 -0.330 -0.339 -0.422 -0.728

R

0.334 0.332 0.328 0.340 0.434
Adjustedr?

0.107 0.107 0.103 0.112 0.185
F value

27.4 34.465 27.923 32.177 55.704
P value

0.000 0.000 0.000 0.000 0.000
The number of sample

720 908 744 773 745

* Significant at the 10% level using a two-tailed test;sfgnificant at the 5% level using a two-tailed test* **
significant at the 1% level using a two-tailed test.

The above tests have confirmed the H2 and H3 estalgighmccording to proportion of institutional investor
holding shares, in table3, there are three sections:(),@%-50%),(50%,100). We found EPS and ROE in the
section 50%-100% are higher than in the section 20%-50% &@$00# shows the higher the proportion of
institutional investor holding is, the more performemare. This is consistent with the statistical tesultable4,
from 2003, value ofR* and adjustedr® of regression equation are higher year by year. Thelation coefficient
also year by year enhances. The proportion of ingtitatiinvestor holding are significant correlation withSE&t

the 10%, 5%, 1% level. That indicates the higher praportf institutional investor holding is benefit to the
corporate performance.

3.4.4 The research on the check-balance of Stockholigrts and corporate performance
Table 5. Regression analysis on the check-balandecki®lder's rights and EPS

2001 2002 2003 2004 2005

the check-balance 0.001 0.003 0.007 0.008 0.012
Total assets 0.079" 0.084" 0.080 01047 | 0.125"
Financial release lever| -0.476 -0.330" -0.339" -0.422" -0.728"
R? 0.334 0.332 0.328 0.340 0.434
Adjustedr? 0.107 0.107 0.103 0.112 0.185

F value 27.4 34.465 27.923 32.177 55.704
P value 0.000 0.000 0.000 0.000 0.000
The number of sample 720 908 744 773 745

* Significant at the 10% level using a two-tailed testSignificant at the 5% level using a two-tailed test:
significant at the 1% level using a two-tailed test.

The regression result of the check-balance of Stockheldghts and EPS in table5 is significant at the &%&ll
The value of R* is in the section of 0.1-0.2, and higher year by yEae. result is as same as H4. That is to say, on
the check-balance shareholder structure institutionadstor take part in corporate governs positively, then t
performance will be better.

4. Conclusion
4.1 Institutional investor is a value discoverer in China

Based on the data of 2001, we use average value of indepeadgies to test EPS and find that the performances
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of listed companies which are invested by institutionakstors are better than othefhat is to say institutional
investors will choose the target company according ioofessional look and sophisticated financial analysitst
for investment analysis and they choose potentialpemies to enter. So we believe that Chinese institition
investors are "value discoverers."

4.2 Institutional investors also have feature of "value creator"

From 2003, the equity proportion of institutional invest@asd EPS significantly correlated. System of
check-balance of institutional investors and perforceaof the company are significantly correlated. Oudt
indicates that after years of development, especiallyanatest three years, institutional investors in ountry, to

a certain extent, improve the company's performances iShsimilar with the current domestic Empirical Study
From 2001 to 2005, EPS of listed companies, with institationvestors in top 10 shareholders, was significantly
higher than those with no institutional investors tiradr performance is significantly better than othErem 2003

to 2005, the performance of companies which get more groviihtiL is better than that in T-1.1t indicates that after
the investment of institutional investors, it willggluce positive impact on performance. The higher thpgption

of institutional investors hold, the better the perfante of the company is. Based on the above, we believe
institutional investors are not only "Value Discoveréfsut also "value creators", which is consistent wttb t
conclusion about domestic institutional invesiorestment philosophy. Since 2002, the process of seauritie
market has accelerated in China. The security regulateg} Is rising and our country vigorously promotes the
development of institutional investors. Institutionavestors started to change ideas, advocated value inmstme
There were more cases about institutional investorticipating in corporate governance, such as the 2002 ZTE
Issued H Share Storms. It shows that the awarenessothainstitutional investors participate in corporate
governance is rising. From the initial self-interesp#ticipation in company governance, it indicates the ipesit
significance of institutional investors in corporate goamce.

4.3 Proposal

So based on our study and the reality of shareholdingtste of Chinese state-owned enterprise, we give some
proposals:

4.3.1 Gradually eliminate the system shortcomings

The empirical results show that after 2003, the equity aitinstitutional investors is correlated with thengmny's
performance. However, the equity ratio of institutiomsdeistors in our country is still small and its rolen@ very
large. So we should gradually eliminate the system strarbgs limiting the role institutional investors andasel
equity ratio of institutional investors in listed compan@ad provide the system conditions for institutionagstors

play a leading role in governance structure of listethpamies. For example, in “Management Measures of
Securities Investment Fund Operation ", a Fund holdesha a listed company, which can not exceed 10% of the
market value of its net assets; the same Fund marfagldra security of a company which can not exceed the 10%
of it. To the reality of “only one major shareholden"China, the ratio is not enough to form balancing foocné
largest shareholdefo a certain extent, it limits the enthusiasm of infitihal investors in corporate governance.
Relevant government departments should revise and peelatéd ordinances, according to the needs Chinese
securities market development to institutional invesaoid the present situation of shareholding structure.

4.3.2 Madify investorsstructure and build competitive shareholding structure.

Modern enterprise theory believes, as a lease portéoiterprise, the internal arrangements of its shaditgpl
structure will directly affect the company's performamand value. Efficient shareholding structure should tmee
conditions: first, the controlling shareholder equiay control the most resources by the least shareholgétgnd,

the other shareholders union is possible to replacedhtrolling shareholderk China there exists phenomenon of
"only one major shareholder" and the equity ratio ofitutsonal investors is too lowlt is very difficult for
institutional investors to play their role to check aradlabce the largest shareholder. The ongoing shareholding
reform will help to resolve the circulation of nondedle shares, realizing same shares with same rightsiadBut
fundamental solution to phenomenon of one stock dominanGhimese listed companies. So it is necessary to
develop institutional investors and guide the securitieestment funds, insurance companies, social securitig fun
and other institutional shareholders, institutional itwss actively and narrow the gap between the largest
shareholders and institutional investors. On one handyitteromenon of one stock dominance can be solved and
can reduce the necessary portion of institutional bovedor decision-making in listed companies; On thesroth
hand, it can reduce the risk of individual investors, bdista shareholding structure with the existence of sévera
controlling shareholders including institutional investamad improve corporate governance and enhance
performance in the deeper level.

4.3.3 Perfect the securities market and improve the qudlitsted companies

The quality of listed companies and institutional investaictively participation in corporate governance is
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interactive. The stronger a listed compasygrowth is, the more institutional investors tlvay attract. Whether
listed companies have sustained investment value, subtdieelopment capabilities and the ability to give
shareholders more satisfactory long-term rate ofmedre the basis for the healthy development ofrtheket. It is
also the important market conditions to attract instihal investors actively to participate in corpergbvernance.

4.3.4 Promote the government's supervision to institutionaktors

Under the condition that the stock market are imperfestitutional investors, as a group with strong inflisno

the market, are greatly possible to make market rekirsg and market manipulation. The government's
supervision to institutional investors, with relativenigh direct costs and indirect costs, is inevitafdjed.
However, the governmeénd failure is not meant to deny government regulatiomditates the government is the
role of complement of the market but not the role mgtgent when it handles the relationship between sidhe
security market. In the future the government should imgprthe laws and regulations related to security
supervision At the same time, more focus should be placed on inyamgifaw enforcement and establish highly
efficient enforcement mechanism. Government regulastrauld focus on the characteristics of institutional
investors market behavior and establish a set of timely manigoand warning mechanism for institutional
investors. In addition, as the investment behavionstitutional investors becomes more complex, the gowent's
supervision should be more refined and stringent.
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Abstract

By applying audit firm industry market share measure asygiar audit firm industry expertise or specialisation,
the focus in this study is on trends in industry speci@isdtom 1999 to 2002. With data coming from annual
reports of companies listed at the Kuala Lumpur Stock &xgh (KLSE — now, Bursa Malaysia) and industry
specialists defined as market leaders with market shaegegrthan 20 percent of audit services (in terms of the
number of clients) within a client specific industryisifound that Ernst and Young specialising in constructiah
plantation, KPMG in industrial products, Pricewaterhous@€m® in finance and Arthur Andersen in finance,
plantation, technology and trading/services.

Keywords: Auditor Industry Specialisation, Market Share, Big 5, Kualepur Stock Exchange
1. Introduction

In the United States, claims by large auditors suggestntiastry specialisation is a goal of increasing impaan
for some, if not all, of them (Hogan and Jeter, 19991)p.This implies that the concerned audit firms have
perceived a benefit from specialisation, whether Bwed market share, profits, audit quality or merely the
maintenance of market share in a competitive enviranidat specialisation in the audit market is considefed
utmost important in the United States is also reflectethéyact that in 1998 a sample of the nation’s accountants
had viewed it as critical for the future survival oéthudit firms (AICPA, 1998). Thus, not surprisingly, geme
study has identified specialisation as one of the fpeissues impacting the CPA profession in tHé@htury.

The 1993 KPMG Peat Marwick’s restructuring of its orgamsaslong industry service lines (Emerson, 1993) was
the forerunner of all Big 5 firms implementing indussirvice line restructurings (Greene and Barren, 1994;iHoga
and Jeter, 1999). As mentioned by Gramling and Stone (200L), these restructurings are consistent with a
growing emphasis in professional auditing standardsnolengtanding the client’s industry and business. A decade
later, the United States General Accounting Office eyireonducted in 2003 with top officers from the nation’s
largest publicly held companies on audit firms’ consolaratind its impact on competition (among other things)
provided the data that the nation’s public companies prefdinmas with established records of industry-specific
expertise (GAO, 2003, p. 27). Specifically, 80 percent (118 of 14iBegbublic companies responding to its survey
said industry specialisation or expertise would be of gresemyr great importance to them if they had to ch@ose
new auditor. Overall, industry specialisation or expenias ranked third in importance behind quality of service
offered (99 percent) and reputation or name recognition (8. Also, when asked why they would not
consider an alternative to the Big 4, 91 percent (117 of di29)blic companies responding cited technical skills or
knowledge of their industry as a reason of great or very gngertance.

When it concerns Malaysia, little is known regarditsgauditor industry specialisation (hereinafter AlSpexept

for a study done by Takiah et al. (2000) which shows tietis no industry specialisation for the auditordan t
country. In an internet search done in early 2005, itfaasd that that the nation’s big audit firms have failed to
provide any information on their possible industry spéstibn in their websites. This is not the case when it
concerns their counterparts operating in some other ¢esntn the region. All this happens in a national
surrounding where there is a decline in the relative itapoe of audit services as a proportion of total adrdit f
revenue and an increase in litigation concerns. Theldsdsa recent increase in the awareness of globalisatid

liberation impacts on audit services among audit istetk parties. In this environment, auditors may sttove
maintain or increase market share by increasing gualid/or reducing costs via their specialisation effort
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2. Literature Review

There are around at least three proxy measures of audiinfilustry expertise. These are (1) audit firm industry
market share measures; (2) audit firms’ self-identifredket specialisation that may be found at the firm’ssite
(Hogan and Jeter, 1999); and (3) percentage of an audit fiotallsaudit revenue (as proxied by square root of
client size) generated by clients in an industry relativihe total audit revenue earned by that audit ficnoss all
industries it serves (Yardley et al., 1992; Kwon, 1996). Coetpto the latter two, research to date most frequently
applies audit firm industry market share measures asgsrdar audit firm industry expertise or specialisation.
Specifically, the market share approach assumes that dgrvitg the relative market shares of the audit firm
servicing a particular industry, one can deduce thosehwhiry be known as industry specialists. These audit firms
have the largest market shares within the industry whighahe able to develop due to significant investments in
industry-specific audit technologies. With such investmitigsalso assumed that they achieve increased ecomomie
of scale and improved audit quality.

Zeff and Fossum (1967) in the United States profile audit firthustry market shares, based on several different
bases, in 38 industries comprising 526 companies. In what apjoebe the first ever study on AlSpec, they find
across-firm variability in market leadership and identifie Big 8 firm that is not a leader in any studied industry
Replication and extension of Zeff and Fossum’s workuthe Rhode et al. (1974), Schiff and Fried (1976), Dopuch
and Simunic (1980, 1982), Danos and Eichenseher (1982), Beelde ér@bHogan and Jeter (1999). All in all,
they have made it clear that individual audit firms hiaigh levels of market share within specific industries, and
that between-firm market shares vary across industtiés.also notable that the audit firm industry margteare
conclusions of these replications differ by the perixah@ned.

Thus, for example, Dopuch and Simunic (1981, 1982) and Hoganederd (1999) have found that changes in
industry market shares among the large audit firms.ahtiqular, the former find that in many industries, the
dominant firm as of 1964 lost market share during the subsetgrelyears. As for Hogan and Jeter (1999) who
examine changes in audit firm industry market shares betb@#&hand 1993, their findings suggest that firms with
large market shares increased their industry market shelnés, the market shares of firms with smaller market
shares decreased. In contrast to Danos and Eicher(d882), Hogan and Jeter (1999) observe this trend in not
only regulated but also unregulated industries. Grandimd) Stone (2001) provide excellent review on these and
other research works related to audit firm industry exgentishe United States.

The numerous studies conducted in the United States ovgeding on audit firm industry market shares used as
proxy for audit firm industry expertise parallel similarcef6 conducted in many other countries around the world.
For a good example, Craswell and Taylor (1991) analysecauniitustry specialisations for all 23 Australian Stock
Exchange industry classifications. Their analysis indéctitat only Big 8 auditing firms has industry specialisations.
Weets and Jeger (1997) include a summary of the literatutable form for studies conducted as early asen th
early 1960s and as recent as a decade ago in the Unitesl &tdtother countries in the West.

Just about every study on AlSpec shows that the aulditgd firms in many industries located in various coustrie
is dominated by one or a few of the Big 8/6/5 audit firfitaus, the question asked for this research is whether we
would observe similar pattern in Malaysia since the sandg firms also operate in the country. But the maftxet
audit services differs by country. Gramling and Stor®12 say this in reference to two works — Hancock (1996)
and Beelde (1997) - in their study of archival literatureuadit firm industry expertise. If that were true, thera is
guestion about the generality of those results using dimisadata to the other audit markets.

Probing over the Malaysian accounting profession andt guectice in its first four decade after the nation’s
independence in 1957, Azham (1999) shows that when one goesdbostructural form, in many ways they
hardly resemble those in countries such as the UnitecsStafaustralia. This is perhaps understandable considering
the distinctive socio-economic and political contdkegt audit in Malaysia is operating in. Therefore, ¢hauld be
reasons why the results reported overseas could not derriiel in the Malaysian context. The Malaysian audit
market is just not comparable to those found in counstiet as United States and Australia — though it may be
comparable to the rest of developing countries or camtin the region considering their similar stages of
economic and political development and socio-culturales

Nonetheless, available evidence to date providegitiiere that the big audit firms have over the yearsiadeal
much of the audit fees paid out by the listed companiesaiaydia (Azham, 1999) if not also perhaps for the whole
audit market in the country. So, the gap in the literatiuaé we hope to address is this: would we find evidefice o
audit firm specialisation in specific industries in a segnoérihe audit market comprising of listed companies in
Malaysia? Specialisation of auditors would result in agr@presentation of a given firm in a given industry and,
consequently, underrepresentation in other industries.
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3. Problem Statement

In the United States, standard setters and quasi-regulaidies have suggested on several occasions that industry
expertise results in higher quality audits (e.g. AICPA, 19837; Panel on Audit Effectiveness, 2000). So, is there
such expertise in Malaysia considering the fact thatal&h just like the United States needs high quality audit?
Takiah et al. (2000) do just that and more for data cominthéoyears 1991-1996. But the following may be found

in the concluding section of their work (Takiah et 2000, p. 110): “Hence, it can be concluded from this study tha
a specialisation by industry among auditors does not exisalaysia. Audit firms provide services to a wide range
of clients in different industries rather than specialisedices in any particular industry. Consequently, audit firms
gain general audit knowledge rather than industry specifiovledge ...” Would the same conclusion be found for

a new set of data? Thus, the study attempts to find arievilee following question: Is there industry speciaiisat

for the period 1999-2002 for the segment of audit market imyda comprising of the KLSE listed companies?

4. Research Design

Several researchers test for evidence of industry digatian but there is a lack of consensus as to tfiitilen of

a specialist. This is not surprising since definindustry specialisation is such a subjective task (O'Retly a
Reisch, 2002). This in turn leads to a situation wherdeaic researchers have taken up a variety of approacthes i
measuring specialisation.

4.1 Measuring Specialisation

In identifying specialist audit firms, the market share,rtile market share bases, the industry classificatiamseh
and the industry size need to be spelt out first of all. dach one of these, different researchers magpeldiiem
differently. See Gramling and Stone (2001). As a redudtetis more than one way in determining those who are
auditor specialists.

Following Hogan and Jeter (1999), the present study defindior industry specialist as market leaders with
market share greater than 20 percent of audit servidesve client specific industry. This 20 percent cutfoff

Big 5 audit firms is based on modification of the Crdbetal. (1995) 10 percent rule applied to Big 8 audit firms,
given the mergers that reduced the Big 8 prior to late 188@g 5 in the late 1990s. It is notable that the 20
percent are also the industry specialisation measure tgkéy Chen and Elder (2002) and Mayhew and Wilkins
(2003).

As for the market measure, it is the number of téidike in the case of Craswell et al. (1995) and thatoh of the
three early works in the AlSpec field: Rhode et al. (19@&l)ing and Stanton (1978) and Campbell (1981). Also,
following Krishnan and Yang (1998), industries included instugly need to have at least 10 companies in number.
This is an arbitrary inclusion rule to avoid unreasonabellts because of too few firms in an industry (Minyard
and Tabor, 1991, footnote 22). Note however Fergusah é€2003) who designate as industry specialists auditors
who earn the highest percentage of industry audit feesdliega of the number of public company clients in the
industry or city.

Finally, for industry classification, the industry cldigsition scheme used by the KLSE (now Bursa Malaysia) i
adopted in this study. There are thus 13 industries. But firecef them — closed-end funds, hotel, infrastructure
project companies, mining and trusts — have each fewerlifbaompanies for each of the years covered, the total
number of industries relevant for analysis is downed:tocoBstruction, consumer products, finance, industrial
products, plantation, properties, technology and tradingéssrvi

4.2 Data

The market for audit services is recognised to be segohémto distinct submarkets in a hierarchical way (Beaiti

al., 2003). At the national level, the private (forfifyand public (not-for-profit) sectors can be distirgied with

the former split into listed and unlisted companies. Tétedicompany market can be further split based on (1) stock
market indices (e.g. Composite Index, First Board, SeBaadd); (2) industry sector; and (3) city markets. Asoin s
many previous studies, the present study is limited sokamarket: the publicly listed companies. Only listed
companies are studied because their annual reports dyeagafiable. In addition, this group represents thasin
economically significant group of companies in the country

All the data collected come from the annual reports bSK listed companies. No additional information or
opinions from companies or audit firms were obtained. dach company, the data is consisted of the type of
industry, the identity of the company auditor, audit feetamtbver as found in the published financial statements of
the companies for the accounting periods ending in 1997, 1998, 20809, 2001 and 2002. Annual reports of
companies are mainly drawn from the KLSE website. Inscadeere the website has failed to provide them, annual
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reports of companies found in the form of printed pagesearched for in either the KLSE in Kuala Lumpur ftsel
or a securities firm in Penang.

Companies chosen to be analysed are those listed in 28%®, 2001 and 2002. The exclusion is made for the data
in 1997 and 1998 in order to avoid problems associated wittnéinger between Price Waterhouse and Coopers &
Lybrand. The merger was announced 18 September 1997, effActijust 1998 (Wall Street Journal 19 September
1997, pp. A3, A4.) The number listed differed over the 1999-2068doeanging from 755 to 838. Unlike Hogan
and Jeter (1999) and Velury et al. (2003), no exclusion is negeding companies in regulated industries. But for
the research question related to auditor industry spetiatiscompared to the other two on audit market share
distribution, exclusion of companies in industries with fetlian 10 observation in each sample year is done.

5. Findings

At different times within the accounting community, e@rtterminology has evolved to describe the top firmthé
industry. At one time, they might have been describetheBig 8, later the Big 6 and later still the Big Singce
middle of 2002 with the collapse of Enron and the falit®fexternal auditor Arthur Andersen, the top firms are
known as the Big 4.) As a result, different scholarsdierent designations in their works in describing the t
audit firms depending on the time periods that they areetord about In this paper, for convenience, the nafmes
the Big 5 audit firms are abbreviated as follows: ArtAndersen (AA), Deloitte Touche Tohmatsu (DT), Ernst &
Young (EY), KPMG (KPMG) and PricewaterhouseCoopers (PwC).

With 20 percent as the cut-off point for industry speciiim measure, it may be seen from Table 1 that four
industries — construction, consumer products, propeatidstechnology — have failed to have auditor specialist at
some point during the four-year period covered by theystDdnsumer products has in fact failed to have auditor
specialist for the last three years of the four-yeaiode Also, for these four industries and majority of thst, at
various points during the four-year period, there is noentisan one single auditor specialist. In two industries
industrial products and plantation — the auditor speciaatsthe same throughout the four-year period. It is KPMG
for industrial products and AA and EY for plantation. Ie ttase of finance, AA and PwC are the auditor spstsal
for each of the last three years of the four-yearogelin the case of construction and technology, EY afdhdve
been the auditor specialist over the last two yeatteffour-year period. For trading/services, it is ieséing to
find that AA is the auditor specialist for the lastethryears of the four-year period. However, PwC is #iso
auditor specialist in one of these years.

During the four-year period, it is only the year 1999 whaoh of the eight industries possesses auditor specialist
The year 2000 sees three industries (construction, conguoutrcts and technology) failing to have their auditor
specialists. That is also the year that sees thedtiglienber of industries failing to have auditor specialiatd4999,
KPMG is the auditor specialists in four industries, wiike in four other industries. As for EY and PwC, there a
auditor specialists in one and two industries, respecti@y.EY that position in plantation has to be shared with
AA. As for PWC, in one of the two industries thatsitaiuditor specialist, it has to share the position WRIVIG. For

the rest of the three-year period, AA appears to be awugprialist in more times than the rest of the Bigrad.
Second place is taken up by EY.

Allin all, it may be safely said that there is indystpecialisation in the listed company segment of tla& anarket
with EY specialising in construction and plantation, KPNfGindustrial products, PwC in finance and AA in
finance, plantation, technology and trading/servicegshWie fact that there is no industry specialist found in
consumer products for the last three years of the fear-period, it may be said that this very sector isawith
auditor specialist. It is also notable that DT hakeéato be considered as auditor specialist for any oihthestries

for the years covered. (Note however that when the e26ept as the cut-off point for industry specialisation
measure is reduced to 15 percent, DT is finally ableetone for the technology industrial sector. Thattjwosis
however shared with the other four Big 5 audit firmsée($able 1)

6. Discussion

Prior research has used Big 8/6/5 non-Big 8/6/5 dichotoithout regard to differences between large audit firms
in industry market share and expertise (Pike, 2003, p.10)thBte is linkage between industry market share and
industry specialist/expertise (Solomon et al., 1999). Thatindustry experts have a deeper knowledge than
non-experts due to greater experience in the industry vemahles experts to make more accurate audit judgements.
So, in those cases where audit firms have more cligrgarned more fees in an industry, they may satekaid to

have more opportunities to acquire deep industry knowledgddads to industry expertise.

Recently the United States General Accounting Offidéch conducted survey in 2002-2003 on audit firms’
consolidation and its impact on competition (among othiergs) mentions in its report that audit firm ‘industry
specialisation’ can be captured by a firm’s relatidglyh market share, in terms of client assets or ctiales, in a
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given industry (GAQO, 2003, footnote 18). Thus, the assumptitmhif that a firm does not have sufficient expertise
and staff resources if it audits only a small shareddistry assets (GAO, 2003, Appendix IV, footnote 3).

In the Malaysian context, from the analysis undertakemetts evidence suggesting that four of the five large audit
firms show a pattern of strong presence in specificsiries. This might be related to the fact that thege ffrms

use different audit approaches and have incomparable in#astngedge within their audit teams. As a result, there
is competitive advantage for these firms, and auditoices have become less than “random”. This very finding
comparable to that which can be found in so many otheargs conducted over the years in many other parts of
the world (see the above Literature Review). It1$® ghe very opposite found in Takiah et al. (2000) astioreed
above. Having said all that, there is a need to takeaiocount that there exist different approaches ttifgidirms

as industry audit specialists. This lack of consistentsoreanent, as stated by Neal and Riley (2004), has made it
difficult to compare and evaluate findings on auditor industegisgisation in studies.

The finding that there is auditor industry specialisatiothe country brings out the picture that though Malaigsia

a developing country with a different socio-economic anlitiged background from that of western developed
countries, certain things are still the same the wovlet.oThis is probably due to the relaxation of competiti
barriers in recent time and increasing participatiofoiign investors in financial markets. Furthermore, tbuthe
Asian Financial Crisis 1997-98, the large audit firmshvaffiliated firms located in developing countries faced
pressure from various parties to have their audit pbjiby and audit approach harmonised on a world-wide scale.
Differences in audit practices between local office¢he Big 5 firms, which existed due to national factonay
have been replaced by a more unified approach within eabless firms. All in all, audit market in the country that
concerns with the listed companies segment may not défecent when compared to those in western developed
countries. For other audit market segments and otheenmsatt audit besides audit market, there is still howaver
need for the conduct of research in order to find outlvenetimilarities are also abound.

7. Conclusions

The presence of the demand for industry specialisatiimes audit firm investments in specialisation agads to
industry-based clienteles. The presence of this tymliesfteles is the rationale for using market shata tainfer
specialisation for research in auditor industry spectiisaln the market of audit services, the suppliersedan

the form of top tier, second tier and third tier ficitiose in the latter two categories may have longitiést and
some may also have developed specialisation to captan®mies of scale (Godfrey and Hamilton, 2005, p. 13).
Nonetheless, a client seeking a high-quality audit ivasnain methods of identifying a specialist auditor (othe
than in relation to the specific types of contracts adjig€odfrey and Hamilton, 2005, p. 12).

The first is top tier designation. The second is a edjmut for being an industry specialist. The first signaasy to
recognise because top tier auditor designation is commonléagsy Awareness of industry audit specialisation
requires more specific knowledge of which audit firms spiseiain which industries. The auditee’s senior
management would be likely to have this knowledge (see Shoakld Holt, 1983). More importantly, though, the
signal provided by a specialist auditor depends upon inged#tioowledge of auditor expertise. For these reasons,
the auditor specialisation has two tiers and that toplésignation dominates the specialisation signal. Fumibrer,

top tier audit firms are likely to not only be perceives specialists, but also to be specialists. Tomtidit firms
have enough resources to employ individual auditors and aanisteith industry specialisations.

In the Malaysian context of listed companies segmenteofaudit market in recent years, four of the Big 5 audit
firms gave the picture of being industry specialists It@irtcounterparts in other parts of the world. Thisanse
well for the country, for it has been found in seveedearch conducted overseas that audit quality as well as
earnings quality increase with the auditor industry speeaitdin (Craswell et al, 1995; Balsam et al., 2003; Dunn
and Mayhew, 2004).

Though several benefits may be derived with the presgfnioglustry specialisation by the auditors, there igadn
to be aware that when a specialist audit firm becamésminant force in the supply of sectoral audits, it has th
potential to extend considerable influence over auditngriwithin the sector. Knowledge of its presence mang th
assist relevant parties to be more on the watchatiteopossibility of the use of such power and the kinalctibns
that they may need to take in dealing with it.

8. Limitation of the study

There are more than a few limitations associated thithdescriptive study. First, the sample studied is dichib

listed companies. Thus, the findings may not be generalisalthe entire market for audit services in Malgysia

which includes private companies, unlisted public compattiespublic sector, etc. Second, since sample chesen i

not directly comparable to those used in prior studliebe western developed economies, comparisons betiveen

study’s findings and theirs should be made with caution. Thiel definition of auditor industry specialisation is
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arbitrarily based on a 20 percent market share rule ancegilts are sensitive to this definition. Fourth,ube of

the number of clients as a basis for calculating matkate has its limitations. As stated Neal and Riley (20b%),
particular basis may misrepresent the potential foressed economies of scale and/or improved qualityy The
explain that an auditor with two small clients would be mered to have twice the market share of an auditor with
one large client. See Weets and Jager (1997) for studiésise concentration measures other than number of
companies.

Fifth, the data contained in the report do not diffesatbetween those associated with consolidated amandts
others such as parent and/or subsidiary companies. Ehacete difficulty in allocating audit fees amount to the
right auditors when the consolidated figures do notrdjeish between fees paid to the holding company auditor
and those paid to other auditors (who are rarely ifiedti There is thus the risk of double counting of holding
companies and their listed subsidiaries audit fees dratl data.

Sixth, the audited companies’ lines of business, not tisenbss of the audit firms, define the market. The audit
firms’ understanding of industries may be totally elifint from that classified by the KLSE codes. This read lto

a situation where in those industries that an audit iirmot judged to be a specialist, it may in fact be iboaly
these industries (or some combination of them) &&ed together from the viewpoint of the audit firm. the
other hand, an audit firm that is judged to be a specialisbme other industries may not truly be the case from
viewpoint of the audit firm when its own lens instaddhat of the KLSE codes which is applied. Note thathie
Australian context, Ferguson et al. (2001) mention tha4hiadustry categories of the ASX are narrower in scope
than the self-reported industry specialisations of tlie3Bauditing firm which were disclosed on their Australia
web-sites in 1998.

9. Further Study

Prior literature (Palmrose, 1986a; Craswell et al.,5)9fbllowed by the present study identify industry
specialisation variable based on the market sha@ndduditor in the audit services market for each pdatic
industry. A specialist shall have substantially higharkat share than other auditors in the market. Thendsea
results are sensitive to the cut-off points used to defire “high market share”. Thus, the linkage between the
concept of specialisation and market share statigticelbatable (Ferguson and Stokes, 2002). It would be much
better for future study to directly identify the auditorspecialisation through field interviews with its senior
management.

The approach undertaken in this study could be extended usiegdattabases to obtain information about larger
samples of client companies or perhaps even completetiledusCombined with data on audit approaches and
client knowledge present in audit firms, such analysighingive additional insight to the supply side of the audit
market. Future research could also replicate this studiienaudit markets in other common law countries, to
investigate its generalisability across jurisdictiddsing a different time period would also reveal whethsulte
observed are time specific.

Perhaps in the Asian context, industry specialisation meaype such an important factor for auditor selection. In
Asia compared to the western developed economies, mamyacies are characterised by unique features such as
family ownership, “interlocking firm relationships” and seaschairmanship. Specifically, these companies inetudi
the listed ones are often controlled by a network ufilfacompanies, with only a minority of its votingguaty
shares floated. The owners of listed companies would eftercise control by holding board chairmanships. The
same may perhaps be said when the owners are noiefatilt actually governmental bodies which would make
sure that their representatives to be those holdiegbbard chairmanships. In the context of Hong Kong in
particular where family ownership of listed corporatiossabound, Baydoun (1999) hypothesised that cross
chairmanship lead to cross auditorship. While the evigel@circumstantial, it can be said that his study shbafs t
auditor choice is not independent of personal connectiagngéer chairmen of companies. Thus, for a further study
of auditor specialisation in Malaysia, perhaps one sinldhat for Hong Kong by Baydoun (1999) may be one of
the better alternatives for achieving an insight thantlaat has been mentioned above.
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Table 1. Auditor Industry Specialisation by Number of Ckent

Note:

Industry 1999 2000 2001 2002
Construction 1 0 1 1
(KPMG) (EY) (EY)
Consumer
Products 1 0 0 0
(AA)
Finance 1 2 2 2
(AA) (AA, PwC) (AA, PWC) (AA, PWC)
Industrial
Products 1 1 1 1
(KPMG) (KPMG) (KPMG) (KPMG)
Plantation 2 2 2 2
(AA, EY) (AA, EY) (AA, EY) (AA, EY)
Properties 1 1 1 0
(AA) (AA) (AA)
Technology 2 0 1 1
(KPMG, PwC) (AA) (AA)
Trading/Services 1 1 2 1
(PwC) (AA) (AA, PwC) (AA)

1. The number of audit firms with a market share grehta or equal to 20 percent
2. AA = Arthur Anderson, DKC = Delloite Kassim Chan, EXEmst & Young,
PwC = PricewaterhouseCooper, KPMG = Klynveld Peatnitir Goerdeler
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Outlets: The New Favorite of Apparel Industry
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Abstract

In recent years, along with the fast development of Cteteil industry, outlets, the brand-new retailing fdnes
entered China. This paper briefly analyzes the advantaggslisadvantages of outlets, and puts forward three
tactics for its operation.

Keywords: Brand, Outlets, Apparel retailing

Along with the improvement of people’s living levelprsumers pursue for brands more and more. Domestic
people’s needs for apparel are changed from basic cltthvesd brands. Confronting with this need, domestic
market has to consider what it can provide with forscomers due to its limited brands. It is also a profeétont of
apparel production companies. Outlets, the unique sale dhdwetmme a win-win choice for both apparel
companies and consumers. Specialists predict that ouiletsesome the most powerful retailing form in future
apparel industry.

In recent ten years, many world-famous brands enter Chnagket. Data show that 70% of well-known
consumption brands have already entered China market. Athesg brands, most have already been accepted by
domestic consumers. For consumers who just step intoréimel consumption field, the prices of goods in brand
shops are too high, and the goods in small shops areédeatlie. Besides, they have not sufficient timedpehfor
discount in brand shops. The emergence of outlets judsrties needs of these kinds of consumers. Therefore,
outlets have kind of competitive advantages indeed. Whagigtation is as we can choose favorite clothes among
first-class apparel brands that have lower prices.e®uths a completely-imported mode, are a final retafiting

after chain stores, convenient stores, promotiorest@nd other new commercial modes.

1. Origin of outlets

Outlets is kind of shopping mall that chiefly sales pasisen, and off-shelf brand apparels, which can provide with
entertainment and discounted brand goods at the saraeTime typical outlets are composed of apparel outlets,
large-scale discount goods, entertainment, and resta@atiéts are originated from producers of brand apparels
and brand direct-sale centers that mainly sale bad stasksgii very lower prices in late 19th century. Till 70s in
last century, brand direct-sale centers gradually edoluto the outlets that combine apparel producers, brand
owners, restaurants, large-scale discounted-goods nmallendertainment facility providers.

America is the cradle of outlets. It is also the misteloped region for operating outlets (Decai Tang, 2005).
During the 80s to 90s in last century, outlets have gainetl napisi development in America. Although in recent
twenty years the development becomes slower, Ameriget® businesses accomplished integration. Most outlets
are mastered by several commercial businesses. Frofartheof outlets, there is both shopping mall and ositlet
village. But sale field is seldom.

Perhaps many Chinese consumers may regard discount asosesall business. But as a matter of fact, discount
stores, as a new commercial mode, have shared thgetaarket together with merchandise malls, supermarkets
and large specialized stores, in European and Americantrags. Especially under the situation of slumping
economy and rising unemployment ratio, discount storesepssinique advantages of low-cost operation, and high
circulation. In recent American commercial companies, three of the first five members are discount stdralf

of Wal-Mart’s annual sales are coming from its discounrest

In foreign countries, the discount stores refer to prediidirect-sale shops. It has three preconditionstlyitee
discount stores must have first-class brands. Secoritiigugh the discount stores sale past-season, and dff-shel
goods, they must have sufficient brands sources and can gemmels. Thirdly, goods in discount stores are cheap.
Today, many consumers pursue not only brands but also haditycand lower price. Outlets can bring about “great
brands, lower prices” for consumers.

Today, discount stores have already become such aingtédrm that chiefly sale self-owned brands and
fast-circulated goods, with restricted goods types, limiiadiness areas, services, and lower operation costs,
providing with worthy goods for consumers.
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2. Advantages of outlets
2.1 Price advantage

New product’ retail price = material costs + labostso+ management costs + capital costs + profits ketiag
costs + brand advertising costs + logistics costs (Zhengxji2004).

Special product’ price = material costs + labor cegpsoduction costs

Most consumers are longing for possessing world famarsdbr However, higher prices make common consumers
stop at eye shopping. Apparently, outlets can meet carsuneeds for well- known brands to certain degree. Th
pursuit of brand consumers for brand goods includes tgest namely the longing-for stage of brand consumption,
and the stage of brand fashion consumption. Most bastddn consumers prefer to purchase brand goods in brand
stores or high-class shopping mall. But the longingsfand consumers hope to buy brand goods at lower prices.
Outlets provide with more consumption chances for ttee. la

As far as apparels are concerned, the values exiseifashion. Each brand has its depreciation rate. Fonaus
brand, the right-season apparel is at 100% price, next5@%, the year after next 30%. One of reasons for
cheapness is past-season. Entering outlets, consumoetd snderstand this essential concept.

Diversified consumption ideas make consumers accept discstores completely. Everyone has his own
consumption idea. No matter what it is pursuing new goadscammonness, or uniqueness and cheapness, the
choice is based on self preference. People who entits emphasize brands and lower prices. Commercial
businesses should follow consumers’ consumption needs.

2.2 Aflexible way of solving the stock issue

As well-known brands solve their stock issues, outlet¢ribute a lot. According to world famous brands’ praegic
public discount or special promotion has become a mustidijsts think that it is universal to change pasteea
and off-shelf products from fashion consumption into commansumption. Outlets can not only help to solve the
stock issue effectively, but also separate normal-groels from special-price goods. It is a popular way fatdvo
famous apparel brands.

However, many domestic companies do not emphasize disstouas. They even refuse to make discount forever.
In their opinions, discount may hurt the image of braBugt if we take outlets as a part of brand operation,
establishing brand for outlets, imposing strict requireimefor market, customers, and finals, separating
normal-price products from special-price products as naischossible, outlets, as a way of solving the stoclejss
will bring about maximized benefits for consumers andp=zomes.

Regard outlets as kind of brands’ further developmenaitdwheir potential consumers and a complement for lo
and medium consumption market. On one hand, it can expleditgrculation of normal-price goods. On the other
hand, it can expand brands’ inferior market, controlbrends’ stock rationally, and ensuring brands’ healtloytir.
Along with the complete openness of domestic retailing inguamount of foreign brands enter China market.
Domestic brand operation companies can introduce matoegfiooutlets companies or co-operate with them,
making best use of their effective management, andghfficient goods sources to cultivate domestic market.

2.3 Non-discount service

Although outlets sale past-season and off-shelf goodgy, dtill stand for brands. Therefore, excellent sesviae
always powerful weapons to attract consumers. Briglieskindness, active attitudes, and together with discount
can help to complete purchases. Services in outletddshot be discounted.

2.4 Benefit the regulation of market

As discount has become a popular and regular way for carenggadually, it will weaken the strengths of
commercial companies, and it may disturb the brands’ pgiseem, which may make consumers lose confidence on
brands. Emergence of outlets can effectively controlitrasional discount. Normal-price goods and special-price
goods have different sale channels. Market separates Inmtice goods from special-price goods completely,
which helps consumers form exact position and undetstaarly what prices are.

3. The development and problems of outlets in domestiwarket

As the first outlets come into being in Beijing, sopeople predict that this new retailing form will develafia
huge industry rapidly in recent years. In the Classificatif Retailing issued by Ministry of Commerce, outlets,
together with TV purchase, online stores, are named wasretiling modes. Indeed, outlets, in other words,
companies’ direct-sale centers, have already developed fer tihmen one hundred years (Xu Liu, 2003). Presently,
there are 275 large outlets centers in America. In ceintith late 2002, it is a blank in China. Since Baijiiansha
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Youyi Shopping City set up the first outlets shopping ceimtéec. 2002, the outlets concept has begun to spread
over China. As a result, different outlets are foundedwat the country.

However, present discount stores appeared in China areahotitkets. Problems include these aspects as follow.
3.1 Scarcity of goods sources and too much counterfeits

Domestic outlets do not have reliable goods sourcestédngioods can not satisfy the large-scale operation. Many
commercial stores are incapable of obtaining “produckrett-sale” sources. The stability is poor. It is coom for
certain brand that appears in outlets one month but disappear month. If outlets prefer to prosperity, it must
depend on first-class brands to attract more consurHergever, most outlets do not construct direct connection
with well-known brands. Especially, some first-clagarils do not enter or merely wait for entering China’s
retailing market. Since normal-price goods do not etiter market, how do discount goods obtain business
opportunities? Present outlets are more like specialraarket. In today’s outlets, it is hard to find readtficlass
brands but few out-of-date brands or high-price goodstelads these outlets are filled with numerous unknown
brands. Although some products are marked with “world bratigsy, are produced in domestic market by China’s
business man who has registered his companies in foreigrries. By outlets, commercial companies sale some
“world brands” that are unknown in China.

3.2 Confusion of price system

Products sold in outlets merely have discount prices. oas do not know the original prices of products except
learning from salesman’s oral promise. As a risingiliegy form, the price system should be further perfgcte
which can ensure that consumers know prices of productyclea

4. Three tactics should be mentioned in operating olgts
4.1 Tactic of brand ------ build up consumers’ confidence

Because outlets are a brand-new retailing form in Clim@e consumers may visit it out of curiosity. In thégs,
commercial stores should focus on the constructiorredit Sometimes, they have to sacrifice their stesrh
profits. But in the long run, it can benefit not only twnmercial stores but also the industrial developnfenfar

as products are concerned, because most of them ares@ason or imperfect more or less, it is neceskary
salesman to make discount reasons clear, and help cerssomake purchases faithfully. In the price aspect, pay
more attention on psychological strategy. In other woralsie the products from the angle of consumers.

4.2 Tactic of orientation ------ uniqueness

In a sense, the orientation of outlets in retailing ingustdetermined by its positioning tactic. If theemtation of
outlets is similar to that of supermarket and shopping nitadly may step in to a trap. That is an inherent
shortcoming of outlets. Outlets must focus on consumérs ave at low and medium level in pursuing brands
instead of people who pursue fashion consumption. Ostieisid set up the orientation from every aspect.

4.3 Tactic of superiority ------ advantage of costs

Outlets follow a low-cost way, advertising for “buyingabds, not waiting for promotion”. In specific, it ie t
shorten stock channels, and decrease costs of chain bugtirefly, outlets should decrease costs as much as
possible, imposing strict and scientific management odymts’ types, goods’ purchases, stock, location of outlets,
products’ arrangement in outlets, and sale stages. Secontlgts can enlarge the scale and decrease costsiny ch
business. The chain business should be accomplishégd lwehot merely in form. Besides, outlets should make
best use of China’s self-possessed brands.

Along with the gradual development of China’s retailinghe consumers’ rational consciousness of consumption
is improving step by step. More and more people acceptuhe brands. In a sense, outlets, the new retailing fo
are facing an excellent commercial opportunity. Presetfityprimary factor is the self-restriction of ogera and

the improvement of management, which can guaranteeutilityqof products. By this way, the operation of outlets
can grow into maturity in a real sense. Since thketsuin America become the paradise of consumers, areldahe
successful TK MAX outlets in London, we can hold the he¢liat China will have its own world famous outlets in
future.
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With the method of theoretical analysis, this thesystematically analyzed the limitations of thespre theory of
accounting in recycle economy and the reasons for #malyzed the characteristics of accounting in recycle
economy, and, according to the internal demand of lecgconomy, put forward brand new development
orientation of theory of accounting that would be suitdbterecycle economy development. It specially discussed
four suggestions, including constructing brand new ademiinformation disclosure model in recycle economy,
bringing resource assets into accounting system, intnogluséw accounting method, and improving the control
theory for accounting cost (including safety cost). Thesith will be a reference for the development of thedr
accounting in Chinese recycle economy.
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World economy is developing at great speed, every cousthbeing confronted with the problems of resource
exhaustion, environmental pollution and ecological damaget is urgent for every country to develop recycle
economy (Ji, 2004), and China has made strategic prograiar the development of recycle economy. From the
viewpoint of accounting, traditional theories of amgting are based on linear economics, so traditiaoebunting
takes enterprise as a individual system, it only cabeait the operating status and financial achievemertteof t
enterprise itself, but neglects the influence of bessnoperation on natural environment and society. The rapid
development of recycle economy in western developed ceanfiits forward new challenges for the present
accounting of theory, this paper makes a brief discusatmut the influence of recycle economy on the present
theory of accounting.

1. The characteristic of accounting in recycle economy
Compared with the traditional accounting, accounting igalececonomy has the following characteristics:
1.1 The main users of accounting information are different

The main users of traditional accounting informatioa the investors and creditors of enterprise; whikerttain
users of accounting information in recycle economyhis relating departments of government, especially the
management department of environmental protection anchs@edtion department. According to the accounting
information provided by enterprises, departments of goventnwill understand enterprise’s investment in
treatment of environmental pollution and the return ofeveable resources; accordingly, they can make macro
policy and assess, punish or encourage enterprises agctwdhe information. In addition, the external investoir
enterprise have to know about the enterprise’s situafiwlfitling environmental protection responsibilitgnd the
situation of getting direct return and tax advantage froe tthnsformation of contaminations into renewable
resources in accordance with the recycle econonwyrnrdtion, so as to estimate the development prospect of
enterprise and make decision about the investment behavio

1.2 The accounting entities are different

Enterprise should build up the concept of adapting to tivéament of recycle economy if they want to realiz
longtime existence and stable development in the nemoegic environment, the following are reasons.

Firstly, social environment is the system basis fer elxistence and development of enterprise, while theahatu
environment is the material basis. Enterprises shad#pt themselves to social environment as much aiblegss
they should look for best investment environment, rfailg environment, market environment and policy
environment so as to realize longtime existence aulestievelopment. From the angle of development ctfode,
existence and development of enterprise need the pesofiom natural environment, and enterprise will disgh
rubbish to the environment, if there is no durable stablle natural environment as material basis, ihjgossible
for enterprise to realize longtime existence andestdévelopment.

Secondly, the disclosure of information of developingycte economy, especially the information about resmur

and environment, will make enterprise that performs goodt@maental behavior get good image in public and

community, and get good market returns in capital markepeodlict market; also, it will make the enterprise that
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performs bad environmental behavior strengthen pollutiortraoand improve environmental behavior (Wang,
2000; Milne, 1999). Effective information disclosure willduge transaction cost and improve the effective
allocation of resource; the effect of bestirring eniegs environmental protection behavior will be mobious if
the environmental information is disclosed to a gresxteznt.

1.3 The accounting information disclosure forms are different

The main form of traditional accounting informationafiisure is financial statements, together with anramatto
financial statements and text notes. While in recyadenemy, there is much non quantitative information;
accordingly more practical things are used to disclbseenvironmental information of enterprises, and more
annotations and text notes are needed. The format atehtof financial statements should be reformed, firgnc
statements and reports that reflect the informatiarofcle economy should be added, for example, tabldgwhre
from renewable resources, report of resource environrasponsibility.

1.4 The accounting methods are different

In traditional accounting, monetary measure is usednbetycle economy accounting, both monetary measure an
non monetary measure should be used. Because resowteasss from the longtime accumulation of nature,
there is no human labor in it, it is impossible to makee its value according to the method of social labor
productivity, hence, its value should be determined byntethod of indirect calculation. Further more, the
regeneration period of natural resources are differkatetis no uniform standard. The combination of mogetar
measure and non monetary measure will provide morgraitend accurate information.

1.5 The preconditions of accounting theory and practice are different

Sustainable development is the precondition of theorypaatice of accounting in recycle economy. Accounting in
recycle economy should check and supervise the ecoramtiigty of enterprise, reflect the energy exchangsg an
value transfer between enterprise operation and emaint on the basis of sustainable development of human
society. The theory of recycle economy is the prditmm and basis of the establishment and developmient o
environmental accounting. The accounting in recycttnemy is based on the long-term coexistence and mutual
benefit between enterprise and environment; it aésdmportance to the sustaining operation of enterpmsier

the precondition of good circulation of resources. Withthetsustainable development of natural environment, the
operation of enterprise will be difficult, and theridl Wwe no necessary and basis for the existence cluating.

Hence, in recycle economy, accounting should take otagtkeof calculating the input and output of enterprises in
the new economic conditions, confirming the respalitsilof resource usage, calculating the relating expense,
revenue and loss to get renewable resources, furtloee, nit should provide real and credible accounting
information about the resource utilization efficiency éoterprise to realize their objectives.

2. The limitations of the present theory of accountingn recycle economy

The objective of the present accounting is to check andés@dhe linear economic activity, and provide finahc
information for management and examine the managerialrrsifgildy, so as to achieve maximal economic benefit
The limitations of the present theory of accountimgeicycle economy development are as follows:

2.1 The present theory of accounting pays little attentiohgatilization of renewable resources

The problems of recycle economy are not studied impthsent theory of accounting, specifically, the actiogn
information of business activity in recycle economyas disclosed thoroughly, the accounting cycle is neigiral,

the resource assets, renewable resource assetsgredeponsibility and expense are not calculated ancketle
fully, the benefit or loss of enterprise are notframed, and the benefit brought by renewable resouacesot
calculated and checked thoroughly.

2.2 The present theory of accounting doesnt take enterprise asamomic body that coexists with the natural
environment

The present financial accounting process only coverdinkar process from getting resources from environmaent
the realization of product and economic benefit; it dhesalize that the economic operation is closelgtesl with
natural environment, it neglects the influence of wes® and environment on enterprise and the influence of
enterprise on natural environment, it also negleots nttaterial complement process of environment itself and
enterprise’s responsibility to complement the natemlironment. Specifically, the present accounting doesn'’t
confirm natural resources as assets, doesn’t confitarpgise’s social benefit responsibility, safety durction
responsibility and environmental protection responigjtals debt, doesn’t confirm resource as rights and steid
owner, and doesn't specifically reflect the income, expeamsl profit of renewable resources in resource eiticnl
process.
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2.3 Recycle economy information is not included in the preseatiating information disclosure

Some relating recycle economy information cannot selated because some technical problems in the presen
accounting information disclosure cannot be solved tigitly, Such as the disclosure scope of enterprise resources
and renewable resources, the establishment of tet¢homitaia and style, the relationship between publieihd
business secret, the accounting of cost and risk ofires information disclosure, the inspection of infdiora
disclosure behavior, the criteria for audit, countentlaind punishment for the loss caused by distortion of
environmental information disclosure.

3. The developmental orientation of the present theorgf accounting

The present theory of accounting is based on therlieseanomy and serves the industrial economy. In recycl
economy, lots of new situation and problems will coape so it is urgent to make innovation in the theory of
accounting and expand the research area in the follcagpects:

3.1 The construction of accounting information disclosure modetircie economy

Recycle economy is completely different from the tiadal economy, it changes the traditional economic
developmental model of open material cycle, i.e. “resproduct-waste” to the new developmental model of
closing material cycle, i.e. “resource-product-renewaddource”, so as to realize “low exploitation, full iatition

and low discharge”, maximally utilize the material an@rgy of the system and improve the resource utilization
ratio, maximally reduce the discharge of contaminatioprove the quality and benefit of economic operatiod
protect ecological environment. The era of recyclenenty make higher demand on accounting information, the
information should be real, accurate, timely, convenigpplicable and practical, it should not only reftibet actual
situation, but also predict the future. Accounting should ordy provide internal information, but also provide
relating external information; there should be monetafgrination, and non monetary information, which are the
report forms of “products” of accounting. The presemigle pattern should be changed, and the content of
renewable resources should be disclosed in the reportsigstem, so as to meet the need of recycle economy.

The accounting information in recycle economy is tifermation about the operation behavior and environrhenta
work of enterprise, and their influence on financee Torms of accounting information are diversifiederth are
gualitative information and quantitative information, mtamg information and non monetary information, sush a
things and technology. Hence, the following principtesuld be paid attention to when choosing the accauntin
information disclosure mode in recycle economy: firstie least amount of relating information that shdugd
disclosed will be prescribed by system; secondly, thenemésm for enterprise to disclose information volungaril
should be established; thirdly, the resource accountingniafiion, practical thing information and the financial
information should be combined, on the one hand, tteeinée of resource and environmental problem on finance
can be revealed by financial report form, annotationsgiort form, and financial situation report; on theeothand,
the utilization status of resource and renewable resctan be provided by special “liability report about ressur
environment”.

3.2 Resource assets should be brought into accounting system

Recycle economy demand the sustainable development efysacid economy, so the resources should be utilized
effectively. In a long period of time, the accounting dauwgrce is not good enough, the Enterpise Accounting
Criteria No.27- Oil and Natural Gas Exploitation: thénig of Oil and Gas is a good example of accounting of
resource assets, but the accounting of other resduasasot been started. From the angle of recycle ecgribim
urgent to calculate and utilize the resource asset Whe# modern economics thinks that things that will bring
benefit for people are assets, natural resources smet, ano matter they are natural or processed by human,
exhaustible or renewable, accordingly, natural resouraes property right and value, so it is necessargltulate

and control the natural resource. The accounting oluress should be done macroscopically and microscopically
so there must be microeconomic organization, such agpeeé&s, to take part in the accounting in order to realiz
the real meaning of accounting. Besides, in order tadwepthe utilization efficiency of resources, standrd
control the utilization of resources should be estabtlis accounting control system for the cost of resmshould

be established, the utilization of resources and tbduation, product, service should be combined to imptioge
utilization efficiency of resources, periodical analyai®l evaluation system should be established to maxiiméze
utilization efficiency of resources; both practicalntjg and money should be used in accounting system to record
the utilization situation of resources, the cost of weses should be displayed independently; the amount of
consumed resources and the cost should be paid attemfiomlécision-making of long-term production, operation
and investment, the price trend of the future ressusbeuld be estimated effectively; clean energy anduvadrie
resources should be used, effective measures shoulkére tta facilitate the cycle utilization of resources and
energy. In that way, the objective of developing econoritly thie least resources and protecting environment with
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the least cost will be realized.
3.3 Investigate and introduce new accounting methods

In recycle economy, the center of accounting shoulchb@ged from resource consumption to calculation and reuse
of resources, and the biggest obstacle for that is twating problem. The traditional accounting methods can n
accommodate the development of recycle economy, isoniécessary to reform in the accounting methods. The
social substances are multiple, if only one accountinthodeis used, accounting will be bogged down. Hence,
multiple accounting methods should be introduced into actmuslystem and these methods will be used in
different situations.

3.4 Improve the accounting cost control theory

Every step of the accounting cost control theory shbaldelated to the recycle of resources. The daily pramiuct
and operation of enterprise correlate with lots of jgmls of resource consumption, so resource should be taken int
consideration in the management of working capital. @peesource cost control system should be establighed t
realize the high-efficient and circular utilizatioh m@sources. The overall budget of enterprise and igtdity
accounting of its execution, and the difference anagy@tem should take resource problem into consideration and
improve the resource utilization efficiency by priciregources, establishing energy-saving standard angncarr
out energy-saving management. With the development of comigatenology, intellective technology for recycle
of resources will be introduced into the accounting infaionasystem, various kinds of expert systems will mtevi
help for accountants and managers, such as resource cagsisanand control, energy-saving and
consumption-reducing of product etc. Besides, the resoormimed in preventing production accident should be
listed as safety cost, which will be propitious to $hetainable development of recycle economy.

4. Conclusion

The present theory of accounting is the product of limeanomy, the objective, method, management system and
criteria system of the present theory of accountintnoameet the need of recycle economy development. The
development of theory of accounting is an all-round sydiereagineering; the component of theory of accounting
will be endowed with new meaning according to the requinénté recycle economy. We should use the
international experience in developing recycle economyrederence, according to the practical situation and
legislation condition of China, investigate the developmaotiel in recycle economy and feasible theory of
accounting, and promote the establishment of accoustisigm in recycle economy by using appropriate law and
regulations.
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Abstract

In seeking to exploit environmental resources and opptesNCEOS can either set multiple goals or narraeirth
focus on a few targets for the organizations. Whatagmbr will help organizations to benefit more frordustrial
munificence? In this paper, we investigate the moubgy&tffects of CEOs’ goal setting (including the numbier
goals and the prioritization of these goals) on thegticmship between industrial munificence and the satigin of
goal attainment. By examining 277 small and medium-&ings in four countries, we find that CEOs need to
stretch their goal list while keeping a clear priomiyder among these goals in order to capitalize on industria
munificence. Implications of our study are discussed.

Keywords: Goal Attainment, Industrial Munificence, Goal ComplextBpal Diversity
1. Introduction

Individuals find themselves compelled to pursue sevepstyf goals at the same time. As spouses, parents,
children, teachers, researchers, and more, théyteeschieve a wide range of goals. Simon (1964: 7) observed
that any action tends to serve several purposes anitl ttias makes sense to “refer to the whole setgfirements

as the (complex) goal of the action.” Extending Sirm@pproach, a group of intertwined goals whose attainment
requires similar actions can be referred to geal type Even when related goals are grouped into goal types, on
action can impact the attainment of multiple goal typest the same time, the attainment of a single goal tgre

and generally does require many actions. Because of thigtmanany relationship among actions and goal types,
actions undertaken to pursue one goal type can impede atdimfithat goal type through feedback effects from
other goals. For example, parents cannot simply put phresponsibilities above professional ambitions because
neglecting professional goals can undermine theictéfieness as parents by decreasing their happiness and income
As any spouse, parent, child, teacher, and researaneffaan, the balancing of goal types is challenging amd t
often stressful.

Organizations face an analogous challenge even when guidedfelofivef leadership. Effective leadership
provides direction, but organizations operate in complek@mwents that require more than guidance from above.
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Success in a complex environment comes not just frombnéhing done correctly but also from many small
things done well. Organizations must increase saleslbatgenerate profits. They must maintain or increase
quality while holding down or cutting costs. Pursuit ofefifint goal types generates stress for organizations as
well as for individuals. Individuals can sometimes margam complexity by reducing the types of goals they
seek to attain, for example, by focusing on their caraedschoosing to delay or avoid marriage and parenthood.
Organizations can also reduce complexity by eliminatingegiecting some types of goals, but they do so at the
risk of decreasing organizational performance becautdedhterdependence among goals and the actions required
to achieve them. Research suggests that pursuit ofjke gjoal is not a viable strategy for organizationan(lly,
Conlon, & Deutsch, 1980; Simon, 1964). Research has alsensthat organizations combining two types of
goals - market orientations and entrepreneurial orientat outperform organizations rating high on just one of
these orientations (Atuahene-Gima & Ko, 2001; Covin kvia, 1989; Hart, 1992; Slater & Narver, 1995;
Venkataraman, 1989).

Organization theories are divided in terms of the emplpaced on the friction caused by pursuing multiple goal
types. For some theories, this friction is negligibl&or example, structural contingency theory asshss fit
between the organization and its environment enhangesinational performance. But what does fit mean in a
complex environment that cannot be characterized instefra single or just a few environmental factors, saagch
uncertainty or technology? Because environments areajgneomplex, achieving fit requires the pursuit of
several goal types, leading to internal friction. Orgatiinal population ecology emphasizes variation among
rather than within organizations. But variation witlirganizations in terms of the types of goals pursued may
affect the performance of organizations and ultimatiegjr survival. Other theories of organization irpmate
more explicitly the pursuit of multiple goal types artk tresulting friction. Stakeholder theory asserts that
organizations must find a balance among different stadételso with differing interests (Connolly et al., 1980).
The need to offer rewarding experiences to employees, citivgeeturns to investors, innovative products and
services to customers, and a myriad of contributionthdse and other stakeholders or constituents suggests th
organizations must pursue a variety of goal types. riégof entrepreneurship and organizational leardinggt
attention to the friction between two types of cotiflig goals: exploration of new opportunities and explatatf
existing strengths (March, 1991; Rothaermel & Deeds, 20@hurSpeter, 1934). Solutions such as the
ambidextrous organization offer ways of explicitly addressimgflict among these goal types, but they do not and
cannot eliminate the inherent conflict between explonaéind exploitation because of the different actions redui
by each. The exploration/exploitation framework providely a limited view of goal type complexity because
many goals cannot be clearly mapped to either explorati@xploitation. For example, is increasing profieslti

to exploitation or exploration?

In general, there has been scant research related tori@exity of goal types. Goals have been examined
extensively - mainly through the lens of expectancy,ivatbn, and the roles of principles and agents (Fred &
Slowik, 2004; Lee & Schuler, 1980; Steers, 1976; Tubbs, 1986)als@ave been conceptualized in many different
ways, for example, as objectives (Blau & McKinley, 19%9puse, 1972), evaluation criteria (Tansik, 1973),
effectiveness criteria (Connolly et al., 1980; Hoy &IHebel, 1982), and aspiration levels (Lant, 1992). But these
prior studies of goals and related constructs have dbnéseused on the effectiveness of specific goals or goal
components in improving organizational performance.e Tomplexity caused by the pursuit of multiple goal
types has been largely ignored. Organizations mag @ofh goal type complexity by satisficing (Simon, 1964)
rather than optimizing, but satisficing provides an incoteppgcture of how organizations respond effectively to
goal complexity. We seek to extend previous researchnimsiigating the relationship between organizations’
pursuit of multiple goal types goal type complexity and their success in attaining goal types. More fapadby,

we propose that the pursuit of multiple types of goalditates organizations’ abilities to take advantage ef th
resources and opportunities available in their envirotgnenNe also propose that the more organizations reduce
goal type variability i.e. prioritize their goal types, the more effediyve¢hey are able to take advantage of
environmental resources and opportunities. If pursuindfiple goal types and prioritizing these goal types
facilitates organizations’ exploitation of environmemtsources and opportunities, then it is natural todekther

the pursuit of multiple goal types is itself facilitateyg reducing goal type variability; we explore this posgipiés
well.

In addition to extending research on organizational goals \slajgng and testing these specific mechanisms, we
endeavor to make three more general contributions tettitly of organizational goals. We would like to attract
more attention to the promise that complexity theatgs for the study of organizational goals. We also hiope
direct more attention to the importance of empiricafiglgzing organizational goals from an organizational elé w
as an individual perspective. Many if not most empirisaldies of goals have focused on the effects of
individual-level phenomena on organizational goals, gagl ambiguity and specificity between principles and
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agents or among different stakeholders (Austin & Klein18#9ed & Slowik, 2004; Lee & Schuler, 1980; Locke &
Latham, 1990, 2000; Steers, 1976; Tubbs, 1986), goal setting @nation or satisfaction (House, 1971; Locke,
1968), or goals and employees’ feelings of success andefdllewin, Dembo, Festinger, & Sears, 1994). There
are also several empirical studies that view orgamzatigoals through the lens of top management teamdyye.g.
examining discrepancy in goals among top management team nsefBla & McKinley, 1979; Maclver, 1955).
While concepts extrapolated from the individual level mdlgsis can inform the study of organizational godilsyt
can only go so far. As we have noted, pursuit of asigghl is arguably not a viable strategy for orgaiinatin
complex environments. While both individuals and orgaitimatmust cope with multiple goals, their mechanisms
for doing so are different. The study of phenomenaeainttiividual level informs but cannot replace the study of
organizational-level mechanisms. We hope that our stondgueages future empirical research on goals at the
organizational level. Lastly, by examining goal typabeathan specific goals and by examining organizations in
four countries and seven industries, we attempt to geavisights that are not embedded in specific organizgtio
industries, or cultures.

We begin by reviewing the literature related to orgatiimal goal types and elaborating upon our mativation fo
applying complexity theory to the investigation of orgatioreal goal types. Building on previous research on
industrial munificence and organizational performancethea explain how goal type complexity may facilitate the
exploitation of environmental opportunities in organizatieffsrts to attain goal types; we present three hypsts
based upon mechanisms developed in our explanation. Nextesgebe the field survey and the resulting data
that we used to assess our hypotheses. We end by digcassifindings and their implications for both the study
and management of organizations.

2. Theory
2.1 Organizational goal types

While empirical studies on the subject have been ramganizational goals - goals defined at the
organizational-level - have consistently been a ekmiement in organization theory (Bourgeois, 1985; Simon,
1964). The concept of the organizational goal has evolved tme, but most theoretical discussions of
organizational goals have emphasized their “normatared “evaluative” function (Connolly et al., 1980: 211).
Organizational goals have most commonly been employedtasacfor assessing effectiveness (Hoy & Hellriegel,
1982). Conceptualized in this way, organizational goals iar@ssence benchmarks used to evaluate the
effectiveness of organizational behaviors and attainetbimés (Tansik, 1973). Other conceptualizations such as
the work motif (Blau & McKinley, 1979) or work objeeg (Krouse, 1972) also accentuate the normative function
of organizational goals as “the intellectual ethosrewailing set of ideas concerning what architecturedwahat

it should accomplish” (Blau & McKinley, 1979: 201-202). Simon (19B4took the normative conceptualization
of organizational goals one step further by representiegitas “constraints” of organizational structure and
behaviors (Simon, 1964: 1).

The challenge with a normative conceptualization of degdional goals lies in defining effectiveness criténia
way that is not context-dependent. If organizations'gjaed unigue to their context, then comparing goalsacro
organizations would be like comparing the volume of one mgldiith the architectural style of another. To
facilitate our empirical analysis, we therefore aite an alternative although still normative concejatibn of
goals. We defin@rganizational goal typeas an evoked set of satisficing or policy constraintere particular
satisficing levels or targets are continually updated thrax@mpromise and achievement (Krouse, 1972; Simon,
1964). Goal types are effectiveness criteria whosénatéamt requires performance of related actions. Our
concept of organizational goal types includes such effedsgenriteria as increasing sales, improving prafit a
speeding cash flow.

As criteria for evaluating organizational performance guidles for organizational behaviors, organizational goal
types must balance the conflicting interests of diffetgnes of stakeholders (Bourgeois, 1980, 1985; Connolly et
al., 1980). Short-term and long-term goals need to enbatl (Blau and McKinley 1979). Cost and benefits
need to be weighed (Bailey & Malone, 1970), and both iddali desires and organizational needs must be
reconciled (House, 1971; Locke, 1996). As a result, no orgidonal systems are observed to employ only a
single criterion to guide organizational behaviors in theed of market competition (Connolly et al., 1980). In
adapting to complex environments, organizations develop esnvidions and structures that are reflected in their
goals (Blau & McKinley, 1979). Multiple organizational goalse anecessary for each organization — even
organizations that consist of relatively simple systegi@onnolly et al.,, 1986). While there is variationniro
organization to organization in goal types as well as sisgdhere are some common goal types that must be
satisfied in order for organizations to achieve a satisfy performance. For example, Cyert and March (1963)
identified the following domains as consistently importgmaduction, sales, inventory, market share, and profit.
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When organizations pursue multiple types of goals, thraptexity and the structure of these goals become
important considerations.

2.2 The complexity of organizational goals

Complexity theory as applied to organizations portrays ganization as a dynamic system of adaptation and
evolution that contains multiple, interacting parts (Md Ramanujam, 1999; Simon, 1996). The complexity in
organizational systems is often conceptualized in tefmhew differentiated their structures are or how nusr
their tasks are (Blau & McKinley, 1979). Of particulareirst to complexity researchers who study organizations
is the relationship between organizational performasrued the complexity of distinct activities and subsystems
within organizations (Anderson, 1999; Ashmos, 1996, 2000; Bé&ischild, 1999; Daft, 1992). The rationale
behind organizational complexity theory is that the ntamraplex an organization is, the more potential options the
organization has and thus the more flexible it is. oMplex organizational structure facilitates effectivepanses

to a complex environment (Blau & McKinley, 1979; Evan, 196@nkerly, 1975; Lawrence & Lorsch, 1967;
Perrow 1961).

The value of applying a complexity perspective to the studyals is apparent in the observation that it is dalbtf
whether in real organizations decisions are genedaibcted toward achieving a single criterion.  “It ésier, and
clearer, to view decisions as being concerned witlsodésing courses of action that satisfy a whole set of
constraints” (Simon, 1964: 20). Different goal types sdlifferent purposes (Cyert & March, 1963). For
example, besides the profit maximization goal, firmecth® achieve a reasonable amount of sales and a good rate
of sales growth in order to sustain profitability (Higgiri977). Similarly, a certain degree of attainmenbof f
goals - absolute sales, sales growth, cumulative ftash and profitability — has been found to be crucial in
competition among small-to-medium sized enterprisea@B1987). When an organization pursues multiple goal
types, it is able to build a more comprehensive péctfrthe environment, which is then rewarded in theketa
(Settecase Ernst & Young LLP, 1999).

The complexity of organizational goal types is refledtedoth the number of and the interdependence among
organizational goal types applied by the organizatione define goal type complexityas the number of
organizational goal types emphasized by an organizatiorur definition of goal type complexity omits
interdependence among goal types because of the intli#gtabstudying such interdependence and because prior
research on organizational complexity has defined it ingesfrthe number of organizational elements (Boisot &
Child, 1999, Morel & Ramanujam, 1999). Multiple goal typeséase complexity and provide organizations with
broader representations of their environments and efr thelationships with other organizations. Like
open-mindedness in individuals, these broader repressrgdielp organizations remain open to a broader range of
environmental possibilities (Bourgeois, 1985). A greatamber of goal types enables organizations to be more
receptive to market possibilities. It also facilimtiae balancing of conflicting goals, e.g. conflictimjerests
among various stakeholders or the conflicting objectivesexploration and exploitation.  Professional
organizations need to have multiple objectives thageethe values and interests of the professions (Mg ®55).
Goal type variabilityrelates to prioritization among goal types or diigrén the importance rankings that
organizations attach to different goal types. For im&awhen an organization does not prioritize its ggadyit
faces greater goal variability because organizationasidecmaking is more difficult when goal types are deemed
equally important. In contrast, when there is a cle@rify among organizational goal types, decision-makig i
easier, and there is less ambiguity in the sequenagioha required for goal attainment.

2.3 Industrial munificence and organizational goal types

The relationship between organizations and extermairaments has received considerable attention in
organization theory (Covin & Slevin, 1989; Miller & Fsien, 1983; Zahra, 1993). Along with other environmental
factors such as uncertainty, instability, and hibgtilhe concept of industrial munificence has playddralamental
role in understanding the relationship between enviromaheonditions and the strategic decision-making process
that occurs within organizations (Lumpkin & Dess, 200dhia & Covin, 1995). Industrial munificenceefers to

the availability of resources and the number of exteopportunities that are present in a specific environatent
setting (Dess & Beard, 1984; Zahra, 1993). The plentifulurees and opportunities afforded to organizations in
munificent environments tend to allow these organizationenjoy heightened levels of competitive success when
exploiting current business strengths (Castrogiovanni, 19943. a result, a more proactive and risky strategic
orientation can be adopted, which in turn encourages exploraftinew market opportunities (Baird & Thomas,
1985; Lumpkin & Dess, 1996; Schafer, 1990).

A critical characteristic of organizations’ contextsjustrial munificence is manifested in organizatiomditées to
attain their goals (Dess & Beard, 1984; Pfeffer & Salarik978; Randolph & Dess, 1984; Staw & Szwajkowski,
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1975; Tushman & Anderson, 1986). Two different views of mumite have emerged. One perspective,
environmental determinism, portrays the environmerdrasutside set of conditions to which organizationstmus
adapt (Aldrich, 1979; Hannan & Freeman, 1977). The othepgetige, strategic choice, portrays the environment
as a reality that organizations create via the seleatf their perceptions (Child, 1972; Starbuck, 1976; Weick,
1979). This study follows a middle path between these fewsvby integrating an important strategic tool,
organizational goals, into the relationship betweenirenments and organizational performance. Our key
assertion is that while the level of industrial munifice may serve as a defining contextual factor for orgdions,
especially for smaller organizations (Atherton, 2003)algigpe complexity facilitates the process by which
organizations recognize and utilize the support affordethtby environmental conditions and thereby helps them
to attain their goals.

Munificent environments have been found to support organitipowth and performance (Gelderen, Frese, and
Thurik, 2000; Dollinger & Golden, 1992). The greater thell®f industrial munificence, the more opportunities
the environment provides and therefore the easiisr fibr organizations to survive and prosper (Castranni,
1991). Applying the concept to small-to-medium sized ersaqr Dubini (1988) characterized a munificent
environment as having: an economy that is diversifiederms of the sizes of companies and the industries
represented, an infrastructure that is rich in skillechéin resources, a financial community that is solid, and
government incentives that support the creation and deverdpof new businesses. Similarly, Gnyawali and
Fogel (1994) emphasized the socio-economic dimension ofificent environment and linked this dimension to
the availability of assistance and support servicesféitditate the entrepreneurial process. Korunkd.g2803)
split industrial resources into two categories: miaoia (e.g. family restrictions, support) and macro-do@ay.
social networks based on earlier occupational experiebo#), of which support entrepreneurs’ goal attainment.
Although there are differences, a common theme in theseeptualizations of industrial munificence is thasit
generally easier in munificent environments for orgaiiratto take advantage of external resources to readire th
goals.

We hypothesize that an appropriate level of goal typeaptexity facilitates organizations' ability to exploit
environmental resources to attain their goals. Atgreaumber of goal types means that organizationsitlieg

and able to acknowledge and balance the interests tiplawdtakeholders and to maintain alertness towardatdire
and indirect environmental factors (Blau & McKinley, 19%&aclver, 1955). In exploiting industrial munificence,
organizations with such alertness face problems diresily search for the best way to solve them (Hoy &
Hellriegel, 1982). A munificent environment presents opputies that alert organizations are better able to
recognize and exploit than are organizations with a warrgoal focus. Research on organizational goals has
found that by maintaining multiple goals to satisfy aietsrof constituencies, organizations are able to pezcei
their environments more accurately (Bourgeois, 1985). Aretevision of the environment enables a more
complete search for opportunities within an industry (8i@c1994). Setting up multiple, conflicting goal types
implies that an organization is willing to evaluate itsiation and to consider several alternatives for bloth t
present and the future (Brown & Eisenhardt, 1997). Thus, tegagrthe number of goal types an organization
pursues, the more successful the organization is in expleitivigonmental resources to attain its goals:

Hypothesis 1: Goal type complexity positively moderates the troparustrial munificence on goal attainment.

While more goal types help organizations detect m@oidunities in their industries and thereby reap more
benefits from industrial munificence (Bourgeois, 1985; Br@&viisenhardt, 1997), pursuing too many goal types
could cause organizations to lose focus (Evan, 1976; Yuchtnea&hore, 1967). When organizations engage in
a broad search in exploring environmental opportunitietea priority among rules and actions makes exploration
more efficient (Krouse, 1972). The degree to which omgditins have a specific focus or goal type prioritizatio
is reflected in the variability of the importance @sed to goal types. Research on the goals of top manatieme
teams has applied a similar logic. While acknowledging thanagement team members must maintain a
sufficient number of goal types in order to represéet interests of various constituencies (Bourgeois, 1985),
scholars have also suggested that a certain congruenpeaaitization among these goal types must be achieved i
order for the goal types to be attained efficientlyu8eois, 1980; Child, 1974). Bailey and Malone (1970) found
adverse consequences from focusing on either proféles goutput) maximization. Focus on profit-maximizatio
resulted in overcapitalization behaviors. Focus onssateoutput maximization produced undercapitalization
behaviors. However, placing equal emphasis on both goatsdsemed problematic as well because of the
confusion that it caused employees and its ambiguitiréctthg employees’ activities.

While maintaining more organizational goal types benefitganizations by enhancing their alerthess to
environmental opportunities and their ability to exp#itironmental resources, organizing or structuring typals
provides additional benefits. As we have indicated, tterdependences and interactions among goal types and
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the actions that they require can be very complex. pal prioritization is a rough but simple measure of how
well an organization structures or organizes its ggpks. By establishing priorities among goal types,
organizations lower variability. To the extent th@ganizations neglect to prioritize goal types, valigbi
increases. Variability is maximized when organizatidail to distinguish among goals types in terms of their
importance. While goal type complexity makes organizatioae adaptive and thereby facilitates exploitation of
industrial munificence, variability undermines explotatiby making organizations indecisive and pulling them i
opposing directions at the same time:

Hypothesis 2: Goal type variability negatively moderates thedtgfandustrial munificence on goal attainment.

There is a potential internal conflict in our hypottsesegarding goal type complexity and variability. We dese
that the number of goal types — complexity — positively matge the impact of munificence on goal type
attainment, while goal type variability — the lack obpitization — is a negative moderator. But if gezadiversity

in the form of more goal types has a positive effdedn why does greater diversity in the form of valigbhot
have a positive impact also? This tug-of-war betwdieersity and focus has been a consistent theme irtutg s

of organizational goals. Favoring focus, Child (1979) mesuthat the less dispersed top management objectives
were, the more successful the organization would be aingtty them. Bourgeois’ (1980) empirical studies
supported Child’'s assertion, which Bourgeois (1985) labelegl Vdue of consensus.” The congruence of top
managers’ objectives is crucial in order to reduce intranizgtional politics and transaction costs associatell wit
negotiation and coordination (Child, 1979). Favoring diver§itmon (1964) asserted that organizations should
pursue multiple goal types at the same time. Accordingyst and March (1963), success comes when all goal
types are satisfied. The benefit of multiple goal tyjgethat different goal types together suggest a complete
picture of reality, and these diverse views encousagi@novative spirit, which helps organizations locateraakle

use of both the apparent and the hidden, under-exploited opportumitesir environments (Blau & McKinley,
1985). In later research, Bourgeois (1985: 568) — who favored foatgued for a type of diversity in suggesting
that the members of an organization’s top managememt $hauld “focus on sufficiently different aspects of the
environment so that their perceptions will not be hgem@ous and they will maintain different goal sets adeguatel
representing the organization’s various constituericies.

We seek to resolve the potential conflict between faud diversity in goal types by proposing a relationship
between focus and diversity. Focus facilitates theoitgpion of diversity. More specifically, the numbédrgoal
types is an even stronger moderator of the impact offiroénce on goal type attainment when organizations order
goal types by importance. We thus propose a three-wayenatioh: goal type variability moderates the
moderating effect of goal type complexity on the relatiop between the industrial munificence and goal
attainment. Lower variability (prioritization) makés easier for organizations to pursue multiple goal types
simultaneously and yet efficiently. For a given numbkgoal types, emphasizing some goal types over others
reduces negotiation and coordination efforts and thereuylithtes the identification and distribution of
environmental resources (Bourgeois, 1980; Child, 1974) — amggested by the “the value of consensus”
(Bourgeois, 1985). When organizational goal types are femlj the positive moderation effect of goal
complexity on the relationship between industrial mueifie and goal attainment is stronger.

Hypothesis 3: The goal variability negatively moderates the enation effect of goal complexity on the
relationship between industrial munificence and goal attainment.

Figure 1. summarizes the hypothesized relationshipmgrmdustrial munificence, goal type complexity, goal type
variability, and goal attainment. (See Figure 1)

3. Methodology
3.1 Data Collection and Sample

We chose to test our hypotheses using small-to-medizad ginterprises in order to reduce the impact of factors
extraneous to our model. Large organizations are ablefluence or enact their environments. Our study
required that we be able to treat the environmenkagesous to organizations. We collected both primad; a
secondary data for our analyses. Our primary data d@ammea larger survey of a stratified random sample of
companies in four countries: Australia, Sweden, Mexico,taadNetherlands. We used national databases, trade
association membership lists, and business directoviesonistruct our sample. The small-to-medium sized
enterprises in our sample were in fourteen industries faod, wood, printing, rubber, chemicals, machine
manufacturing, electronics products, transportationgraraming, textile, services, construction, oil and gas
other). Our primary data were collected using a préignsgambination of questionnaires and on-site interviews
In Mexico, structured interviews were used due to the ubikfieof the postal service; a two-wave mailing prege
was used in the other countries. Surveys were sehB%3 organizations believed to be small-to-medium sized
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enterprises: 973 in Australia, 600 in Sweden, and 300 in gteeNands. A modified on-site interview process
was conducted in Mexico (650 organizations). The surveyfaranulated in English and then translated into the
appropriate language. We confirmed the accuracy of &tiorss using a double back-translation process (Brislin,
1980) and pilot tests. The study participants were decisiakers - owners or general managers — of their
companies.

We obtained a total of 880 responses. The mailing proessked in 206 (21.2%) returned surveys from Australia,
180 (30.0%) from Sweden, and 131 (43.7%) from Norway. Th&teriaterviews in Mexico yielded 363 (55.8%)
completed surveys. The overall response rate was 34.9% (88/25Consistent with the European (European
Observatory for SMEs, 1995) and American (US GovernrRanting Office 1995) definitions of small-to-medium
sized enterprises, we constrained the firm size insanmple to between 5 and 500 employees (Steensma et al.
2000). After removing the organizations with fewer thaan8l more than 500 employees, 654 small-to-medium
sized enterprises remained.

We used archival data to calculate industrial munificen€&onsistent with previous studies (Dess & Beard, 1984;
Palmer & Wiseman, 1999), our archival data included indligtdéces such as output, employees, value-added, and
the number of establishments for the past five yeading in 1998. However, an examination of the available
archival datasets revealed that different countries gragldifferent industry codes between 1994 and 1998. After
reviewing several potential sources, we determinedhie&tructural Statisticslatabase provided the best fit for the
analysis because it yielded the greatest number ofstensindustry classifications, including food, woodntng,
rubber, chemicals, machine manufacturing, and elecgonicWhile limiting the sample to these seven
manufacturing industries could have reduced the range offioente in our study, Mizik and Jacobson (2003)
found that these seven industries have a broad range ofainigerincluding low industrial uncertainty (i.e.,ofth

and wood), moderate industrial uncertainty (i.e., chesjioaachine manufacturing, and rubber), and high industrial
uncertainty (i.e., electronics). Narrowing our samjplehese seven industries decreased the number of usable
responses to 331.

Listwise deletion of firms with missing data resultediifinal sample of 227 firms, consisting of 26 Australiah, 8
Swedish, 77 Mexican, and 40 Dutch firms. A comparatilagiger proportion of organizations (23.8%) came from
the machine manufacturing industry. The proportionshef sample accounted for by other industries were as
follows: food (21.6%), printing (15.0%), wood (12.3%), electronids@%o), rubber (9.3%), and chemicals (7.0%).
Table 1 lists the industry breakdown for each country,alksas for the total sample utilized in this study.g Sable

1)

We tested for non-response bias in each country by d¢orgag sub-sample of companies whose key decision
makers did not return the surveys - or declined interwiewexico — in order to test whether these companies wer
significantly different from the companies in our firs@mple in terms of demographic measures such as fien siz
industry, etc. No bias was detected. Because of theasuial reduction in sample size due to size constraints
and missing data, we also conducted two one-way ANQ\#lyaes to test for bias. The first ANOVA assessed
whether there were significant differences betweenfitted sample and the cases excluded for size; the second
ANOVA assessed whether there were significant differennethe final sample and the cases deleted due to
missing-values. We identified no systematic biastimeeitest.

3.2 Measures
3.2.1 Goal type complexity

Empirical analysis applying a complexity perspective gaheemploys a reductionistic approach. The unit in
such analyses is organizational structures or buspresesses. Complexity is then operationalized asuhdber

of structures or processes involved in organizationadahjos (Boisot & Child, 1999). Burton and Forsyth (1986)
identified 14 elements to measure complexity. These elmecluded the number of product categories, the
number of products, and the number of countries in whjigrations were conducted. Even as computing power
has increased, i.e. personal computers have become oweefyd, complexity has still been coded as the number
of elements, the degree to which a task was progranonéte number of exceptions (Morel & Ramanujam, 1999).

Consistent with prior empirical studies applying a coxiplgoerspective, we measured goal type complexity as the
number of goal types that are important to organizatiogpecifically, we asked CEOs to evaluate the impoetanc
to their organization of the following strategic goal typsales level ($), sales growth rate, cash flow,sgposfit,

net profit from operations, return on investment (R@Hd the ability to fund business growth from profill
items were scored on 5-point Likert scales. We idedtifiee goal types rated at the highest level of importance
(“5") as the goal types that were most influential in aigational behaviors and outcomes. Our rationale faer thi
measure was that only the most important goal types woeldonsistently employed in decision-making and
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pursued (Blau & McKinley, 1979). A more pragmatic explaafor our measure is that without a cut-off value
for importance, we would have had no variance in the nurobegoal types across organizations because
respondents selected from a predetermined list of sgpeadrtypes.

3.2.2 Goal type variability

The standard deviation is the most commonly used meakspeead and variation in data (Bourgeois, 1985; Weiss,
2004). Bourgeois (1985) used the standard deviation to mehsugedl diversity among top management team
members. Consistent with Bourgeois (1985), we used thdathdeviation in importance rating of the seven goal
types to assess the prioritization or variabilityoodanizational goal types. Our operationalization — basetthe
standard deviation — is inversely related to our th@adeconstruct of goal type variability. That is, trealler the
standard deviation (which indicates all seven goal tgpesated similarly in importance), the more compéidahe
goal system and the higher the goal variability. &ample, if an organization attaches an equal weight to eac
goal type, its goal type structure would be the most deateld, and the standard deviation would be zero. If an
organization prioritizes goal types by attaching differatings of importance to different goal types, the stahda
deviation would be higher, and the goal variability wobkl lower. We calculated our variability measure by
subtracting the standard deviation from a constanhabthe measure’s direction would be consistent with our
theoretical construct of goal type variability.

An alternative way to operationlize our variability aseres would have been to use the composite measure
developed by Tosi et al. (1971). However, we deemed the compusisure inappropriate for operationalizing
our concept of goal type variability because it inclutesrhean as the denominator. As a result, organizational
elements with the same goal type variability but diféermeans would have different values. Because our
conceptualization of goal type variability focuses $ifrion the variance in the organizational goal tyfself,
adjusting the variance based on the variable mean wouldeaaonsistent with our conceptualization. For
example, organization A might assign all five goal typasimportance rating of 3 (on a Likert scale of 1 “not
important at all’ to 5 “very important”), and organizatiBnrmay assign them all an importance rating of 5. Even
though the mean levels for organization A and B are diffierthe resources would in principle be allocated equally
across the five goals in both cases. Thereforer thal type variability is the same, and the orgaitnat
measures of goal type variability should also be equalr operationalization yields the same result for bath;
composite measure would not.

3.2.3 Objective industrial munificence

Following Dess and Beard (1984) and Palmer and Wiseman (2@3easured objective industrial munificence
by regressing industrial sales, total industrial employnesmd, industrial value-added for each industry for the five
years prior to the year of the survey. Munificem@es calculated using a ratio of the regression slopfficierts

(B) to the mean value of the dependent variables. €nsiwith Sutcliffe (1994), the final munificence measure
was expressed as the arithmetic average of the three rati

3.2.4 Goal type attainment

For the dependent variable in our analyses, we employejactive measure of goal type attainment based on
seven items that required managers to evaluate the degreeido they were satisfied with their company’s
performance in terms of seven criteria: sales le$gl gales growth rate, cash flow, gross profit, mefippfrom
operations, return on investment (ROI), and thetgibi fund business growth from profit.  All responsese to
5-point Likert scales ranging from “not satisfied at ad”“highly satisfied.” Rather than weighting each type
equally, we used each CEQ’s importance rating for eachtygmmbs a weight. That is, we weighted the attainment
responses for each goal type by multiplying each respongleebgorresponding importance rating, and we then
averaged these products to generate our measure of goalttgimment. Weighting goal types by their importance
is critical to the validity of our measure because diffié¢ organizations emphasize different goal types, and a
measure of goal type attainment needs to reflect ériance.

We chose to employ subjective rather than objective mesf goal attainment in our study for several reasons.
Absolute scores on financial performance criteriaadfected by industrial-related and country factors (Mi&e
Toulouse, 1986). Directly comparing objective measures saénosistries and countries can thus be misleading
(Covin & Slevin, 1989). Subjective measures are preblymass susceptible to distortions from inter-industry
differences. In addition, respondents - for a variétyeasons such as taxes, business secrets, or sogiabities

— cannot or will not provide the desired organizatiewel performance information (Fiorito & LaForge, 1986).
For this reason, subjective performance measures nedgt ymore complete data (Covin & Slevin, 1989).
Furthermore, objective financial data for many firraspecially smaller and privately held firms, are simpbt
publicly available, and this problem is compounded in enad®nal studies.

114



International Journal of Business and Management March, 2008

3.3 Control variables
3.3.1 External environment

Consistent with prior research (Dess & Beard, 198mé&a& Wiseman, 1999) and in order to control for other
elements of environmental uncertainty, we included renmental instability (Miller & Friesen, 1983) and
environmental complexity (Downey & Slocum, 1975) as conteslables. Environmental instabilityeflects the
rate of change in the environment (Miller & Friesen, 1983)e operationalized it as the mean of the ratidhef
standard errors of the three regressions used to neemsunificence to the mean value of the dependent vasiable
Environmental complexityepresents the competitive intensity in each indyfogwney & Slocum, 1975). Our
objective environmental complexity measure was obtainecbygtng the number of the industrial establishments
as the proxy of the number of industrial competitodrier & Wiseman, 1999). These additional environmental
controls allowed us to account for potential industrgaff across countries. We found high correlationsemst

the two environmental variables and the country dummmidsiredustry dummies (VIF varied from 4 to 14); these
correlations were not surprising because industrialditions vary systematically across industries and across
countries. Therefore, we included only the two emuinental variables as controls because these twounesas
summarized the information of three country dummies andnsiustry dummies and, therefore, provided more
statistical power.

3.3.2 Firm size

Previous research has argued that smaller firms ten@ tt la resource disadvantage compared to their larger
counterparts (Calof, 1993). Therefore, we controlledfifar size as measured by the number of employees, to
account for each firm's resource sufficiency and ecide® of scale.

3.3.3 Internationalization

Companies that engage in international trade are lesly tio be constrained by the industrial munificence @irth
home countries. We gauged each company's level of attemalization by asking the percentage of the
company’s current sales revenue that came from outsideeohdme country. This variable was included to
account for international effects.

3.3.4 Entrepreneurial orientation

Our last control wasentrepreneurial orientation which has consistently appeared in research on smaller
organizations (Tan & Litschert, 1994; Venkatraman, 1989ntrdpreneurial orientation gauges the strategic posture
of organizations; differences in strategic posture nff@gtaattainment of organizational goal types. In acauocda
with previous research, we applied the establisheguneaf entrepreneurial orientation developed by Mill&8g)

and later revised by Covin and Covin (1990), which emphasize®ssi}dg product-market innovations, risky
projects, and a proclivity to pioneer innovations thatempt the competition. We verified the measure’s
dimensionality using confirmatory factor analysis (LISREEL). The model fithess in terms of GFI, CFI, and NFI
was above 0.90, indicating an acceptable measurement madthe. reliability of the entrepreneurial orientation
measure in our study was 0.78.

4. Analysis

The statistical analyses in our study were divided inteetlstages. First, we tested the direct impacts oftgoal
complexity, goal type variability, and industrial munifice on organizational performance (see Model 2 in Table 3)
We then included two interaction items (see Model 3 in Taplel) the interaction of goal type complexity and
industrial munificence and 2) the interaction of goal tyeeiability and industrial munificence. Finally, we
included a three-way interaction item - the interactibmdustrial munificence, goal type complexity, andldgpe
variability - to gauge the moderating effect of goakty@ariability on the moderating effect of goal type ptewity

(see Model 4 in Table 3).

Different from previous complexity studies (Burton andgytr 1986; Morel and Ramanujam 1999) or goal studies
(Blau and McKinley 1979; Bourgeois 1985) which focused only on tmeber of organizational elements or the
content of organizational goals, we examined the tsffet both goal type complexity and goal type variability

the same organizational-level model. Even though thebaumf goal types does not have a linear relationship
with the variability as measured by standard deviattbere might still be highly-correlated items that ceeat
problems. To prevent such problems, we applied thewiip two methods in our study. First, we examined the
hypothesized effects by including measures for both goal tgmplexity and goal type variability in the same
model. We then included each measure separately inrottdels in order to see whether the correlation detw
goal type complexity and goal type variability would changge tesults. Second, we used mean centered
interaction items to decrease the multicollineaaityong the interaction items and the main-effect s (Aiken
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& Stephen, 1991; Jaccard, Turrisi, & Choi, 1990).
5. Results

The means, standard deviations, and the correlatiothe afariables employed in our analyses are listed iteTab
Our goal type complexity measure was positively and sagifly related to the firm size while the goal type
variability measure was not. This may indicate thatlarger organizations are, the more goals they pursitee
observed relationship between firm size and goal typepliity may indicate an interesting direction for future
research. (See Table 2)

Objective munificence and both goal type complexity and typal variability are included as independent variables
in Model 2 (Table 3). The archival measure of trdustrial munificence, in accordance with previous reseamnch
organizational performance, positively and significantlated to goal type attainmert € .18, p < .05, two-tailed
test). Goal type complexity had a significantly positivgpact on goal type attainmen € .42, p < .001,
two-tailed test), suggesting pursuit of multiple goal typgspsrts attainment of goal types. However, goal type
variability was not significantly related to goal typ#ainment f§f = .08, p > .05, two-tailed test), suggesting that
prioritization of organizational goal types has no difepact on goal type attainment.

To test H1 and H2, we added two interaction items intortbdel (see Model 3 in Table 3); these items gauge the
moderation effects of goal type complexity and goal typgakdity on the relationship between industrial
munificence and goal type attainment. As shown in M8dé¢he interaction item of industrial munificence and
goal type complexity had a positive impact on the relatign between industrial munificence and goal type
attainment f§ = .14, p < .05, two-tailed test), which indicated tiwe tnore goal types an organization emphasized,
the better it was be able to attain desired goal typ€herefore, H1 was supported. The interaction of imiddist
munificence and goal type variability had an evenngteo moderating impact on the relationship between iridust
munificence and goal type attainmefit -.50, p < .001, two-tailed test), supporting H2. By nitiiing goal
types, organizations were better able to utilize inthlstesources in achieving organizational goal typéko
further explore the effect of goal type variability on Ilgtygpe attainment, we conducted an additional regression
analysis in which we included a three-way interactibimdustrial munificence, goal type complexity, and ggpk
variability. This three-way moderation was not sigaific = -.11, p > .05, two-tailed test) although the sign of
the regression coefficient was in the right diratiisee Model 4 in Table 3). Therefore, H3 was not suggor

Although the collinearity between goal type complexitg goal type variability was not substantial (VIF <\&g
nonetheless tested H1 and H2 in separate models agmeellith goal type complexity but not goal type variahility
and the other with goal type variability but not goal tgomplexity. The results confirmed the above findings.
Both goal type complexity and goal type variability sigrifily and positively moderated the relationship betwee
industrial munificence and goal attainment. In adding theetWway interaction item without the two-way
interaction items, we again found no significant retaghip between goal type variability and goal type rattent.
These supplemental analyses confirmed the results shovable 3.

6. Limitations

As with any study, our findings are subject to both eirgiiand theoretical limitations and should be intetgd in
light of these limitations. We employed a survey meéthagy that may be subject to common methods variance
In order to address this potential problem, we employehival uncertainty measures from a different data source
In addition, we conducted Harmon’'s one factor test (Pods&kdrgan, 1986). The items that were used to
measure both dependent and independent variables weredeinte one exploratory factor analysis. In analyzing
the covariance matrix, we found that the first factwoanted for only 16% of the total variance, which suggkes
that no single factor accounted for the majoritycof/ariance; therefore, common method variance is oletys
responsible for our findings. Moreover, items fromthbendogenous and exogenous variables tended to load on
different factors. Thus, common method bias would nota@xpiany interactive relationships between the
predictor and outcome variables. A second limitatioth& the missing primary and archival data signifilgant
reduced the response rate in terms of useable surveykile Wis could have biased the results, statistical
comparisons revealed no significant differences in\ayables between organizations included in our study and
those eliminated due to missing data.

More subtle but no less important are the theorelicatations of our study. To make possible comparison of
goals across organizations, industries, and countries, cus€id on goal types rather than goals. However, since
the goal type is a relatively novel construct, we habatge much of our discussion on the existing literahakis
focused on goals. Goal and goal type are two closestectlbut subtly different concepts. More research is
needed to delineate fully the differences between goabaaldtypes, but such research will have to overcome the
challenge inherent in the idiosyncratic nature of orgdimizal goals. A related issue that is both theoretindl a
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empirical is that we identified seven goal tyjepriori and requested managers to respond in terms of these seven
types. Perhaps there are more types. Perhaps same sfven should not have been included. Our intention
was to select a reasonable and representative sejafizational goal types and to determine what impaenyf

the complexity and variability of these types had on gtt@inment. Our seven goal types are at a minimum a
reasonable extension of those identified by Cyert anctiMér963), but future research using other sets of goal
types is needed to confirm the robustness of our fiysdin

7. Implications and Conclusions

It might seem that organizations would be more succebsfattaining their goals if they winnowed their list of
goals. Managers could then focus their resources and efforeschieving their short list of goals. There is
certainly a good deal of face validity in the argument phasuing multiple goals makes goal attainment more
difficult. Jack Welch achieved much success as CEO o&f@kilectric while commanding his managers to be
number one or two in each market or to divest thenlegsiunit. Welch’'s mantra is consistent with a veryoma
focus on just one type of goal, i.e. market share. Orgtoiiis have limited resources and are bounded ratipnalit
Pursuit of multiple goals taxes both the resources amshadity that organizations can bring to bear. Perhaps
focusing limited resources and managerial capabilitiesiergoal type, such as market share, yields the best results.
But organizations have several types of shareholdetk, with different needs (Blau & McKinley, 1979; Maclver,
1955). Organizations must interact with their environmentshieir pursuit of goals, and forces in their
environments, especially competitive pressures, push itnamveral different directions at once (Bourgeois, 1985;
Brown & Eisenhardt, 1997). Interdependence among goals als malkifcult for organizations to narrow their
goals because attainment of one goal might require pafsather goals as well, and there may be economies of
scope in pursuing related goals. Organizations are thupeti@oh by stakeholders, environmental pressures, and
goal interdependence to pursue several types of goals aathe time. The popularity of Kaplan and Norton’s
(1996) “balanced scorecard” would seem to confirm that gensabelieve their organizations must pursue several
goals at the same time in order to succeed. But shouldgaentry to maintain a balanced scorecard or should
they follow Welch'’s example of laser-like goal focus?

Although our study does not conclusively resolve thdlicbmetween diversity and focus of organizational goils
does provide new insight into when and how organizatidvmild pursue multiple goals. While industrial
munificence is critical for organizations - especialiyialler organizations - to survive and prosper (Biylio88;
Gnyawali & Fogel, 1994; Korunka et al., 2003), our study suggbstt organizations are better able to exploit
munificence when they prioritize goals and strate(dsld, 1972; Starbuck, 1976; Weick, 1979). While there are
almost certainly other mechanisms involved, especialtyldrge organizations, we found evidence that smaller
organizations are better able to take advantage ofeuirces and opportunities in their environments when th
place high importance on multiple goal types. Diffeisgirty among goal types in terms of their importance, i.e
prioritization or low variability, appears to have amitar, positive effect on exploitation of resourcesdan
opportunities. These findings seem to imply that prizatton or low variability among goal types would entgn
the positive effect that comes with placing high impaoreaon multiple goal types, but we were not able tdilcon
this conjecture in the form of a three-way interactdfect. Our results suggest that the effect migldebectable

in a larger sample, but we suspect that better operbtiatiens of goal type complexity and variability mighe
required. Future research is needed to explore in mord tletarelationship between prioritization and
complexity of goals. The final answer will probably rmt whethera balanced scorecard or “Neutron Jack’s”
advice is better biwwhenor under what conditionsach approach yields the best results.
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Table 1. Useable responses by industry and country

Contextual influences tlke corporate entrepreneurship-performance

Country/Industry | Australia Sweden Mexico Netherlands Total Percentage (%)
Food 2 14 29 4 49 21.6
Wood 1 17 6 28 12.3
Print 0 21 9 34 15.0
Rubber 3 6 4 21 9.3
Chemicals 0 3 4 16 7.0
Machine 13 18 13 10 54 23.8
Electronics 7 3 12 3 25 11.0
Total 26 84 77 40 227 100
Percentage (%) 11.5 37.0 33.9 17.6 104
Table 2. Means, standard deviations, and correkation
1 2 3 4 5 6 7 8 9
Mean 85.43 2.36 9.39 .10 .02 1541941 61,14 2218 2431
S.D. 29.22 2.22 .78 .07 .01 2942483  79.p2 30|36 591
1. Goal Attainment 1
2. Goal Complexity 43 1
3. Goal Diversity -.05 A1 1
4. Industrial 207 .10 -.06 1
Munificence
5. Industrial -.039 -06 | -00| .56 1
Dynamism
6. Industrial 15 18 .09 | .26 .02 1
Complexity
7. Firm Size 26 A5 | -11 | .35 .03 27" 1
8. Internationalization|  .004 -04 | -15| 337 | .15 -.08 A1 1
9. Entrepreneurial 120 .07 At | a7 .03 .04 28 13 1
Orientation

"' p < .10 (2-tailed).
" p < .05 (2-tailed).

" p < .01 level (2-tailed).

Hokk

p <.001 (2-tailed).
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Table 3. Results from regression analyses

122

Dependent Variable = Goal Attainment

‘ Model 1 ‘ Model 2 ‘ Model 3 ‘ Model 4

Controls
Size 28 18" A7 18"

(.03) (.03) (.02) (.02)
Internationalization -12" -13 -13 -13

(.07) (.06) (.06) (.06)
Entrepreneurial .07 .05 .08 .09
Orientation (.32) (.29) (.28) (.28)
Industrial .08 -.00 -.01 -.01
Complexity (.00) (.00) (.00) (.00)
Industrial -.04 -11 -.09 -.09
Dynamism (165.70) (182.03) | (174.08) (173.86)
Independent Variables
Industrial 18 17 18
Munificence (31.62) | (31.22) (31.21)
Goal Complexity 42 397 38"

(.78) (.75) (.75)
Goal Diversity -.08 347 .29
(2.19) (4.01) (4.26)

Two-Way Moderation Effects
Munificence * 14 21
Goal Complexity (9.71) (12.63)
Munificence * -50" -.48"
Goal Diversity (47.95) (48.56)
Three-Way Moderation Effect
Munificence * -11
Goal Complexity * (30.27)
Goal Diversity
Model Fitness
R® .10 .30 .37 .38
Adj. R? .08 .27 .34 .34
F-value 4.94 11.447 12.53" 11.61°
d.f. (5, 221) (8, 218) (10, 216 (11, 215)
AR .20 .07 .01
AF 20.12" 12.18" 1.84
A d.f. 3 2 1

"p < .10 (2-tailed), p < .05 (2-tailed), p < .01 level (2-tailed), ™ p < .001 (2-tailed).
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Abstract

Creativity is an essential element of success in conteamporganizations, yet much remains to be discovered
about how creativity happens. Based on the system agiprthis paper tries to explore how the creativitypeag

in the minds of individuals. Then it gives three casesliscuss the process of an idea for new product or new
technology. And finally, it shows the result of ciegtknowledge is not an individual's activity but continual
interaction standing in individuals or between systemitrehvironment.

Keywords: Creativity, System approach, Interaction
1. Basic concepts and principles of system theory

The system theory is one of the methodological trémasodern science. It thinks that behaviors or charatiesi

of system depend on both the elements and the interactielements (Bertalanffy 1969Broadly speaking, the
interaction means the exchange of both energy and alaténi system elements as well as system with its
environment. In a system of developing creative thinking,interaction can be performed in many activities such
as argument, discussion, learning, talking, showing,béidriis and so on. And the exchange of energy and
materials can be understood as exchange of insightsutiosts, knowledge, information, thoughts and so on. To
better understand how the interaction in elements pesniat happen creativity, we first brief give the system
knowledge.

Bertalanffy pointed out that a system can be defineal e@@mplex of elements standing in interacting (Bantéy,
1969). In dealing with the interaction in elements, thepfohg Figure.1 can give a simple graphical illustration
(SeeFigure J)

In casea andb, the complex is not a system and it may be only utmtsas the sum of elements considered in
isolation because of no interaction between them. bEtaviors of the complex may be directly derived from the
behavior of the parts when the total of parts coethin a complex is known. In cagethe complex may be thought
as a system because of elements in complex standingeiradtihg and may be able to emerge some new
characteristics derived from the interaction in eleme®ystem knowledge thinks that the characteristics and
behavior of a system are dependent on not only theeaksirbut also the relations within the complex. Treey lne
described with the following mainly properties (Bertatgnf969; V.Blauberg, 1977)

1.1 Constitutive

The constitutive characteristics are rooted in contipubinamic interaction within the complex, for understanding
such characteristics we therefore must know not ¢rdyetements in the system, but also the relationemegits.

1.2 Wholeness

It means that “the whole is more than the sum ofspdrt other words, the characteristics and behaviba system
may not be simply derived from the characteristicssofated parts. The characteristics of the complexefibre,
compared to those of the elements, appear as “hewéraergent”. For example, the non-infammation gOH
moleculeis a new characteristic emerged from the interactaiwden an atom of hydrogen (inflammation) and an
atom of oxygen (combustibility) and this charactériit not available for isolated hydrogen or oxygemelet.

1.3 Openness

This characteristic shows that there is a continmeha&nge of energy and matter happen between systemsand it
environment. Any variation in environment irritatbe tsystem and its all elements and brings about aticaria

the whole system, and vice versa, variations of ttstesy and any element affect the environment around the
system.

Dynamic interaction existed in elementary reactiongdnts and in continual exchange of energy and matter
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between system and its environment is proved to éertbst important feature of system and to be thee difv
evolution and development of system.

2. Creativity knowledge of systems theory

Based on the approach of system science, we can explaithbareativity happens in the minds of individuals or
in group processes. Thinking a group or individuals makingside creating knowledge as a whole, we describe
that the members or the individuals are the elemehtystem, that the interaction is presented in exchahge o
knowledge, insights, information in members or in individuai between system and its environment and that
system characteristics is creativity depended on migttbe individuals, but also continually dynamicsatins in
individuals.

From a view of system, creating knowledge is not an iddal's activity but continual interaction standing in
individuals or between system and its environmentoatjh new knowledge maybe begin with an individual's
personal highly subjective and vague insight. Presuming soeaming but vague ideas for new product or new
technology are come up with from an individadla project-development team. And these ideas wouddthjir
stimulate other members in the team to further trdnkl argue what the vague idea might possibly mean. In
response of the argument, the initial vague ideas areédsand improved in the form of yet clear ideas and im tur
the clear ideas further enrich and add them. During tioiseps, team members broaden, extend, and enrich their
knowledge toward more clear ideas. Then they put togethat tirey knew in new ways and argue the advantages
and disadvantages of the improved-ideas again, but thisainaehigher level. Such, a spiral of ideas for new
knowledge or new product is eventually formed, from vagwbetar and then more clear and finally an actual model
which may make innovative product and technology. Imptioeess of active argument and discussion, the exchange
of thought and knowledge in members plays a catalyst and tampoole. So it can be said that creativity is from
the result of strong interaction in members. Similavjren the environment takes place change such as market
shifting, technologies proliferating, competitors muiipy, it may bring the system members new intuitiond a
insights. To adjust themselves to changed environmentngmbers of project-development system would further
discuss and then respond them with more clear conceptsréssilt, the team rewards the changed-environment by
providing quality products or better service. It is therattion in members that inspires or perfects vagussiatto
valuable product concepts and create knowledge about nelwgisand new technologies. This explains well that
any an individual alone is not enough to complete new letdyd-creating but the product of dynamic interaction
among team members because any individual is only good atvhisnarrow perspective while losing sight of
broader context. To understand the potential of thirdation in creativity development, consider theofelhg
company names: Honda, the maker of automobile, Japana QWobile Company, a mobile communications
company; Shaoxing Textile County, China textile centéthogh they all operate at different industries, thaye
something in common: each perfected models of new prodigstlopment or knowledge creating from vague
ideas through continual interaction in individuals.

3. How three companies do it
3.1 Honda Company

Honda’s Accord car models were and are familiar tofalis. They were good examples to understand how a vague
idea was converted into a new product through interactiteaim individuals (Ikujiro Nonaka, 2007).

To develop a favor car fdhe new postwar generation in Japan, a vogue idea “Let’slgamas begun with top
management at Honda in 1978. To transfer the idea intopredlict, Honda Company formed a new-product
development team which was given only two instructionse @as to come up with a product concept
fundamentally different from anything the company had eleere before; and second was to make a car that was
inexpensive but not cheap. Following the instructiomsm members proposed the first insight “inventing
something totally new”. Thus “What's totally new” aftdow to be new” became main topics argued and discussed
by team members. After continual exchange, feedback atisiaolof knowledge, insights and information, team
members converted the slogan into “theory of automaitdution” and then eventually came to get a more clear
concept of ideal cars “man-maximum and machine-minimtotélly contradicting the traditional wisdom about
automobile design at that time, which emphasized long, $edans. Further arguing, they reasoned that
“man-maximum” meant that new car could provide the mosi for the passenger but not sacrifice comfort and
“machine-minimum” meant that new car should minimize shace taken up by the engine and other mechanical
systems and be cheaper and lighter but also morethalidtraditional cars. As a result, a product concelfgdca
“Tall Boy” was given birth and then led to an actual agbtutionary styling car Honda City, which has become
the company’s distinctive urban car for its taking upldast amount of space on the road and has resulted in the
new generation of “tall and short” cars now quite prevale
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3.2 China Mobile Communications Corporation (short for China Mobile)

China Mobile’'smany new service ideawiginated from its customers and then were step hy cbene true in
exchange of ideas and information between the compasgnehers with its customers (Wang Qiyun, 2006).

For instance, mobile value-added service called M-zatering for younger fashionable people vaeveloped
from a vogue insight which mobile phone should hold multiefion like Switzerland Knife through interaction in
members. “What's the preference of the younger in racbérvices? They are a fun group who seeks for being
fashion, personalizing, feeling excited, liking consumption lbaser money”. Thus, it became critical for the
company how to express this knowledge and how to embodykittwledgeinto younger’s favorservice. The
company began the service development with holding manyestieg activities on university campus, such as
mobile interactive message service match, special rpgaifece for university students, and campus-dance which
was directly joined by over 6 millions campus-students \eitthusiasm. Through these mutual activities, the
company further cleared the multi-function service éampus-students mainly in two ways: one was various
innovative personalized services and the other wasusmfee packages of cheaper unit service price butsserie
service consumption required. In extending servicegdigpany was fully use wireless function to provide mby o
sounds service such as giving calls, receiving calisleaving message but also pictures or letters sesuck as
online entertainment, downloading personalized ring tamespictures, transferring pictures or letters edblerp
games treasure, enjoying various special informatioricearguch as weather, restaurant, sports or otheestee

by users. Inspired by the successful cooperation with McOptied company confidently declared that it is possible
for the company to provide more special services famger generation according to their preference. In price,
M-zone service provided extra-value service which was fm®nth-rent, 500 mobile-letters for only RMB¥30
dollars, average one mobile-letter for RMB¥0.6 dollassde than regular at least RMB¥1.0 dollar for one. These
services developed with extra-value and low unit pricesbties consumption could made the younger generation
enjoy entertainment possible at any places, on the orags home, and at any time, by day or at night and could
meet very well the needs of younger persons. What's,rttoeg were very fit the live style of campus studelnts.
the short 15 months from the beginning, M-zone has “affoeser 20 millions younger to enjoy these services,
averagely increasing one more customer in every 3 deard become one of three main services in the company

3.3 Shaoxin Textile County

Shaoxin Textile County's development from a traditiogralall textile county into China Textile Centeas also
result of interaction among multi-actors such as erisagr government, intellectuals, researchers, and ¢Dain
Hongmei, 2006).

Shaoxin county i®ne of top ten industry counties in China. Its 70% of thed tetvenue came from textile industry
so that it was reputed to be an industry county on a.dBathresent years, Shaoxing textile industry has migtatri
challenge from the cost of raw materials in productidghly increased, the technologies in textile industry
backward and the trade friction often happened in intemedtimarkets. In these situations, “what to do and How t
do for Shaoxing's textile industry” were fiercely discussemong the entrepreneurs, government officers,
researchers and intellectuals. Investigating, arguamg, then investigating, arguing again, over and over, they
gradually recognized that Shaoxing Textile County wouldntate as China Textile Silicon and improve toward
two directions: one was to extend textile industrial clzaid the other was to develop new products with modern
technologies. In extending industrial chain, they develdpam past singlelothing production to present products
on whole textile chain including PTA (Pure Terephthal@d), polyester, chemical fiber, clothing and appalrel.
new products, they expanded cloth products from previous onbtdthing to present for automobile cloth, surgical
clothing, farm cloth, wet towel, and lint lensefhefe achievements were made mainly from the interaatihong
members on the “Innovation Platform of Modern Textile aglipment, Zhejiang” which was not a special
department or organization but a flexible structure. Accgrdlinproject, actors were dynamically constitutec to
team who exchanged insights, information, and knowledge.tie new ideas from discussion were quickly put
into practice at local medium-small enterprisesesst tf they could be converted into meaning products.hBget
ways, they developed many new value products. In 2005, tremue from textile industries reached over
RMB¥100 billions in Shaoxing Textile County.

4. Managerial implications

Each of three companies got the ideas of products-develapedrdces-developed by the different ways of
interaction at different scopes. For Hodon, the intemaovas fallen on the members of new products-developed
team. In the case of China Mobile, for developing newise, its interaction was extended from the company’s
researchers to younger consumers. Shaoxin Textile Calymgmically aggregated relative actors to join the
interaction according to the needs of different pitsjec
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Generally speaking, a value idea maybe begin with someagek insight but must be gradually perfected through
continual exchange of energy and knowledge in memberdhén wbrds through interaction in elements of system
because an individual's knowledge is very limited. As stesy of knowledge-creating, converting new ideas into
value products concepts or models must be eventually comhfietdements’ continual interaction which is a good
platform of knowledge integration. Such as Albert Einssaiid that the most essential characteristics ofivigat
knowledge integration. Therefore, making a liberal aphere for the actors to join interaction is most furefaai
because creators in safety and freedom of mind can fullyeffactively stimulate and trigger one another. Thus,
various knowledge and insights are synthesized and wegrduring actively discussion and argument and then
new and value concepts are be able to be perfectpdojifie’ creating thoughts are often inspired and encouraged
by their environment, they will become men with ¢réty (Peter, 2002). Then members to join value
thought-developed teams are also required with differentviedge and information because the creativity is, in
fact, a kind of ability integrating many insights twrh value idea whereas homogeneous elements could noafor
system which emerges new characteristics. An exaimjife is a good explanation. Many automobile engines eve
with most excellent quality put together could not be abfemman automobile car but the sum of engines
considered in isolation. Whereas an engine is combintd atlier automobile parts of different function such as
automobile chassis, body, and electrical equipmentc#tiissmerge a function of automobile car.
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Abstract

Focus shift and outsourcing in university libraries’ adfjois and cataloguing, which are the trends of
re-composition and optimized allocation of social resesiiinc market mechanism, will help to improve the quality
of document construction as well as the efficiency of aitjom and cataloguing and allocate human resources in a
more reasonable way. Nowadays, outsourcing of books hembagsual practice in libraries. It should be the &itur
focus to construct scientific and reasonable collactimucture, acquire books in different channels, forms and at
different levels and to extend acquisition and cataloguengces.

Keywords: University library, Acquisition and cataloguing, Outsouggibocument resources construction, Market
mechanism, Human resources allocation

1. Introduction

It is the difficult as well as key point for librariés construct their resources in a scientific and mezisle way and

to improve the rate of protection and utilization obgé resources. At*1National Seminar on Document
Acquisition held in Kunming in2005, the issues of “digital docunresources Acquisition” and “how to relocate
the cataloguing department” were put forward to call ooirg jeffort for solutions. Library acquisition should b
supported in theory, through which all libraries’ successfplerience and patterns can be learned and perfected by
others. From our library beginning to outsource some c&s\in 2004 to our acquisition of over 350,000 foreign
and Chinese books (including 160,000 special offers) and thamr fnspection of 320,000 processed books, there
has been no increase in the acquisition and cataloguirfig\8tat's more, there has been obvious improvement in
the quality of processing and cataloguing data and acquisiis had richer forms and more profound contents.
Although the issue on outsourcing is on longer new for us siill necessary to explore it from the perspectofes
reasonable allocation of social resources, re-compositi acquisition service and reasonable allocation of huma
resources in market mechanism.

Originating from industrial enterprises in 1980s, outsourcing leen an innovative management method. By
employing this strategy effectively, enterprises are éblavoid unlimited expansion, and achieve their goéls o
downsizing and paying more attention to their professidietds. Not until the middle and late 1980s did
outsourcing begin to be accepted by most libraries.dmibst, many libraries outsource their routine tasks) as
cleaning, security guard, unpacking, attaching labelglifag putting book onto and off shelves. Furthermore, they
even outsource some professional tasks to some profaessmmpanies, such as data base construction, computer
system management and equipment maintenance and so oneffiie seached its peak in the middle and late
1990s, when the outsourcing of a whole library caused heatgdoeersy. In China, outsourcing began to be
employed in the 1990s with its focus mainly on routine taskiscatalogue compilation.

2. Practice and Experience of Outsourcing in Libraries

Here outsourcing in libraries means that some servitédibraries are entrusted to the middlemen according to
contracts. Outsourcing can be achieved in interviewtejalogue compiling, processing, periodical binding,
cleaning and security guard, management of reading rooms and/Bacheng Zhu, 2000). Employing this method,
all processing services, including attaching magnéijees, stamping, fixing bar codes and labels and so dnbevil
done by the middlemen. In most cases, the middlemen orgheizestaff to work on the spot, whose work will be
examined by the library staff in order to improve thefficiency and processing quality. However, an out-of-town
middleman will have to deal with the whole processingree in his place, hence lacking in libraries’ contral a
examination.

During the outsourcing course, libraries are expecteddertake some tasks such as planning, laying down goals
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and standards, monitoring, evaluating quality and perfegtingesses and so on. All in all, the following aspects
should be included:

Libraries are expected to assess the middlemen’s criediyding their finance, human resources, credit,
management control and efficiency, service qualitgepaind so on.

How to choose a middleman is quite important for the fiaallt of the outsourcing practice. To be more specific
quite a few aspects of a middleman should be taken into costirhe including its scale, staff number, reputation,
efficiency, service quality, work experience, profesalenin processing, after-sale services, price andrs In
addition, management of the whole outsourcing processcialipehe technical part should be attached much
importance to. And an efficient feedback system shoellgieb up to realize timely communication and adjustment.

Libraries should be careful in signing their outsourciagtacts, which include their goals, the expected ptofd,
category of cooperation, operational methods, divisiomuifes, ownership, amendment and suspension of the
contracts, payment, compensation and so on. Actuidhgries should include the processing service in their
contracts when inviting public bidding for book acquisitionhéfY checking the processed books, overall quality
management should be employed and the national standard forasowkdl as libraries’ internal standard for books
should be referred to.

They are also expected to monitor the quality of proogsstirst, they should lay down some detailed rules for
book processing according to the real situations, includiegli#fadline, the position to attach labels and bar codes,
the position and number of stamps, the number, brand antibfule€ magnetic stripes, the position to put the table
of returning deadlines, the disposal of enclosed disks andl; second, they should give the middlemen some book
samples for their references in rough and refined psitg; third, the checking staff in libraries should exanthe
roughly-processed books (with magnetic stripes, stamps¢doies and so on) and return those with problems;
fourth, after finishing the compilation of catalogues aallecting, some refined processing tasks shouldhlighed.

In addition, the circulation department should check tloegased books again finally to guarantee the processing
quality.

They are also expected to do something in the econorm@uiating of cost and profit as well as communicative
tasks. Before outsourcing their services, libraries shbale a detailed analysis about the tasks and their human
resources and reach a conclusion about which servicesoairso closely related to their core business, which
services are difficult for them to complement, or whg#rvices will cost them too much and so on. After
outsourcing their services, instead of getting outoath, they should keep a close eye on the whole pingess
course to conduct supervision and management when necébsaiye Wang, 2006) In addition, a feedback system,
including suggestion boxes, electronic bulletin boards andneorh boards and so on should be set up to enable
readers to communicate with libraries. Due to the muteakfit shared by libraries and the middlemen, they are
expected to understand each other and increase theiratopén order to ensure the smooth development of their
services.

In short, the following goals should be achieved in out$ogrcnot involving the management of libraries;
encouraging the external positive factors and taking fivhatage of human resources of the whole society; helping
to reduce the cost and time spent in acquisition and catatpguid therefore accumulating time and effort to
achieve the construction of document resources.

3. Shifting Work Focus to Acquisition

With the adoption of outsourcing, libraries will shifethfocus to acquisition, and accordingly, the acquisition and
cataloguing department will be able to pay more attentiothé construction of document resources following
universities’ requests in teaching, research and the oaetistr of branches. Three conversions should be achieve
with great effort.

3.1 Constructing Scientific and Reasonable Collection Structure

When purchasing books, some surveys about collectiontigteche utilization of books, the ratio of teachers to
students, development of scientific branches should kducted and the offered specialties and the construction of
key branches should be referred to to form a plathiryear’s document resources construction. In orderto fo
special collection characteristics, the structureuwfent document resources, different document types, differ
periods should be analyzed and then some special docupmmnireces should be purchased with the regional,
resource and academic advantages. In addition, the percafitafyelents from different departments as well as
their demands for books should be taken into consideration ylamaning for book acquisition. The number of
copies should also be laid down according to the abdeeniation. For example, our university is professidnal
science with meteorology as a long-established ma&jocordingly, in our plan for book collection, books on
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atmospheric environment should be collected thoroughlgetioo some key branches such as computer technology
and electronic communication should be collected asngortant part; those on mathematics, management,
electronic business should be increased reasonablthasel on literature and arts can be collected in aragser
number.

3.2 Shifting to Acquisition in Various Channels, Forms and at Diffdrevels

In order to improve the pertinency of our document resowaceqaisition, the systems of “acquisition in different
branches” and “books chosen by experts” should be conduitiedyreat effort. According to the former system,
acquisition should be made in different branches of stuidg.acquisition staff is expected to collect those pdinte
and digital document resources and purchase the ownershigiliatian of these resources related to different
branches. According to the latter, some consultaitts passion in document construction, academic specialty in
different fields and ability to grasp the trends of resteas in their specialties will be chosen to give sanhgce on
what books to choose. In this way, libraries are exgdactéreak the former way in which the acquisitiorif stas
divided according to document types and different langudg@ther, the acquisition staff divided according to
different academic fields should form dynamic acquisitiorugsotogether with the committee of libraries and the
experts in different fields to finish the acquisition téafether. The acquisition staff of libraries should trgdtect

as much information about books as possible, classifycibrding to the key words provided by different
departments and deliver it to experts in different departsr@nsometimes experts deliver the information abioait t
demanded books to the relevant acquisition staff to put thehe purchase plan. In this way, experts’ enthusiasm
for choosing books will be encouraged, and the utiipatiegree of the collected books will be increased ds iwel
addition, in the purchasing course, publishing houses shakgddominance with suppliers serving as an auxiliary
part. On one hand, it will take us less time and energgtonost books we need by turning to publishing houses as
the main sources; on the other hand, suppliers will el find those document resources published by minor
publishing houses in a short time.

3.3 Extending Acquisition and Cataloguing in Various aspects

First comes the extension in the ways of acquisition. @ndioquisition (searching for document information---
selecting and ordering--- placing an order--- paymemgeeiving document resources) can be used to shorten the
purchasing period, hence more convenient and faster thamatfifonal ways. Second is the extension in the
channels to learn about readers’ feedback. The formgs teahave face-to-face surveys or fill in forms sugte
from low efficiency, low accuracy, too many omissicend failures to satisfy readers’ demands. Instead, s2ader
demands for books can be learned about through online foenmsil and BBS with high speed and high
efficiency. Therefore, their demands tend to be satigfietter now. Third is the extension in catalogued méderia
For example, disordered online information resourcesbeaarranged to ensure their correctness and avaifabili
the cataloguing of relevant information in collectigimows certain document’s location in various carriecsliaks

to relevant information. Some fields in MARC such as 383,856 should be put importance to in association
searching in order to reveal the relevance among éiffedlocument resources. Last is the extension inocatialg
objects. On one hand, cataloguing members will haveegreanvenience to process, describe and reveal dotume
resources in a more profound way; on the other handerg€adeep-level demands to search for documents
thoroughly and acquire relevant information more convelhjisvill be fulfilled.

4. Problems and Countermeasures in Focus Shift and Outgrcing

Nothing can be perfect, neither is outsourcing. Althoitgblays a quite important role in the improvement of
efficiency and core competitiveness, it also suffexamf some problems. For example, the acquisition and
cataloguing staff will rely too much on the external techHnpmaver with a lot of services outsourced to the
middlemen; with the cataloguing staff hired by the ngddén delivering and cataloguing document materials for
clients, the books and data can be matched well but theadysquality of catalogued data will influence the
standardization of cataloguing formats; the data celtebly some authoritative institutions, such as China haltio
Library, has been out of date in spite of its reliablditalifferent middlemen process document resourcesen th
same place at the same time, causing the possibler@xcearof errors resulted from carelessness. In ordswlve
these problems, overall quality management should be coddinctee outsourced minor services. Adopting the
idea of “systematic project”, the relevant departmehtsild try to refine the operational flow and carry ‘mutota
management” and guarantee orderly taking-over procedspesial importance should be attached to data quality
management, in which a permitted error rate is given amuwersal standard for quality management should be
given when using external data. To be more specific, Boakstization in China National Library can be used for
classification indexes of Chinese books and Chinese Sulljesaurus can be used for subject indexes. In addition,
China Machine Readable Catalogue Handbook (CNMARC) can pkowed to register Chinese document data, to
check the copied data word by word and correct errorsrdents not in conformity with the library's detailedesll

131



\ol. 3, No. 3 International Journal of Business and Management

and to expand the collection according to the realiffhat’'s more, libraries should keep constant touch ki¢h t
middlemen to guarantee the average checking amount andhiouglamount of documents every month. When
paying for services, the quality standard should be stufikst.

5. Evaluation and Prospects

By turning to focus shift and outsourcing in librariasguisition and cataloguing, we are integrating and optigizi
our social resources in market mechanism in order toowvedibraries’ efficiency and realize a managemeotieh

in which libraries and the middlemen cooperate with trespective advantages. In spite of some problems in the
present outsourcing practice of libraries, it refléhts trends for the re-division of some library funeioWith the
modernization and networking of libraries, the increéaghe proportion of virtual collections and the poptjeof
online cataloguing, the staff in processing and dataepsdeg will give way to those in developing deep-level
resources and guaranteeing document information. Actually,outsourcing practice will not only encourage
libraries to think over how to save their costs angrowe their efficiency but also help them to renowteir
operational processes and conduct their re-compositiith. the changes in libraries’ functions in this infotioa
era, it is an inevitable trend for modern librarieshdt their focuses and outsource their services.delieved that
outsourcing will have greater scope for development thighmodernization of university libraries now and ia th
future.
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Capital structure is the mixture of debt and equity faireg Its choice and determinants related to many differe
factors. This thesis firstly present several traditidhaories discussed on capital structure, such as tfatesory,
agency cost theory and theory of pecking-order. Thempdper concluded seven determined factors from practical
aspects and discussed on the correlations among thess fand the choice of capital structure.
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1. Introduction

The capital structure of a firm describes the way Imctv a firm raised capital needed to establish and exjsnd
business activities. It is a mixture of various typeeifity and debt capital a firm maintained resultingnfrthe
firm’s financing decisions.

More than four decades ago the modern theory of capitatisteuestablished after the publication of the celelrat
paper of Modigliani and Miller (1958). Capital structure ickohas inspired and fascinated many researchers.
Countless studies investigated into the explanationsmé’f capital structure choice, both theoretical stadiad
empirical ones. There still remains no clear angwe¥yers 20 years old question (1984, p575) “How do firms
choose their capital structure?” Different theodaswer this question from different point of view. Fastamce,
traditional trade-off theory postulates the existinguofoptimal capital structure, which indicates the ogtchaice

of capital structure by firms is a balance of corpotate shield against the bankruptcy cost and agency cost
However pecking order theory throws doubt on the existencargétt capital structure, suggesting that firms use
debt only when the internal financing is not available.

Previous studies concluded that firms’ leverage raticettaslated to firm-level characteristics. For antanse,
Harris and Raviv (1991) summarize that “leverage increads fixed assets, non-debt tax shields, investment
opportunities and firm size and decreases with volgtiilvertising expenditure, the probability of bankruptcy,
profitability and uniqueness of the product.” Most ofyioas empirical evidences were based on US firms with f
notable exceptions. However, the experience of a simglety may cover the effects of different financial system
and economic tradition on capital structure choices&amuntry comparisons are essential for the understarfding o
the difference in leverage choices across countfias. also cross-country comparison can be used to suggest
linkages between institutional differences and eirgdiresults about capital structure.

Among the notable exceptions, Rajan and Zingales (1998}ftigated the leverage ratios and capital structure
determinants in G-7 countries. They found that although baignto different financial systems, the firms are
levered similarly across G-7 countries at the aggrdgast with only U.K and Germany being less leversuad the
factors related to leverage identified by studies in theedritates seems similarly related to the leveragieetn

G-7 countries as well.

The variation in the results suggests that the ingitatidifferences contribute to the capital structur@aghof the
firms.

2. Theory Review of Capital Structure and its Determinats
2.1 MM Theory

Regarded as the starting of modern theory of capital gsteydModigliani and Miller (1958) illustrates that under
certain key assumptions, firm's value is unaffected ogaipital structure. Capital market is assumed to begbén

MM world, where insiders and outsiders have symmetriorination; no transactions cost, bankruptcy cost or
distortionary taxation exist; equity and debt choice besomelevant and internal and external funds can be
perfectly substituted. If these key assumptions are relaapital structure may become relevant to the firmlaeza

So following research efforts have been contributed dlaxing the ideal assumptions and describing the
consequences.
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2.2 Static Trade-off Theory

In a static trade-off framework, the firm is viewedsating a target debt-equity ratio and gradually movingtds/

it. Debt financing has one important advantage over \eqthie interests that firm pays are tax-deductiblelevhi
equity income is subject to corporate tax. But debt ialg@ases financial risk that makes debt-financing ehoat
cheaper than equity. So, in a static trade-off considearamanagers regard the firm’s debt-equity decision as a
trade-off between interest tax shields of debt andttisés of financial distress. In particular, capitelcture moves
towards targets that reflect tax rates, assets typeydassrisk, profitability and bankruptcy costs. Actuathe firm

is balancing the costs and benefits of borrowingdglihg its assets and investment plans constant (M&&4,
p.577).

The general results of various work in this aspect ofégeechoice is that if there are significant “leveragjated”
costs, such as bankruptcy costs, agency costs of ddldfysanof non-debt tax shields, and if the income fromtgqui
is untaxed, then the marginal bondholder’s tax ratebgilless than the corporate rate and there will pesiive
net tax advantage to corporate debt financing. The fioptignal capital structure will involve the trade-offtlveen
the tax advantage of debt and various leverage-relatesd cos

Due to the distinctions in firm-specific charactegstitarget leverage ratios will vary from company ampany.
Institutional differences, such as different finansigdtems, tax rate and bankruptcy law etc, will alad the target
ratio to differ across countries. The trade-off theprgdicts that safe firms, firms with more tangibleeis and
more taxable income to shield should have high debt r&tibsie risky firms, firms with more intangible assdiatt

the value will disappear in case of liquidation, ought tg neore on equity financing. In terms of profitability,
trade-off theory predicts that more profitable firmsowd mean more debt-serving capacity and more taxable
income to shield, therefore a higher debt ratio béllanticipated. Under trade-off theory, the firms hiiggh growth
opportunities should borrow less because it is more likelgse value in financial distress.

2.3 Agency costs based theory

Theory based on agency costs illustrates that firmpgadastructure is determined by agency costs, whichudted

the costs for both debt and equity issue. The costterkto equity issue may include: i) the monitoring expeofses
the principal (the equity holders); ii) the bonding exgmnof the agent (the manager); iii) reduced welfare for
principal due to the divergence of agent’s decisions fitaree which maximize the welfare of the principadsiges,
debt issue increases the owner-manager’s incentivevasti in high-risk projects that yield high returns he t
owner-manager but increase the likelihood of failure that debt holders have to share if it is realized. If
debtholders anticipate this, a higher premium will luired, which in turns increase the costs of debt. Then, th
agency costs of debt include the opportunity costs causttebynpact of debt on the investment decisions of the
firm; the monitoring and bond expenditures by both the bddéh® and the owner-manager; and the costs
associated with bankruptcy and reorganization (See Hun$8R8). Since both equity and debt incur agency costs,
the optimal debt-equity ratio involves a trade-off betwientwo types of cost.

Agency costs arise due to the conflicts of interestidsen firm’s owners and managers. Jensen and Meckling (1976)
introduce two types of conflicts: conflicts between shatders and managers; and conflicts between shareholde
and bondholders:

2.3.1 Shareholders-managers conflicts

This kind of conflict stems from the separation of owhigrand control. If managers do not own 100% of the firm,
they can only capture a fraction of the gain earnea fiheir value enhancement activities but they nedeao the
entire costs of these activities. The shareholdersagers conflicts take several distinct forms: the filfensen and
Meckling (1976)) is that divergent from the shareholder’'srgdt of firm value maximization, managers prefer to
exert less effort and have greater perquisite levels, asdinxuriant office and corporate jets, etc. In thseg
increasing the managers’ equity holdings will help to allgninterests of shareholders and managers. Or, keeping
managers equity investment constant, increasing the deitalso helps to mitigate the loss of conflicts betwve
shareholders and managers. Since debt forces managerg ¢ot cash, reducing the free cash flow managers can
waste on the perquisites. The second (Masulis (1988psabiscause managers may prefer short-term projects,
which produce results early and enhance their reputatiaiklyg, rather than more profitable long-term projects
Third, managers may prefer less risky investments amerlteverage to reduce the probability of bankruptcg (se
Hunsaker (1999)). Fourth, according to Garvey and Hanka (18@8jgers want to stay in their positions, so they
wish to minimize the likelihood of employment terminatidAs this increases with changes in corporate control,
management may resist takeovers, irrespective of tHifgcteon shareholder value. On operating decisions,
managers and shareholders may also have differentemeéar: Harris and Raviv (1990) observe that managers will
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typically wish to continue operating the firm evenidfuidation is preferred by shareholders; Stulz (1991)rebse
that managers prefer to invest all available funds éwrareholders want to be paid dividends.

A special case of the conflicts between shareholdedsm@anagers is the overinvestment problem. Jensen (1986)
argues that, instead of working under shareholders itgei@snaximize firm’s value, managers prefer to inaeas
firm’s size to enjoy the benefit of control. In thisse, managers have incentives to cause their firmote lgeyond

the optimal size and accept negative net present (AIBY) projects. Jensen argues that the overinvestment
problem can be aggravated by more free cash flow asdglesvth opportunities. Issuing debt helps to mitigate
agency problems that arise from managerial behavior winkngent interests between shareholders and managers.
For example, the overinvestment problem can be néighy issuing debt since debt commits firm to pay out cas
so prevents managers from investing in negative NP\égisj Jensen refers to the non-discretionary nafutebt

as the disciplining role of debt. As Hunsaker (1999) pointts an increase in debt also increases the risk of
bankruptcy, therefore limits management’'s consumptfgemuisites. Besides, issue convertible debt also helps
discipline managers’ behavior because they give managehance to share in a firm's profits in case of good
performance and thus reduces the monitoring costs.

2.3.2 Shareholder-bondholder conflicts

The typical phenomenon of these conflicts is tha #hareholders or their representatives make decisions
transferring wealth from bondholders to shareholdersta®éy, the bondholders are aware of the situations
which this wealth expropriation may occur, therefore, dédmand a higher return on their bonds or debts. Debt
aggravates agency conflicts between shareholders anddddearthin three distinguished categories that have been
theoretically analyzed: i) The direct wealth-trangfem bondholders to shareholders (Smith and Wafbh@r9)):
Shareholders can increase their wealth at the expéhemdholders’ interests by increasing the dividend payment;
The issuance of debt with higher priority will expr@pe wealth from current bondholders. ii) Asset-sulisituis
another source of the conflicts (see Jensen and MgcilB76) and Smith and Warner (1979)): When signing debt
contracts, bondholders demand an interest rate accaaitng riskness of the firm’s investment actiati®Vhile
debt contracts gives shareholders an incentive totimveisky projects because if it succeeds the returogeathe
face value of debt will be owned by shareholders and $® cd failure, the consequence is mainly born by
bondholders because of shareholders’ limited liabilityis excessive return from risky projects makes safeqioj
less attractive to shareholders since returns fransdifie projects suffice to pay the bondholders. If boladins can
anticipate shareholders incentive of substituting safeegijby risky projects, they will ask for a higherkris
premium. Also the anticipation of wealth expropriation Wéad to the increase in risk premium. The increased
costs of debt are then born by shareholders since tigeyesidual claimants of the firm; iii) Underinvestment
problem is another agency problem results in sharehbtutetholder conflicts (Myers (1977)): Underinvestment
problem mostly incurs in financial distress. The bagrg of debt decreases the shareholders incentivesetst inv
new projects (even the projects with high growth oppatitsiwill be passed through) because the profits from
these projects will be exhausted in debt repayment.

One way to minimize these conflicts is that firmshwiigh growth opportunities should have lower leverage and
use a greater amount of long-term debt than firms in matere industries. The conflicts can also be mitidjdte
adjusting the properties of the debt contracts, for @kanthe adjustment can be done by including covenants such
as adding limits on the dividends payment or settingicdehs on the disposition of assets as discussed by Smit
and Warner (1979). Alternatively, debt can be secured bgtedlization of tangible assets in the debt cordract
that are thoroughly discussed in Stulz and Johnson (1985)s3ue of convertible debt or debt with warrants can
serve as another way of mitigating the conflictshamwvm by Jensen and Meckling (1976) or Green (1984), because
they argue that convertible debt will have loweeragy costs than plain debt.

2.4 Asymmetric information

Theories based on asymmetric information assumed tinatnfianagers and insiders possess private information
about the firm’s characteristics of return stream aeg§iment opportunities that are rarely known by outside
investors. Leverage choice under this framework is reilesigned to mitigate the inefficiencies of investine
decisions that are caused by information asymmetry (8Mged Majluf (1984)) or used as a signal to outside
investors about the information of insiders (Ross(19770nd the pecking order theory results from asymmetric
information will also be discussed in this section.

Myers and Majluf (1984) draw attention to the use of debavoid the inefficiencies in a firm’s investment
decisions that would otherwise result from informatiopnasetries. The nature of the asymmetric information

this case is that insiders (managers) know more aheutdmpanies’ prospects, risks and values than do outside
investors. Because this information asymmetry betvimegstors and firm insiders, if firms need to finative new
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projects by issuing equity, the equity may be under-pricedhéyrtarket. This has the effect of also under-pricing

new equity which is used to finance new investment pimj&ince theory under asymmetric information assumes
that managers act at the interests of existing shareboltee managers may even forgo a positive-NPV projetct if i

would require the issue of new equity, since this would givehof the project’s value to new shareholders at the
expense of the old. (Myers and Majluf, 1984)

The fact that firms prefer internal to external finagcand debt to equity if they issue securities is knasrthe
hypothesis of pecking order (Myers (1984)). As internal fundtifred earnings) incur no flotation costs and
require no additional disclosure financial informatiomwhthe firms’ investment opportunities and their potnti
profits that managers don’'t want to be made public. Ifra fnust use external funds, the preference is to use the
following order of financing sources: debt, convertibbeurities, preferred stock, and common stock. Sinbe o
common stocks hold the right in the management, thiemaete reflects managers’ incentives to retain coofrol
the firms and willingness to avoid the negative markattion to an announcement of a new equity issue. Myers
(1984) also presents an asymmetric information model to iaxihlis financing hierarchy. Firms prefer to finance
real investment by issue less risky securities--botiuar dghan equity. In case of equity issuing, firms vall fnto

the dilemma of either passing up positive-NPV projectissuing stocks at a price they think is too low.

3. Empirical Evidence on Capital Structure Determinants

Previous studies have shown that a number of facttest difrm’s capital structure choice, such as tanigihitax,
size, profitability, growth opportunities and volatiligtc. In their distinguished works, Harris and Raviv (1991)
summarize that “leverage increases with fixed assetsdebintax shields, investment opportunities and firoe si
and decreases with volatility of earnings, advertising expawmdithe probability of bankruptcy, profitability and
uniqueness of the product.” However, the relationship t@tvlee factors and capital structure is not consistér.
empirical results vary, and sometimes contradict in nstingies. Moreover, comparisons of capital structuresacr
countries reveal that institutional differences mfigch the cross-sectional relation between leveragefactors. In
the next sub-section, we will present the proxies usdtisnthesis to test the determinants of corporate dgeer
choice in U.K and Germany, the two countries that aredgeneous in their level of economic development but
follow different institutional traditions.

3.1 Tangibility

Theories generally state that tangibility is positvetlated to leverage. Since the tangible assets carsduk as
collateral in external borrowing, the presence ofrgddraction of tangible assets of a firm help to getibloans at

a lower interest rate and it also helps to reduceigikethie lender suffering from the agency cost of delntceSthe
debts can be secured by the collateralization of tamgidsets, the firm’s opportunity to engage in assetisuim

is reduced by the presence of a large fraction of sedatatd. (Stulz and Johnson (1985); Johnson (1997)) For firms
with more intangible assets, the costs of capitahageer since monitoring is more difficult. Hence, arfiwith a
large fraction of tangible assets is expected to have webt. We define tangibility as the book value of prigpe
plants and equipment -total net (PPENT) scaled by tetaits.

3.2 Effective tax rate

The effect of tax rate on leverage ratio is rather thix@n one hand, as the interest from loan is tax-ddaecti
firms with higher taxable income ought to have mord tiebenefit from tax-shield gain. (Hauge and Senbet, 1986).
As a result, effective tax rate is expected to be pesjtiassociated with the level of debt. While on ttreeohand,
higher effective tax rate also reduce internal fundsiacreéase the cost of capital. Therefore a negagifaionship
between effective tax rate and level of debt is expeddedong others, Titman and Wessel (1988) find no
significant relation between effective tax rate anatiage ratio. We test the relationship between #ffetax rate

and leverage ratio by deriving the “tax rate” fr@ompustato use as a proxy of effective tax rate. “Tax rase”
calculated by dividing the sum of income taxes by theagrieicome less appropriations to untaxed reserves.

3.3 Size

It is generally agreed that size is positively associatfdleverage. On one hand, size may be an inverse fooxy
the probability of bankruptcy. Larger firms are uspatiore diversified and have more stable cash flowth&o
probability of bankruptcy is smaller for large firms quemed with smaller ones. Furthermore, many studies suggest
that large firms prefer to issue long-term debt whkitgall firms choose short-term debt to finance thedjguts.

And because of the advantage of economies of scaleagdifing power with creditors, large firms bear lower
costs in issuing debt and equity compared with small firmghdéilas et al. (1999)). This positive relation is
verified by most studies with a few exceptions. For exanipdgan and Zingales (1995) found size to be positively
associated with leverage in G-7 countries except Germaahyhas exception is hard to explain from the view of
institutional differences. Since liquidation occurs maften in Germany than other countries, under the assompti
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that liquidation is costly and firm is valued less iguidation than going on operating, bankruptcy is potentially
more costly in Germany and a stronger positive relshignbetween size and leverage is expected. On the other
hand, size may also be a proxy information asymmetrydsn insiders and outsiders. Large firms are thougte to b
associated with lower degree of information asymmeimpared with smaller ones. Fama and Jensen (1983) argue
that larger firms provide more information to outsideestors than smaller firms. Benefiting from the low
information asymmetry, larger firms are expected to leaster access to debt market and borrow at a lovetr co
To capture the size effect on firm's leverage choiee,employ two measures--natural logarithm of totalssared
natural logarithm of total assets proxies of firm'ssiz

3.4 Growth Opportunities

Theoretical studies generally suggest that there is dinegalationship between growth opportunities anétlage.

In an underinvestment situation, firms with high growipartunities may forgo positive NPV projects because the
existing of outstanding debt (Myers(1977)). Since the retdirom such investment will be transferred to
debtholders rather than shareholders. If management puysoeth objectives, management and shareholder
interests tend to coincide for firms with strong inwemht opportunities. In case of overinvestment, in wifiichs
lacking investment opportunities, debt limits the agerasts of managerial discretion. So firms with highwgho
opportunity may not issue debt in the first place andnagrse relationship between growth opportunities and
leverage is expected to hold. In their studies, Rajarzarghles (1995) use market-to-book ratio (defined as market
value of assets over book value of assets) as a proxy wihgapportunities and argue two main reasons why
market-to-book ratio is negatively related leveragerstHirms with high market-to-book ratios suffer highests

of financial distress; Second, firms prefer to issoekstvhen the stocks are overvalued.

In this study, another market-to-book ratio (defined aketavalue of equity over book value of equity) is adopted
to measure growth opportunities of firms.

3.5 Profitability

Theoretical predictions yield no consistent conclusiéor the correlation between profitability and leage.
Trade-off models argue that profitable firms have greateds to shield income from corporate tax and should
borrow more than less profitable firms. While peckingleortheory suggests an inverse relationship between
profitability and the level of debt. Firms are assunmegrefer internal financing to external financing ipexking
order framework. This preference leads firms to us@redl earnings first as investment funds and move tonextter
financing only when retained earnings are insufficientekfacing the choice between bonds and equity, firnds wil
prefer debt issue to equity issue. In this case, prdditlitths are expected to have less debt. Agency-based snodel
give predictions upon this issue in the following wayshim free cash flow theory, Jensen (1986) defines debt as a
discipline device to enforce managers to pay out prafits as a result the cash flow wasted in empire-building is
reduced. Therefore, a positive correlation betweeritability and leverage is implied; in a signaling framekyo
profitable firms are assumed to use debt as a signtileofirm’s quality, this theory also predicts a positiv
relationship.

However, most empirical studies confirm the negativeetation between profitability and leverage (See Titma
and Wessels (1988), Rajan and Zingales (1995), Wald (1999)wdiite the positive relationship are rarely
supported by empirical studies. In this thesis, we usenretu assets (defined as earnings before interest and ta
(EBIT) over total assets) as a proxy for profitaili

3.6 Volatility of earnings

Volatility or business risk is a proxy for the probiy of financial distress and it is generally expectedbe
inversely correlated with leverage. Several measufeslatility have been used in empirical studies such as
standard deviation of the return on sales, standaratit@viof the first difference in operating cash flowledaby
total assets, or standard deviation of the percentayeehin operating income. Here we use standard deviaition
returns on assets suggested by Booth et al. (2001) to reeatatility.

Firms with high volatility in earnings face a highekrtkat earnings level drops below the debt service commitme
This may force firms to arrange funds at high costapthe debt or go to bankruptcy in an extreme case. Howeve
if financed by equity, firms can choose to forgo dividepdgments during the period of financial distress. This
indicates that firms with high earnings volatility wilbrrow least and prefer equity to debt when facing pater
financing choices. Thus an inverse relationship betwektility and leverage is expected.

However, the potential cost occurs in time of finandiatress may be reduced if firms have close relation tivér
lenders. Hence, German firms are expected to suffefrtaasthe potential cost of failing to service thédéNhile
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the cost is high for the British counterparts sin@ythaise funds from capital market and have arm lerajgtion
with the lenders.

3.7 Liquidity

As suggested by pecking-order theory, firms prefer inteinah€ing to external financing. Therefore, firms are
likely to create liquid reserves from retained earnitfgguid assets are sufficient to finance the inments, firms
will have no need to raise external funds. Hence, litisl expected to be negatively related to leverage.

Here we use current ratio (calculated as current asgeturrent liabilities) as a proxy of liquidity.

Now we summarize the firm-level determinants of capitalcture, definitions and theoretical predicted signs in
Table 1.

Table 1. Summaries of determinants of capital structlgfnitions and theoretical predicted signs

Proxy (Abbreviation) Definitions Theoretical Predided Signs

Tangibility (TANG) Book value of plants and equipment -tota| +
net (PPENT) scaled by total assets.

Tax (TAX) Effective tax rate +/-
Size (SIZE) Natural logarithm of total sales +
Profitability (ROA) Earnings before interest and tax divided +/-

Growth opportunities | Market value of assets over book value of -

(MTB) assets
Volatility (VOL) Standard deviation of ROA -
Liquidity (LIQ) Current assets divided by current liabilities -

Note: “+"” means that leverage increases with tietofa
“" means that leverage decreases with tbterfa

“+/-"means that both positive and negativatiehs between leverage and the factor are possible.
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