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STRATEGIC COST STRUCTURE CHOICE IN THE
TRANSPORTATION INDUS TRY AND ITS
IMPLICATION FOR ORGA NIZATIONAL
DEVELOPMENTANDGROWTH I N THE PEOPLEGS
REPUBLIC OF CHINA

John B. MacArthur
University of North Florida
Ziming Rao
CSX Tranportation

ABSTRACT: This paper examines strategaost structure choice in the
transportation industry and its implication for organizational development and
growth in the People's Republic of China (China). The article focuses on the
trucking industry tht is the most popular way of transporting goods in China.
The advantages and disadvantages of a high variable/low fixed cost structure in
trucking are considered with applications to Chinese companies.

INTRODUCTION

MacArthur (2006) compared the risktum performance of two
successful companies in the transportation sector, J.B. Hunt Transport Services,
Inc. (Hunt) and Landstar System, Inc. (Landstar) that made different strategic
cost structure choices. Landstar owns no tractors and a relatively smakinaf
trailers, conducting its operations with a high varidble fixed cost structure.
Landstar 6s strategy is to use independent
capacity providers in its carrier segment. In contrast, Hunt predominantly uses
company wned tractors driven by employees, which results in a higher fixed
operating cost structure.

In MacArthur (2006), Hunt and Landstar were compared over-2008
to illustrates the risketurn tradeoff from different cost structures. The analysis
presentedn the article showed the expected higher returns for Hunt but at the
cost of higher operating income volatility (risk) than Landstar. The implications
of cost structure choice on cost management systems preferences were also
considered in this article.u@rently, this research is being extended to a broader
sample of United States transportation companies to see the impact of cost
structure choice, along with financial leverage and other pertinent factors, on
stock return volatility and the preliminary sidts have been presented
(MacArthur et al., 2008a) and subsequently published (MacArthur et al., 2008b).
These early statistical results are encouraging with the proxy variables for cost
structure choice being significant explanatory variables. Cleadpsportation
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managers need to consider the impact of their strategic cost structure decisions on
their equity stockholders wealth.

This third papefurther extends this line of research to exansinategic
cost structure choicen the transportation indtry and its implication for
organizational development and growth in the People's Republic of China
(China). Thearticlefocuses on the trucking industry that is the most popular way
of transporting goods in Chin@he alvantages and disadvantages of ditgpa
high variabldow fixed cost structurdor trucking companies are exploradith
applications to Chinese compani#iss hoped that this paper will help guide cost
structure choicén the trucking and possibly other sectors of the China economy.

WHY TRUCKING?

The trucking part of the transportation sector is an excellent choice to
look at the riskreturn implications of different cost structures as top managers
have a high degree of discretion in selecting the proportion of fixed and variable
costs,as evidenced by Hunt and Landstar. This is not trudl afther industries
and even other parts of the transportation sector. For example, it would be
inconceivable for the airline industry to be able to hire independent contractor
pilots who own their ow aircraft in a similar fashion to the trucking industry
hiring independent tractand trailerowners, in order for airline companies to
reduce their Ahuge operating Alsoetheer age o (Lee
trucking sector in China is particularljmportant as it transports 90 percent of the
domestic goods in the countfiearth, 2008)

Interestingly, Hung and Liu (2005) used censored/Tobit regression and
other statistical tests to explore factors expected to explain the identified
volatilityinbean val ues for Tai wanbs R00btimei sted airl:.
periods. This research is highly pertinent to this paper as Taiwan is a country
with Chinese ethnicity. The results from the statistical tests were largely
consistent with expectations withositive and mostly significant relationships
between the changing betas and the business cycle, cost structure (degree of
operating leverage), degree of financial leverage, and capital structure
(debt/equity) explanatory variables. Not surprisingly, gehestock market
bull/lbear changes and airplane crashes experienced by one of the airlines
appeared to affect beta values, too.

THE RISK -RETURN TRADE -OFF FROM COST STRUCTURE
CHOICE?

The impact of cost structure choice on operating income can be
measured byhe degree of operating leverage (DOL). Exhibit 1 presents a simple
example of two hypothetical Chinese companies that made different cost
structure choices. For illustrative purpgsése operating revenues (OR)OQ
million Yuan) and operating income O(40 million Yuan) in the starting
income statements are assumed to be the same for both hypothetical
transportation companies in Exhibit 1 but the variable costs and fixed costs are
reversed in each company. TH¥OL for the high variabldow fixed cost
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structure (1.5) is lowethan for the low variabliigh fixed cost structure (2.0).

The difference in DOL is because the low variable costs and high fixed costs of
the latter company cause the contribution margin (CM) numerator to be higher
than for the copany with the high variabléow fixed cost structure, while the Ol
denominator is the same for both companies. For any given percentage increase
or decrease in OR, the Ol will increase/decrease by that percentage multiplied by
the DOL, which will always & higher for the copany with the low
variabléhigh fixed cost structure. In a growing trucking market, the operating
leverage from a high fixed/low variable cost structure will generate hi@her
than a high variable/low fixed cost structure. If truckmgrket conditions are
likely to be highly volatile then a high variable/low fixed cost structure is less
risky and will generate high&! during poor market conditions.

Exhibit 1 Straightforward Example of Alternative Cost Structures and their
Impact on Operating Income Variability 2

Starting Income Statements: High Variable/ Low Variable/
Low Fixed High Fixed

Cost Structure Cost Structure

Yuan Millions  Yuan Millions

Operating Revenues (OR) 100 100
Variable Costs (VC) _40 _20
Contribution Margin (CM) 60 80
Fixed Costs (FC) _20 _40
Operating Income (Ol) _40 _40

Degree of Opeating Leverage (CM/OI): (60/40=)1.5 (80/40=)2.0

Examples of using Degree of Operating Leverage:

If OR increases 30%, Ol increases (30%x1.5=)45% (30%x2.0=)60%

If OR decreases 30%, Oldeases  (30%x1.5=)45% (30%x2.0=)60%

Income Statements Following the ChangesHigh Variable/ Low Variable/

Low Fixed High Fixed

Cost Structure Cost Structure
Yuan Millions Yuan Millions

Percentage Change OR +30%0 -30% +30%0 -30%
Operating Revenues (OR) 130 70 130 70
Variable Costs (VC) 52 28 26 14
Contribution Margin (CM) 78 42 104 56
Fixed Costs (FC) 20 20 40 40
Operating Income (Ol) 58 22 64 16
Ol Percentage Change +45% -45% +60% -60%

For example, a 30 percent increase or decrease in OR results in a higher
increase or decrease in Ol for the more highly leveraged company (60 percent)
than the other company (45 percent). In Exhibit 1, the greater Ol variadfility
the more highly leveraged company and the lower Ol volatility of the less highly
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leverage company are also shown in Yuan millions terms in the income
statements following the 30 percent increaiseé 30 percent decrease in OR.

DEGREE OF OPERATING LEVER AGE EXAMPLE IN CHINE SE
COMPANY WITH MAJOR R OAD TRANSPORTATION B USINESS:
SHENZHEN YANTIAN PORT HOLDINGS CO., LTD.

The Shenzhen Yantian Pd@troupCo., Ltd. is municipal owned and, to
gain access to capital market funds to accelerate the construction and
dewelopment of the port, established Shenzhen YamRiamHoldings Co, Ltd.
(Yantian) thatwas listed on the Shenzhen Stock ExchamgeJuly 28,1997
(Newsgd.com, 2008). The operation revelmfiey ant i ands Road Transport
segment as a percentage of taipkration revenue was 60.4 percent in 2005,
53.4 percent in 2006, and 56.7 percent in 2007. The opemtihperformance
of the Road Transportation segment for the years -2003 are shown in
Exhibit 2.

Exhibit 2 Operation Profit Performance of Shezhen Yantian PortHoldings
Co., Ltd., Road Transportation Segment, 2002007

Years: 2007 2006 2005
Operation Revenu@R)(in Yuan millions) 398.8 382.7 388.5
Operation Profit (OP) (in Yuamillions) 304.9 273.3 300.6
Opemtion Profit % (OFOR x 100) 765 714 774

The reported operatigorofitf or Yanti ands Road Transporta
was high in absolute Yuamillions (¥m) and relative percentage terms in all
three yars (Exhibit 2). The DOL for this segment can be estimated for 2005 and
2006 by calculating the percentage increase or decrease in operation revenue and
operationprofit for 2005 to 2006 and 2006 to 200From 2005 to 2006its
operation revenues decredsby ([¥m382.7 ¥m388.5]/4n383.5) x 100/1) 1.5
percent and its operatigorofit decreased by ([¥273.3 ¥m300.6]/¥n300.6] x
100/1) 9.1 percent. From 2006 to 20G7h i s S eogeraion redenues
increased by ([M398.8 ¥m382.7]/4n382.7) x 100/1) 4.2 percenand its
operation profit increasd by ([¥m304.9 ¥m273.3]/A4n273.3) x 100/1) 11.6
percent. Assuming no other contributory factors, this implies a DOE9dE ¢ -
1.5) 6.1 in 2005 and (11.6 + 4.2) 2.8 in 2006. It is expected that the DOL will
decrease the fther operation revenue and operatwnofit move away from the
breakeen point.
The magnitude of the estimated DOL for Ya

segment is more in line with Huntdéds esti mat
(4.6) than L an dstinated [0t in2008 (0.2) laml 2G04 (1.5)
(MacArthur 2006 33 . Thi s tentatively suggested t h
Transportation segment owns its own trucks and has a relatively high fixed cost
structure more akin to HuntAnnudtReportLandstar . A
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shows fAtransportation equipmentd among

that it owns trucks.
THE DEVELOPMENT OF T RUCKING IN CHINA

The development of Chinese container transportation has lagged way
behind the United States because restrictive transportation regulations in
China. In the 1950s, China adopted the centrally planned economic system in
which the government manages and controls suppliers. Chinese container
transportation did not made any progress for many years. In 8y @hinese
Government introduced new rules and regulations to help develop container
transportation (Yuan, 2005). Transportation and logistics in China has developed
over the years on a regional basis and there is still a need for consistency in
regulatioms from province to province and at the national government level
(Partridge, 2006).

Road transportation is more popular than rail, water, or air for
transporting goods in China (Kreamer and Wu, 2003) with local truck operators
moving 90 percent of domestfreight (Bearth, 2008). It was estimated that 2.7
million trucking providers transported approximately 10 billion tons of goods
each year across China (Kreamer and
market is highly fragmented with average company abxait one truck and two

i t s a

Wu , 200

employee even typical il arged Chinese trucking

200 trucks (Clifford and Hu, no date). For example, Sinotrans Limited reported

the 2007 financial results of id simitrucking

its AOtherso column as they were of
reported (Sinotrans Limited, 2007, 87). One blogger reported that China has three
million truck owners with two to three trucks who employ five to six drivers and
obtain lesghantruckload (LTL) contracts from one million loadatching
brokers who handle their customer trucking needs (Zhai, 2006). These small
trucking companies tend to own old and inefficient trucks and transportation
costs in China are about 16 percent oéltgroducion costs versus about five
percent in developed countries (Dyer, 200If) national terms, warehousing and
transporting goods in China is about 18 percent of GDP that has improved from
24 percent in 1991 because of highway construction but a@spunfavorably
with logistical spending in the United States that is about 10 percent of GDP
(Batson, 2008)In order to cut costs, trucking compan@smmonly overload
their trucks by 5Qpercent and even higher at times abtwe legal load limit
(Kreamer and Wu, 2003)Overweight trucks cause road surfaces to deteriorate
sooner (Batson, 2008)Vhilst living in China, a caauthor witnessed directly and
indirectly a considerable number of lethal accidents due to overloaded trucks.
Although Chinese truckon companies are required to have regular maintenance
inspections they do so infrequently (Kreamer and Wu, 2003), which could also
lead to more frequent accidents adtlybreakdowns.

Hopefully truck efficiency will improve and transportation costs will
reduce over time without resorting to overloading trucks and skipping regular
maintenance as large numbers of Chinese made trucks are available for purchase

8
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at much lower prices than those made in the Western hemisphere and are
designed for three to four ges of heavy duty work with minimal maintenance,

but they do not comply with Western emission or safety standards (Abramson,
2006). In the United States older trucks are associated with excessive toxic
emissions and it was reported that the ports of Logefgs and Long Beach,
California, were beginning to ban older trucks (Roth, 2008).

Diesel shortages and rationing (The Associated Press, 2007) and
i nsuffi ci enang, dt ialg BOAGT96)s have hivdered trucking in
China. Also, Kreamer and Wu (2008ported that the formation in China of a
consolidated logistics network was hindered by:

1 The vastness of China with many interlocking mountain ranges with
high altitudes and other geographical hindrances.

1 Highly fragmented transportation networks th&ns from local and
national regulatory hurdles that prevented consolidated transportation
networks, such as complicated and costly licensing regulations, fees,
and inspections administered by a variety of government agencies.

9 Outdated logistical infrastriere with substandard equipment,
management , and worker training that I
history of state ownership of the transportation sector.

In the context of transporting chemicals in China, Ruff and Yip (2006)
reported several deficienciagluding the following:

1 The naivety of trucking companies and warehouse organizations
about the proper way to transport and warehouse hazardous
chemicals.

Inadequate transport and warehouse capacity.

Inadequate transportation infrastructure for truckingptes and
finished goods to and from chemical companies, which includes
costly toll roads and congested Aol roads.

However, the Chinese highway infrastructure is improving. The building
of new highway infrastructure in China, which by 2005 was tingdst in the
world after the United States (Wang, et al. 2006, 795), facilitates improved
trucking opportunities. In 2008, it was reported that China had approximately
31,000 miles of highway crisscrossing the country in a similar fashion to United
Statesinterstate highways (Bearth, 2008). Also, Chinese government and Road
Transportation Association representatives visited trucking facilities and met
with their counterparts in the United States to get ideas for improving the quality
and efficiency of truckig in China (Bearth, 2008)A large portion of the $586
billion planned stimulus spending announced in China in November 2008 was
earmarked for upgrading its highway and other transportation infrastructure as
this is essential to support the rapid growoflits economy (Batson, 2008).

UNITED STATES TRUCKI NG INVOLVEMENT IN CH INA

United States trucking companies, such as Schneider National and
Werner Enterprises Inc., are establishing trucking and logistics businesses in

E
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mainland China via acquisitions anglartnerships as foreign involvement
restrictions have been eased and its inland transportation market is more open
(Romell, 2007). YRC Worldwide, Overland Park, and C.H. Robinson are other
United States trucking and logistics companies that are venturtogGhina
(Partridge, 2006). In fact, YRC Worldwide acquired the Shanghai Jiayu Logistics
Co, Ltd. that is one of the biggest Chinese truckload and LTL trucking
companies (YRC Worldwide, 2008)lso, Conway acquired Chic Holding Inc.,

a major trucking cmpany in Shanghai (Simmers, 2007)

The highly fragmented Chinese trucking market presents United States
trucking companies contemplating entering the Chinese market the potential
advantage of lowering their overall operating leverage (and risk) by usahg s
small operators as independent contractors in a similar way to Landstar. This will
help to minimize their investment in China and dilute their overall corporate
exposure to the risk of high fixed costs in economic downturns. Additionally,
domestic Chiase trucking companies can choose to organize in this way, too.

ADVANTAGES AND DISAD VANTAGES OF A HIGH V ARIABLE/LOW
FIXED COST STRUCTURE IN TRUCKING WITH APP LICATIONS TO
CHINESE COMPANIES

The advantages of a high variable/low fixed cost structure indhele
following.

1. Longterm profitability likely to be similar to trucking companies
with a high fixed/low variable cost structure but with lower riskor example,

L a n d saveaageboperating income percentage over -P8@3 was 5.2 percent

of average per ating revenue that <nompallyr es favorabl
higher 5.4 percent average operating income, despite less widely fluctuating

profit margins (lower risk) over this period (MacArthur 2006, Exhibit 5, 33).

2. Longterm viability is enhanced écause of lower risk than trucking
companies with a high fixed/low variable cost structur€he loweroperating
income variability of a high variable/low fixed cost structure dampens higher
positive operating returns but also reduces the downside rislerdrating
potentially devastating operating losses (as illustrated in Exhibit 1). Trucking
companies that choose this cost structure should be able to better weather severe
economic downturns in the economy than companies with a high fixed/low
variable cosstructure.

3. Longterm flexibility enhanced by the lower committed fixed costs of
trucking companies with a high variable/low fixed cost structuféor example,
Landstar hiresthird-party capacity providers with their own trucks and
independent commiem sales agentsnly, as compared with Hunt that largely
employs its own trucking and selling workforce. It is much easier for Landstar to
increase and decrease the variable costs of hiring truckers and sales agents, who
are not employees of the companyt bather independent contractors, to satisfy
current demand for trucking services. Landstar does not experience the high
depreciation fixed costs of owning trucks although it does own some trailers.
Interestingly, Landstar avoids the high direct variatsts of diesel fuel too,

10



Journal of Business and Accounting

although negotiated contract rates with independent contractor truckers
presumably take current fuel costs into acc8unt.

4. More Chinese people can be entrepreneurs and share in the
AChi nese Dreamo aki n :tTlee Landstar varidbteeasst ¢ a n
structure model seems more in line with the predominant Chinese entrepreneurial
way of organizing trucking contracts. It was reported earlier that China has three
million truck owners who own two to three trucks and employ foveix drivers
and obtain LTL contracts from one million leatatching brokers who handle
their customer trucking needs (Zhai, 2006). A large Chinese logistical trucking
company similar to Landstar could likely perform the task of many smaller load
matchingbrokers at lower average organizing costs gained from economies of
scale. The lower average logistical organizing costs should enable such a
company to be able to increase the trucking rates paid to the independent truckers
and possibly encourage new emreneurs into the trucking business as
independent contractors.

5. There is less need for using a sophisticated and costly actdased
costing (ABC) strategic cost management model as there are less fixed- (long
term variable) costs to allocate to casbjects® A trucking company with low
fixed costs and high variable costs is less likely to find a sophisticated ABC
model, and possibly other strategic cost management modeldermsicial in
comparison with a trucking company with low variable castsl high fixed
costs. For example, by definition, a high variable/low fixed cost structure means
that a high proportion of the costs are driven by unit level (volbased) cost
drivers, such as number of miles driven or number of truckloads logistically
organized in a trucking context, that are typically used in simpler traditional
costing systems. Also, capacity measurement issues regarding such matters as the
cost of used and unused capacity are not as important for companies with high
variable/low fixedcost structures as a large proportion of the operating resources
are supplied and paid for as used (e.g., hiring independent truck owners and sales
agents) rather than supplied and paid for in advance (e.g., buying company
owned tractors and hiring its ovsales force).

The disadvantages of a high variable/low fixed cost structure include the
following.

1. The advantage of operating leverage accelerating at least sieon
profit growth in a growing economy is reducedhe power of a high operating
levetage to multiply the operating income growth relative to sales growth was
discussed earlier anid illustrated in Exhibit 1. Of course, a high operating
leverage is a negative factor when sales are decreasing because it accelerates the
decrease in operatingcome and leads more quickly to operating losses, which
is also illustrated in Exhibit 1.

2. The standardization and efficiency of trucking assets may be lower
and the truck purchase costs may be relatively higher than trucking companies
that purchasetheir own trucks and trailers As reported earlier, small trucking
firms tend to own old and inefficient trucks (Dyer, 2007) and the relatively cheap
Chinesemade replacement trucks are capable of providing three to four years of

11
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heavy duty work with miniml maintenance, but do not comply with Western
emission or safety standards (Abramson, 2006). A large trucking logistics
company that hires smaller trucking companies and individual truck owners as
independent agents is likely to have a nonstandardizéstyaf older and newer
trucks of varying efficiency and reliability levels transporting the goods of its
customers. The large trucking logistics company could lose customers if, for
example, more frequent truck breakdowns cause goods to be delivergddater
contracted. Also, the image presented by the large trucking logistics company to
existing and potential customers might be detrimentally affected by a ramshackle
mix of trucking assets that bear its name. Competing large trucking companies
that own heir own trucks will likely have significant purchasing power to buy
standardized higkfficiency trucks from Western truck dealers at relatively low
prices relative to smaller trucking companies that may wish to buy these trucks
but lack the purchasing m@r to negotiate a low enough truck purchase price.
Also, these large trucking companies will likely present a better image to their
customers with their purchase of standardized and more efficient trucks that bear
their name. With high diesel fuel costs,had been predicted that companies
would change their shipping strategies by transporting bigger load sizes less
often by combining more customer loads togethemp&tck the most efficient
trucks as full as possible (Simdbévi, et al. 2008). Larger toking companies

are likely to be better placed to take advantage of such changes in transportation
practices.

CONCLUSIONS

This paper reports the findings of a research project about cost structure
choice in Chinese trucking companies. The advantages aadvdintages of a
high variable/low fixed cost structure in trucking are considered in the context of
Chinese companie§he research was hampered by the difficulty in obtaining
publicly available data about Chinese trucking companies comparable to the
information found about Hunt and Landstar in the United States. However, it is
hoped that the paper will contribute to the important debate regarding cost
structure choice in trucking companies that is a vital part of the dynamic Chinese
economy.

Though large StateOwned Enterprises still dominate the Chinese
trucking market, more and more entrepreneurs at the local level and third party
logistics providers (3PLs) will likely enter the market to meet the high demand of
moving perishable commoditiend other gods throughout China. Moreover,
Chinads entrance into the WTO has already op
provide logistics solutions to moving products around China. At this poineof th
economic transformation of China, with shortcomings in trensportation
infrastructure, regulatory environment, technology to handle special commodities
such as chemicals and refrigerated goods, and logistics training, it is hoped that
this research will provide useful input into cost structure decision making for
existing and prospective trucking providers in China.

12
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Other importantconsiderationsin cost structure choice by trucking
companies operating’ planning to operate i@hinaor elsewherénclude:

9 the ease of entering into contracts with independentadotis and the
enforceability ofthesecontractsrersus employment contrarts

91 the reliability and honesty of independent contractor truck drivers and
sales agents v&vis employed truck drivers and salespegple

91 the availability, cost, and complexity obghisticated communication
and technology infrastructure for running logistical operations within
trucking companies that are independent contracttased versus
employeebased;

91 the differences in property, plant, and equipment infrastructure needs of
LTL companies vigvis full truckload (FTL) companies; e.g., LTL
companies need more terminals than FTL compafiies.

The trucking industry worldwide is not static but is constantly changing
as the environmental factors change such as greatly increasedfulismists.
For example, it has been predicted that manufacturers will make more use of
third-party truckingand warehousingompanies but this growth potential might
be tempered by a corresponding shift from air and road to slower, but more fuel
efficient train transportation of goodsnd the shipment of goods less often in
larger quantitiesn order to reduce transportation cog$&mchilLevi, et al.,
2008). Clearly, an important success factor for trucking companies in China and
elsewhere is to seleché cost structure that best matches the current and
expected future trucking market.

NOTES

The authors are grateful for the research assistance of Duan Lianchuan, Graduate
Assistant, University of North FloriddUNF), and for the helpful feedback
receivedfrom participants at the3Conference Cologne University of Applied
Sciences, Beijing International Studies University, amdiFlJOctober 13, 2008,

and at the 18 Annual Meeting of the American Society of Business and
Behavioral Science@ASBBS), Februay 1922, 2009.

! This section is adapted from MacArthur (2006),.3%

>This Exhibit is adapted from MacArthur (2006), Exhibit 4, 32.

¥ The 2006 and 2007 information in Exhibit 2 was obtained from the Shenzhen
Stock Exchange using the CITI online stochdi& system that was found and
translated by Duan Lianchuan from software downloaded fs@w.citics.com

on September 18, 2008; the 2005 information was extracted frorvahigan
2005Annual Report that was also fouadd translated by Duan Lianchuan.

* Given that thé% change in operation revenxeDOL = % change in operation
profit, therefore DOL = % change in operatioprofit + % change in operation
revenue assuming all other factors are constant

®> Subsequently,Duan Lianchuan contactedn aemployee of Yantiarwho
confirmed that the company owns its own trucks.
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® A participant athe 16" Annual Meeting of theASBBS, February 122, 2009,

made the insightfubbservatiorthat the highepercentage dfransportatiorcosts

in China versus developed countries coaisb be due to relatively lowetotal
productioncosts and not necessariblatively higher transportation costs

It is interesting to note that improvement has been sought in another Chinese
transportatio sector, railways. In November 17994 it was announced that it

had been agreed that Union Pacific Railroad and CSX Corporation would assist
the Ministry of Rai |l ways of the Peopl esd Re
Chinese rail transportation. The #égtions for this agreement had been ongoing
since 1993 (Railway Age, 1994).

8 This examples derivedfrom MacArthur (2006).

° This subsection iderivedfrom MacArthur (2006, 36).

° This bulleted list is largely derived from comments made by partitspstrthe
conferences listed above in the first note.
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FINANCIAL ILLITERACY AND THE SUBPRIME
MORTGAGE CRISIS

Ronald P.Volpe
YoungstowrState University
Kathleen E Mumaw
Youngstown State University

ABSTRACT: Consumer financial literacy plays an important role in the efficient
allocation of economic resources for productive use in a dynamic economy.
Subprime lending has increased thanber of individuals who own homes and
provided them with the opportunity to improve their standard of living. An array
of new financial products, a low interest rate environment, changes in federal
laws, the expectation of continued increases in reateeptices and mortgage
securitization were catalysts to the explosive growth in subprime lending.
However, a low level of consumer financial literacy and the abandonment of
sound lending practices made individuals vulnerable to financial decisions that
were not in their best interests. For many, the dream of home ownership has been
downsized, abandoned or ended in foreclosure. A working knowledge of basic
financial concepts would help consumers to better understand the consequences
of their financial actbns and make more informed financial decisions. Consumer
financial education can provide borrowers with tools to protect themselves from
lending practices that can bring financial harm.

INTRODUCTION

Homeownership has been viewed as a noble American endbgvo
individuals and public policymakerdraditionally, investment in housindas
beenconsidered more reliable and dependable than the stock market. This has
contributed to the extensive interest in owning real estate and morejagss
investmentsThis paper examines the use of subprime mortgages in the U.S. real
estate markets during 20@D06. It identifies how financially illiterate
consumers were vulnerable to questionable lending practices that prevailed in
that period.

A mortgage serves as mdncing tool to purchaser refinancea home.

A lien on the property secures the promise to pay the debtibprime mortgage
involves making loans to borrowers who do not qualify for primertgages
because of their poor credit historyThese loandecame a rapidly growing
segment of the mortgage market from 2001 to 2006. Subprime mortgage loans
have increased the number of homeowners and provided them with the
opportunity to build equity, and create weg@homsisengphet and Pennington
Cross, 2006).However, despite its benefits, a subprime mortgage loan is
characterized by high interest rates and fees to compensate lenders for the
additional risk they assume.
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Mortgages also fall into two main types: fixete mortgages and
adjustablerate mortgges. Fixedrate mortgages (FRMs) have an interest rate and
mortgage payments that remain fixed for the period of the loan. The major
advantage of FRMs is that they present predictable maximum housing costs for
the life of the loan. Adjustableate mortgage (ARMs) are mortgage loans with
an interest ratthatadjuss periodically as the market rate of interest changes.

There are several variations of subprime loans. A hybrid t@enmbe
structured tacarry a low fixed teaser randthenadjusted periodialy over the
remaining life of the loan. An intereshly (I0) mortgage requires borrowers to
pay only the interest for a stipulated period of tifiedowed by alarge onetime
fibal | oo n,@ftepwhighmegular monthly payments contindenegative
amortization NegAm) mortgage allows the borrower to make less than the full
payment of interest and principal to the lender, and the remainder is added to the
outstanding loan balance. Thus, the balance the borrower owes increases each
period rather thadecreases (Sabry and Schopflocher, 2007).

Hybrid loans with teaser rates, 10s and NegAms were market
innovations that made subprime mortgages attractive financing vehicles for
borrowers. Between 2004 and 2006, approximately 45% of subprime mortgages
wereARMSs or hybrids; 25% were FRMs; 20% were I0s and 10% were NegAms
(Demyanyk and Gopalan, 2007). These types of loans were very compelling to
those borrowers anxious to make the goal of homeownership a reality that was
heretofore unattainable.

EXPANSION OF THE SUBPRIME MORTGAGE MARKET

Starting in the early 19806s <changes
creation of loans that could be granted to those not qualifying for prime loans.
The Depository Institutions Deregulatory and Monetary Control Act of 1980
removed interest rate caps; the Alternative Mortgage Transaction Parity Act in
1982 enabled the use of variable interest rates and balloon payments; the Tax
Reform Act in 1986 eliminated interest deductions on consumer loans and
allowed interest deductions anortgage debt. These regulatory changes made
subprime lending much more feasible for financial institutions.

Technological advancements further contributed to the growth in the
subprime market by making it easier for lenders to collect, evaluate and epprov
loans to individuals based on their credit score. New techniques were developed
for setting interest rates on mortgage loans, managing risks and setting
underwriting standards. Mortgage loans were securitized and sold to investors as
mortgagebacked seatties. This improved liquidity in the market and helped to
spread the defauitsk over a wider group of investors.

From 2001 to 2004, the Federal Reserve Bank lowered the fédedsl
targetinterest rate from 6.5% to 1%. This interest rate redudtieered the cost
of borrowing for the prospective homebuyerotal mortgage originations grew
from $2.2 trillion in 2001 to $3.0 trillion in 2006. Figurk illustrates the
expansion in subprime mortgage originations from an average of $223 billion
during 201-2003 to a peak level of $625 billion in 2005. Subprime mortgages
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grew from 8.6% of total mortgage originations in 2001 to 20% in both 2005 and
2006. Approximately 8% of subprime originations were securitized in the 2005
2006 period (Schumer and Malgne2007). Some measure of the credit
characteristics for 3.5 million subprime mortgages at December 31, 2007 were as
follows: the average FICO score was 621; thdity percent had a loa-value

ratio greater than 90%In comparison2007 yeatend daa for all Freddie Mac

and Fannie Mae prime mortgagsisowsthe average FICO score and ldan

value ratio was 723, 71% and 721, 71% respecti¢(Ehame, Lehnert, and
Prescott2008).

Figurel. Subprime Mortgage Originations.
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Source: Inside Mortgage Finee. Data presented by Richard W. Peach, Federal
Reserve Bank dflew York December 9, 2008

As shown in Figure2, the national homeownership rate increased to a
record high of 69% during the 20@006 period and Figurgillustrates that the
averageprice of a new home increased from $229,000 in 2001 to $302,000 in
2006. However, despite these gains, there were serious repercussions as a result
of questionabldending standards, predatory practices, a low level of financial
literacy and the massive secimdtion of illiquid assets.

19



Volpe and Mumaw

Figure2. Percentage of U.S. Households Owning Homes
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Figure3. Average Sales Prices of New Homes Sold in U.S.
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CONTRACTION IN THE M ORTGAGE MARKETS

A confluence of events contributed to the subprime mortgage crisis. As
Cuff (2007) notes, the government sponsored entities of Fannie Mae and Freddie
Mac were instructed by the Department of Housing and Urban Development to
fund more loans for underserved minorities particularly those with poor credit
histories.Consumers ggied for loans to support higher living styles and larger

homes rather than being concerned with financial responsibllitwas not
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uncommon for mortgage brokers to guide borrowers into unaffordable loans.
Appraisers were also under pressure to prouittealistic appraisal values. Real
estate agents sold properties aggressively because mortgage rates were at historic
lows. Financial firms contributed by buying and securitizing mortgages without
regard for underwriting standards in an effort to enhameie profitability.

Althoughthe value of real estate rose rapitilyoughout the 2002006
period prices of homes reached unsustainable levels relative to incomes, price
rent ratios and other economic indicatmr20052006.Between 2004 and 2006,
asthe Federal Reserve increased the r@dends rate from 1% to 5.25%he
booming housing market began to plunge in many parts of the United States.
Home prices started to fall as sales volumes declined and the problem was further
intensified by rising nventories, delinquencies and foreclosure rates.
Subsequently, the average price of a new home peaked at $302,000 in 2006 and
continues to declinesée figure ® A similar rise and fall is seen in the average
price of existing homes from a high of $2B8) in 2006 to $219,800 in
September 2009 (National Association of Reafto?909).

The increase in interest rates also caused ARMs to reset and increase
payments by at least 30 percent, an amount many borrowers could no longer
afford (Schumer and Malay, 2007). Many ARM borrowers defaulted because
they did not have sufficient income to make the higher payments. They could not
escape the obligation by refinancing their hagist mortgages or selling their
homes because of the slow real estate markkttancontinuous fall in the prices
of most homesThe subsequent decline in both subprime mortgage originations
and the U.S. homeownership rate from their peak leséallsistrated in Figures 1
and 2 respectively.

In 2006 37% of subprime loans went taitowers who did not fully
document their income as a result of reduced lending stan(lredsh, 2008)

This made it easier fdyorrowersto overstate their credit worthiness and enabled
them to qualify for loans they could not repay. An example of dukless
lending practices that prevailed is the so called NINJA (no income no job no
assets) loans offered by some lenders (Su, 2009).

These problems continued to be reflected in the ZWWP period, which
saw a very sharp rise in delinquencies and foseoks. The June 30, 2009
Mortgage Bankers Association National Delinquency Survey reveals 25.35% of
subprime mortgages were delinquent. This compares to 6.41% for prime
mortgages and 9.24% for all loan types. The survey further shows that 15.05% of
subprime loans were in foreclosure, whereas only 3.0% of prime loans were in
foreclosure. One estimate places the loss in housing wealth from approximately
1.3 million subprime foreclosures at $103 billion for the 20009 period
(Schumer and Maloney, 2007).This wealth destruction is yet another
unfortunate aspect of the subprime mortgage meltdown.

The prevalence of abusive and deceptive lending practicethe
subprime market is well documentedrFederal Reserve Bank of St. Louis
President William Poole (20 8) stated, AiMortgage brokers
borrowers into unsuitable mortgages. It was imprudent for mortgage bankers and
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|l enders to approve borrowers .Whderall i kely coul
Reserve Chairman, Ben Bernanke, in a 2007 speechsadThe practi ces of s
mortgage originators have also contributed to the problems in the subprime
sector. o I n 2001, f or mer Feder al Reserve ClI
foll owing comment s, féabusive | ending practi.i
paymen s , equity stri pAp2000gointaepatt byf ther & | osur e. 0
Department of Housing and Urban Development (HUD) and the U.S Treasury
Departmentalso identified the subprime market as a breeding ground for such
unfair practices
The increase in datilts caused credit rating agencies to downgrade
securities backed by subprime mortgages. Financial institutions have been forced
to recognize massive losses on the decline in value of those securities. Lending
standards have been tightened and finanicisiitutions have made it more
difficult to obtain credit. A numberof financialinstitutionsfiled for bankruptcy,
while otherssurvivedthroughmergersandlarge capitalinfusionsfrom the U.S.
government. The impact on the U.S. financial markets @hd economy has
been a reluctance on the part of investors to assume risk and a decline in
liquidity, investment, consumption and economic growth.

IMPORTANCE OF FINANC IAL LITERACY

The important role of a financially knowledgeable consumer in
allocatingeconomic resources for productive use in a+feittioning economy
has been repeatedigdresseih the speeches and testimony of Federal Reserve
of ficials. In a 2009 speech, Chairman Berna
consumers are better able to matkee ci si ons in their own best
Furthermore, in 2006 testimony before the Committee on Banking, Housing, and
Urban Affairs of the U.S. Senate concerning financial literacy, Chairman
Bernanke remarked, il nformed fritheanci al deci
healthy functioning of financi al mar ket s. 0
Consumer financial literacy has increased in importance as the financial
services industry in the United States has moved from simple ways of doing
things to a more complex approach. Commenting on tlay anfr products and
services available in the financial services marketplace Bernanke (2006) stated
fi @arly, to choose wisely from the variety of products and providers available,
consumers must have the financi ay knowl edge
complex financial services marketplaeln a 2007 speech that addressed the
subprime mortgage market, Chairman Bernanke reiterated the need for
homebuyers to understand ARM mortgages and other alternative mortgage
products and services. He also empasthe importance of financial education
for consumers.
In a 2008 presentation William Poole, President of the Federal Reserve
Bank of St. Louis, discussed some of the problems creating the subprime mess.
Included in his comments were the following staents:
Aémany borrowers have

ittt
Afét oo many borrowers took

e financi al
n mortgages

- O
o X

I
0
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Further mor e, he raises the question, AfHow ¢
decisionmaking have helped people avoid these mistakes

FINANCIAL ILLITERACY INTHE U.S.

Many surveys have documented Americansé
personal finance issues. The Appendix illustrates twembysuch studies with
summaries of results, sample size, participants, and survey format that Bave be
conducted since 1997 by a variety of authors. The most extensive of these
surveys are those conducted by the Jump$tart Coalition for Financial Literacy.
From 1997 through 2008 they have conducted six biannual national studies of
high school students drone of college students. The average scores for the high
school studies ranged from a high of 57.3% in 1997 to a low of 48.3% in the
2008 study. The results of the 2008 college survey showed an average score of
62% @ump$tart2008).

In a news conferemrcheld jointly by the Jump$tart Coalition and Federal
Reserve Board, Chairman Bernanke (2008) reacted to the 2008 survey results as
follows:

In light of the problems that have arisen in the subprime mortgage
market, we are reminded of how critically inmgant it is for individuals

to become financially literate at an early age so that they are better
prepared to make decisions and navigate an increasingly complex
financial marketplace.

Other studies summarized in the Appendix show similarly discouraging
results regardinghe state ofinancial literacy in America. The U.S. Treasury
(President 6s Auveyed/00§y U.S teanage istuderabout
personal finance ithe fall of 2008. Unfortunately, the average score was only
52%. A 2007 CapitalOne and Consumer Action survey found one in five
Americans claim they do not know the interest rate on their mortgagé05
Radian Guaranty survey of mortgage knowledge indicated 52% of all U.S.
homeowners were not knowledgeable about available mort@tigns More
recently, in a paper presented at the 2009 meeting of the American Economic

C

Association titled AFinanci al Literacy and M

able to show thandividuals with low financial literacy are more likely to have
low-doc loans, a higher mortgateincome ratio and tend to search less for
information on competing offe(&erardi, Goette and Meier, 2009).

In a published article on the topic of financial literacy, Emmons (2005)
identified the inherent conflict of intest that exists between profit maximizing
financial service providers and their financially naive clients as factors inhibiting
the growth of financial literacy in the economy. His recommendations to help
curb abuses in the financial sector include consymnatection regulations and
an allocation of greater resources toward consumer education.  Also noteworthy

is the January 6, 2009 Report by the Preside

Literacy which states:
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We believe the market turmoil and creditsig of 2008 underscore the
critical need for improved financial literacy in the United States. While
there are many causes to the economic problems facing the country, it is
undeniable that a lack of financial literacy is a contributing factor. Far
too many Americans entered into home and other loan agreements that
they did not understand and ultimately could not afford.

The results from these numerous surveys, published articles and reports
indicate financial illiteracy of U.S. consumers is pervasind their knowledge
level is very low.

SUMMARY AND CONCLUSI ON

The subprime mortgage market experienced a boom from 2001 to 2006.
This was caused by a variety of new financial products, changes in federal
regulations, lower interest rates, an expectatiost thousing prices would
continue to rise, and mortgage securitization. Financial innovation and change
made it easier to obtain mortgage loans but also increased the chances of default.
Unscrupulous lenders made loans to people who did not accuratelyneiatcu
their income and could not repay. Excessive fees, prepayment penalties and high
interest rates resulted in overly expensive loans that borrowers were unable to
service.

Figure 2 showshte national homeownership rate dropped from a record
level 69% in2006 to 67.4% in 2009. Although interest rates are at historically
low levels, housing prices continue to decline and financial institutions have
tightened their lending standards. Financial markets continue to struggle as the
effects of the subprime mgage crisis ripple through the economy. Many
individuals have lost their homes due to foreclosurescaminunities have been
tarnished.

Unfortunately, consumer financial literacy did not keep pace with the
various changes in the marketplace. Individwedse introduced to a wide array
of financial product choices. However, many were not equipped with the
financial skills necessary to make a compete
to comprehend financial material could have prevented some of thsinatdie
conseqguences associated with the 22006 real estate boom and subsequent
bust.

Some progress has been made with respect to reforms that outlaw
abusive and predatory practices. The Board of Governors of the Federal Reserve
(2008) approved rulesat will apply to all mortgage lenders and prohibit unfair,
abusive or deceptive home mortgage lending practices in addition to placing a
ban on deceptive or misleading advertising practices. These rule changes are
amendments to Regulation Z (Truth in Lenwy) and are effective October 1,
2009. The Department of Housing and Urban Development has enacted changes
to the Real Estate Settlement Protections Act (Respa) effective January 1, 2010
which establishes rules for horparchase transactions. The nelesuare aimed
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at simplifying disclosures to ensure borrowers understand the terms of loans they
are offered before signing the loan documents (KPMG, 2009).

It is apparent from the many government and private sector proposals
and remedies to the mortgageaistrom that the financial illiteracy of a large
segment of the U.S population contributed in part to the subprime mortgage
crisis. Most of the subsequent proposals to remedy the situation contain an
element for financial literacy educatidncreases ipersonal debt, bankruptcies,
delinquencies, foreclosures and predatory lending are some issues that reinforce
the need for financial literacy programs.

Passage of new laws may prevent specific incidents of predatory and
abusive lending practices. Howeydf consumers do not understand the
information presented to them, new laws will not provide absolute protection
against the undesirable consequences of poor financial decisions. Education is
the key to eliminating the unnecessary financial distress dsfbrinne of a
knowledgechallenged consumer as evidenced by the subprime mortgage crisis.
A strong grasp of basic financial concepts will give individuals the ability to deal
with the many complex financial decisions they will make throughout theis liv
and improve their financial quality of life.
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Appendix. Recent Financial Literacy Surveys in the United States

Author (Date) Survey Focus
Sample Size and Participants Format

Gerardi, Goette and Meier (29) Subprime borroweiifancial
585 subprime borrowers Survey

literacy and mortgage outcomes
Resultsindividuals with low financial literacy are more likely to have idac
loans, a higher mortgagi-income ratio and tend to search less for
information or competing offers.
Bell, Gorin, Hogarth/Federal Personal financial eeliness
360 U.S. Army soldiers Surveyinterviews
Reserve Board of Governa2009)
Results:Soldiers not participating in a financial educattmurse were more
likely to engage in negative financial behaviors.
Jump$tart Coalition (2008) Personal financial literacy
1,030college students Survey
Results:Results indicate higher scores than their high school peers with 62
of the questions correctly answered.
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Jumps$tart Coalition (2008) Personal financial literacy

6,856 12th graders Survey

Results: Financial Literacy scores of the 2008 high school senior class
rank lower than their 2006 peers. High school seniors

correctly answered only 48.3 % of questions, down from 52.4 %
answered correctly in 2006.

Capital One (2008) Money management basics

1,260 tees/parents Phone interviews

Results: Only 14% of those surveyed had taken a personal finance
class, with 69% stating they learn money management from

their parents. 76% want to learn about purchases for cars or a home.

National Foundation for Credit Financial khowledge

1,001 Americans Phone interviews

Counseling and MSN Money (2008)

Results25% don't know enough about owning a home to consider buying one.
10% of those with a mortgage report being late or missing agaget payment.
Pres dent 6 s Advi s o Fiyancalditeracg i | / U. S.

46,000 studentESpring) On-line survey

Treasury Department (2008)

75,000 studentg-all)

Results:Average score was a 56% in the Spring exam, 52#td Fall exam.

Appendix. Recent Financial Literacy Surveys in the United States

Author (Date) Survey Focus

Sample Size and Participants Format
Capital One (2007 Money management basics
1,200 teens/parents Phone interview

Results86% of surveyed students have never taken a personal finance class,
despite 80% believing that a class would help therharfuture. 74% would
like to learn more about purchases for cars and homes.

Capital One and Consumer Fundamentals of personal finance
1,003 adults
Phone interview

Action (2007)
Results:One in five Araricans claim they do not know the interest rate on their
mortgage; 33% d not know the interest rate dheir savings vehicle. 28%
have never checked their credit score, up from 27% in 2006.
Bucks and Pence/ Federal Homeowner knowledge of

4,442 hoseholds Survey
Reserve Board of Governors (2006jnortgages and house values
Results:35% of ARM borrowers did not know the value of the reset interest rate
cap and 44% did not know how to calculate the lifetime interest rate cap.
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Capital he and Consumer Action Fundamentals of personal finance

1,003 adults Phone interview

(2006)

Results:As with the initial findings in 2005, many Americans are still not taking
steps to protect and improve theredit scores. 27% have never checked their
score, up from 23% in 2005.

Jump$tart Coalition/Mandle(2006) Personal financial literacy

5,775 12th graders Survey
Results:Average score was 52.4 %, a slight increase from 260¢es.
Visa (2005) Personal financial skills of teens

1,000 parents of H.S. students Survey

Results:70% indicated their child did not have any formal training in practical
money skills either in school or through any other organization outside the
home. 76% agreed that schools should be required to teach a class in practical
money skills.

National Council on Economic Understanding of basic economics
Education (2005) and concepts of persalfinance

2,242 U.S. students graded ®

Results:60% of high school students and over 25% of adults got a failing grade
on the economics quiOnly 58% of students could identify the cost of
borrowing as the annual percentage rate. Only 57%cdults understood the
effects of inflation and fixed rates of interest.

Appendix. Recent Financial Literacy Surveys in the United States

Author (Date) Survey Focus
Sample Size and Participants Format

Radian Guaranty (2005) Mortgage knowledge

2,003 adults; Online survey

1,310 homeowners

Results52% of all U.S. homeowners were not at all or only somewhat
knowledgeable about nigage options available to them.

Capital One and Consumer Action Fundamentals of personal finance

1,002 adults Phone interview

(2005)

Results:Americans lack basic knowledge about many factors that impact credit
scores. 23% have never checked their scbnexthirds of Americans don't
understand the numeric value associated with a good credit score.

Jump$tart Coalition/Mandell Personal financial literacy
4,07412th graders Survey
(2004)

Results:Overall scores stwed the first improvement since the surveys began in
1997. The mean rose by 2.1 percentage points to 52.3%, but still reflects a
failing grade. Knowledge of income, spending and credit increased slightly
while knowledge of money management and savingneeed to decline to the
lowest levels recorded by the survey since it started in 1997.
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Consumer Federation of America Adjustable ratemortgages

1,015 adult Americans Survey

(2004)

Results ower income and minority consumers are most likelyrefer

adjustable rate mortgages but do not understand the associated risk. The 25%
of Americans that prefer ARMs are younger, poorer and less well educated than
those who prefer fixedate risk. Lack of financial knowledge is associated

with prefeence for ARMs.

Jump$tart Coalition/Mandell Personal financial literacy
4,02412th graders Survey
(2002)

Results:Overall test scores were 50.2%, a decline from 51.9% in 2000.
Students were slightly more knowledgeable about income; #reyl@ss
knowledgeable in all other categories.

Jump$tart Coalition/Mande(R000)  Personal financial literacy

72312th graders Survey

ResultsTest scores were 51.9% falling from 57.3 % in 1997. There was a
decreased undetanding of financial concepts.

Chen and Volpe (1998) Financial planning basics
924 college students Survey

Results53% scored a passing grade

Jump$tart Coalition/Mandell Personal financial literacy
1,532 12th graders Survey

(21997)

Results: Average grad®n the exam was a failing 57.3%
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North Dakota &te University

ABSTRACT: Although the attractive benefits associated with glofgbply
chain outsourcing have beenidely acknowledged, much of the inherent risks
tend to be overlookedn this paper, we use a decisinraking tool for assessing
portfolio of risks in pharmaceutical outsourcing supply chain leveraging the
Analytic Hierarchy Process (AHP). The AHP is used to assess the relative
importance of pharmaceutical supply chain outsourcing risk criteria and
alternative policy options. The resultglioate that regulatory compliance risk is
most important followed by intellectual property risk. The best risk policy option
is risk reduction followed by risk transfer.

INTRODUCTION

To thrive and survive in today's competitive globalsiness landscape
firms are increasingly focusing on their core competenbie®utsouring a
number offunctions in which they possess no expertise to maintain effective cost
structures gr ow prof it mar gi.mMeonafirdcasdgoar ehol der s o6
alone and become stessful in search of market opportunities in neartneed
and coseffectiveness withoutkey talents and knowledge experience bases
(Conklin, 1994). The most commonly cited reasons for the increase in
pharmaceutical outsourcing include cost savingscéssa with cheaper labor
and infrastructure, reduced burden on the firm to research and discover drugs, the
shift from a fixed cost to a variable cost model and the ability to acquire new
technology and knowledge via the utilization of specialized extgmuaiders.
Indeed, maintaining internal pharmaceutical researchenmise is no longer
required and relevant nowadays.

The pharmaceutical industry has seen its R&D productivity decline
significantly (Grabowski and Vernon, 200@®harmaceutical globaupply chain
outsourcing has become a viable and a lucrative business strategy that is enabling
firms to transfer nowore activities to external partners in order to restructure
their distribution networks, leverage resources, spread risks, focus @s issu
imperative to survival, competitive advantage, and future growth (Wang and
Regan, 2003).
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The trend towards global outsourcing relationships has been strong in
various types of firms and in different parts of the supply chain (Fill and Visser,
2000). t has been recognized as one of the eight most prominent factorggplayi
a key role insuperior supply chain performance (Carter and Narasimhan, 1996).
And superior supply chain is one that enables a firm to optimize the value of
internal activities and iturn creating collaborative partnerships that can lead to
high (Lakhal et al., 2001)Although outsourcing to contract organizations can
have both positive and negative impacts on key aspects of pharmaceutical
manufacturing suppl yecdhaiisn, t hiaotn et hpeo sma m v fe a ce
supply chain agility is increasedo (Mason, €
(2004) assert that the goal of outsourcing is to attain optimal performance within
a firm and a supply chain.

The AHP developed by Saaty (1980)oise of the most popularly used
multi-criteria decision making (MCDM) methodology. The AHP methodology
enables structuring of a problem into a decision hierarchy. Apj#ication has
been popularized in many fieldsor example, asearch that have used AHP
includelT outsourcing and logistics outsourcing (Udo, 2000, Grewal et al. 2008);
pharmaceuticasupply chain managemerirfyinda, 2008 marketing (Dyer and
Forman, 1992),and pharmaceutical marketing and management (Ross and
Nydick, 1994)

The rest of he papelis organized as follows. Section dlsausses the
pharmaceuticalsupply chain outsourcinglrivers. Section 3 examines the
pharmaceutical global supply chain outsourcisg portfolio. Section 4proposes
measuresto manage pharmaceuticalupply chin outsourcing using AP
methodology Finally, section 5 presents the managerial implications and
conclusion.

PHARMACEUTICAL SUPPL Y CHAIN OUTSOURCING RIVERS

Pharmaeutical outsourcingdrivers include ime to market, cost
advantage, risk management, atrategic focus (PricewaterhouseCoopers LLP,
2006). The premier factors driving growitih pharmaceutical global outsourcing
trend include competitive global marketplagmjrsuit of greater productivity
flexibility, need for grater global manufacturing presce, capacitgxpansion
enhancing product quality achieved through costs reduction and better focus on
core competencies, curtailing investments in capital assets, and improved asset
utilization. The global nature of the pharmaceutical/biotech industdprees
outsourcing, as most companies tend to exploit the market by gaining
competitive advantage. Pharmaceutical firms have recognized that possessing the
entire skill range required within an industry is not feasible. As flexibility has
become criticayl vital within the industry, firms are realizing that concentrating
on core competencies is an efficient aamleffective way to create optimum
value. Indeed the expansion in the pharmaceutical contract service industry in
recent years hasnableda signifcant boost in the number of services and
functions available for outsourcing to contract manufacturing and R&D firms.
However, n the recent years, the pharmaceutical firms have aggressively been
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reassessing their financial position and emyadn merges and acquisition
because of the mounting cost pressures and the need to survive. The critical
factors driving the pharmaceutical industry to seek global outsourcing are the
search for efficiencies in the drug
capadty, consolidation of the pharmaceutical industry, access to specific
therapeutic expertise and globalization of the market within USA, Europe and
Asia (Srivastava, 2002), and exploit new individualized drugs.

There many dvantages and disadvantages assed with the
pharmaceuticabutsourcing to CROs (Piachaud, 2002Persson and Virum
(2001) suggest that the potential economic benefits associated with outsourcing
include reducing operating costs; exchanging fixed costs with variable costs;
elimination of infrastructure investments; access to wallEks processes,
products, services or technology; better ef@l; improved ability to sense and
respond realime to changes business environments; sharing risk; and access to
resources not available-hrouse.

PHARMACEUTICAL SUPPLY CHAIN OUTSOURCING RISKS

Certainly, growing numbeof pharmaceutical firms are realizing the
potential economic advantages of outsourcing their supply chaircaren
activities to external partnerslowever there are a number olitsourcing risks
which can greatly affect the quality oltsourcingrelationships (Salma et al.
2007). Wang and Regan (2003) reported that outsourcing risks include potential
inefficient management; latent information asymmetry; loss of logistics
innovaive capacity; hidden costs; dependence on the third party logistics (3PL)
providers; loss of control over the 3PL providers; problems of evaluating and
monitoring 3PL provider performance;
cultures. Indeed, a pharmaceuticals outsourcing continue to grow, gisk

associated with iaregrowingas wellAccor di ng t o VasmtheAr num

supplychain strategies of the pharmaceutical industry evolve, managing

ri sks in outsourcing Theudheapmpropdate risggr eat er

management, outsourcing can help firms to expand their R&D pipelines and
provide a greater opportunity for a drug to ultimately reach launch phase
(PricewaterhouseCoopers LLP, 2008here are a variety of factors, both
internal and eternal, which makeit important for organizations to perform a
structured and disciplined approach to managing and mitigating Tis&.
constant changing and evolution of markets, including rivals, emerging
technologies, more than ever changing custoraguirements, compression of
response times, and the strategic use of global outsourcing add to risks faced by
organizations. Although risk management is an issue of great importance in
global outsourcing due to the demands of supply chain strategies, rieteived
limited attention from pharmaceutical firms engaged in outsourcing relationships.
Arguably, given the array of risks associated with supply chain logistics
outsourcing, it is imperative that the pharmaceutical industry embrace risk

devel op
and i nc
(2003

m

i sk

managemenfi Devel oping new drugs carries more r
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Many leading pharmaceutical companies are entering inteshiakng
outsourcing partnerships to lower their operation risks by sharing management
and financial responsibilities. Througinoper risk management, outsourccan
helpcompanies to expand their R&D pipelines and provide a greater chance for a
product to wultimately reach | aunch, thereby
(PricewaterhouseCoopers LLP, 2006)o achieve successfubutsourcing
relationships, pharmaceutical firms must have risk mitigation measures in place.
Van Arnum (2003) suggest that because business and technical risks are present
in outsourcing the strategies for mitigating and sharing such risks between a
pharmaeutical firm and CMO and CMR are imperative for a successful
outsourcing relationship. Although several risks exist in pharmaceutical supply
chain outsourcing, risks considered in the present paper includes regulatory
compliance risk, business risk, tedal risk, and intellectual property risk. Risk
mitigation policy options that can be used against the aforementioned risks
include avoidance, prevention, redundancy, separation, transfer, retention, and
reduction (Enyinda, 2008, Van Arnum, 2003. Howevbe, risk policy options
used in this study are reduction, avoidance, transfer, and accept.

RESEARCH METHODOLOGY

Evaluation and management of pharmaceutical supply chain outsourcing
risk represents a typical MCDM problem that entails multiple criteriaddua be
both qualitative and quantitative. An example of MCDM selected to model risk
management in pharmaceutical supply chain outsourcing is AHP developed by
Saaty (1980). It is selected because it allows decisiakers to model a complex
problem in a kerarchical structure portraying the relationships of the overall
goal, criteria (objectives), sutriteria (subobjectives), and alternatives

1. Definethe problem and determine the overall goal. The overall goal is to
manage risk in pharmaceutical plypchain outsourcing.

2. Structurethe problem in ahierarchy from the top through the intermediate
levels to the lowest levekonstituting goal (assessment of supply chain
outsourcing risk), criteria (regulatory compliance, business, technical, and
intellectual property risks), andlternativeqrisk reduction, risk acceptance, risk
avoidance, and risk transfers depicted in Figure 1.
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Figure 1. Decision Hierarchy for AssessingPharmaceutical Supply Chain
Outsourcing Risks

ManagePharmaceutical Supply
Chain Outsouriag Risk

//\

RR BR TR IPR
Reduce Risk | | Accept Risk Avoid Risk Transfer Risk

Regulatory Risk (RR); Business Risk (BR); Technical Risk (TR); and
Intellectual Property Risk (IPR)

3. Build a set of pairwise comparison matrices for each level of the hierarchy and
then conduct all the pairwise comparisohBe pairwisecomparison matrix A,
where elementjeof the matrix is the relative importanceiBffactor with respect

tojth factar, can be determined as:

A = [&]. 1)

il mpor t anc e @nintegervaleed ¥ paint stale whiclseeks to know

the deendence criteria, which one will influence the common criteria more and

if so how much more. According to Saaty, a value of 1 between two criteria

indicates that both equally influence the affected node, while a value of 9

indicates that the influence ohe criterion is extremely more important than the

other. This requiresn(n i 1)/2 comparisons, wherg denotes the number of

el ement s wi t h t he considerations t hat di ag
reciprocals are assigned in each pairwise comparison atitaity.

4. Determine the maximureigemalue ., consistency index (Cl), consistency
ratio (CR), and normalized values for each criteria and alternativéter A
completing all the paiwise comparisons, Saaty (1990) recomnseticht the
maximum eigena | u.g,,can®e determined:as

n
= A a; WIW, (2
j=1
WhereW is the weight ofj" factor, andw is the weight ofi" factor.
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5. Perform the onsistency Test. Specifically, Cl for each matrix ordeis
determineddy using ).

Cl mxifail 3)
Based onJ), the consistency ratio (CR) in (4) can be determined as below:
CR = CI paRD)/MNELRI( & 4)

CR is acceptable, if its value is less than or etqu@.10. However, if it is greater

than 0.10, the judgment matrix will be considered inconsistent. To rectify the

judgment matrix that is inconsistent, decismma k er s® judgments shoul o
reviewed and improvedEssentially, a comparison matrix shoulddbieited until

CRis less than or equal to 0.10.

6. Finally synthesize the priorities. Upon completing the calculation of the
normalized priorities for each pairwise matrix of the hierarchy, synthesize the
priorities for the decision problem to deriveetiet of overall priorities to help
decision makers select the most appropriate alternative policy options.

DATA COLLECTION

A survey questionnaire approach was used for gathering relational data
to assess the order of importarfoe pharmaceutical supplyhain outsourcing
risks. Thus, from the hierarchy tree, a questionnaire was developed to enable
pairwise comparisons between all the factors at each level in the hierarchy. The
pairwise comparison process elicits qualitative judgments or opinions that
indicat e t he strength of t he expertso prefere
accordi ng -9 soale.B@eartsfnord svo rhajor pharmaceutical firms
were requested to respond to several pairwise comparisons where two categories
at a time are compared with resp to the goalThe experts or respondents were
executives knowledgeable in global pharmaceutical supply chain outsourcing.

DISCUSSION OF RESULTS

Result of the pairwise comparison of the major criteria is shown in
Figure 1 indicate that regulatory riskthe most important risk to manage with a
priority of 0.383 followed by intellectual property risk (0.342), technical risk
(0.168), and business risk (0.107).

37



Enyinda, Briggs, and Bachkar

Figure 1. Major Decision Objectives Priorities

Priorities with respect to
Goal: Manage Pharma SC Outsourcing Risk

Regulatory Risk 353 [
Intellectual Property Risk 32 T
Technical Risk 2168

Business Risk 200 T

Inconsistency = 0.02
with 0 missing judgments .

The performance sensitiyitanalysis in Figure 2 shows how the risk
management strategies are prioritized relative to others with respect to each
major criterion as well as the overall.

Figure 2. Performance Sensitivity Analysis
Obj% Altth

60
0 - \
[ 50
80
10 -
—40
Reduce Risk
60
S0 - 30 Transfer Risk
2 \
[ 20
30t Avoid Risk
201 F q Accept Risk
v 10
10}
00 .00

Regulatory R BusinessRis  Technical Ri Intellectual OVERALL

Risk reduction is most rpferred followed by risk transfer, risk
avoidance, and risk acceptance. With respec!
priority, regulatory compliance risk is about 0.39, intellectual property risk is
approximately 0.35, technical risk is about 0.18, amsiress risk is about 0.11.
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For the alternative risk policy option associated with each major criterion, with
respect to the regulatory risk, risk transfer is about 0.75. With respect to business

risk, risk transfer is 0.85. With respect to technical niglk reduction is roughly

0.94. With respect to intellectual property, risk reduction is about 0.88. Finally,
for the overall, risk reduction is the best strategy followed by risk transfer, risk

avoidance, and risk acceptance.
CONCLUSIONS AND IMP LICATIONS
In an atmosphere of declining R&D productivity, increase pricing

pressure and changing regulatory requirements, global pharmaceutical firms are
under increasing challenges to improve profit margins. To deal with these

challenges, pharmaceuticdlnis are pursuing consolidations in the form of

M&A and global outsourcing. By establishing strategic outsourcing relationships
with partners, pharmaceutical firms can afford to focus on core competencies,

have access to specialized expertise, and enl@asteaving benefits that can

contribute to shareholder value. In recent years, global outsourcing of R&D and

manufacturing processes has become
environment, and hence a growing trend in the pharmaceuticatindinsleed,

the pharmaceutical firms have moved up the value chain for outsourcing from

noncore functions to secondary core functions.

The key drivers of pharmaceutical outsourcing R&D are increased

complexity of clinical trials and regulatory requirentg&nincreasing data

requirements, cost savings, minimizing time to market, rapid access to additional
R&D capacity, access to therapeutic expertise, and access to novel enabling

technology. Global pharmaceutical outsourcing can offer flexibility in

producton, satisfy ultimateend ser s6 gr owi ng demands,
enhance positional advantage. Core competencies and well executed outsourcing
strategies can enhance returns on capital, reduce risk, improve flexibility, and
make firms moreresponsv e t o customersd6 and sharehol
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ABSTRACT: We explore for presence of monthly seasonality in monthly total
returns of U.S. long term government bonds from Janu@86 1o December
2007. We test three types of effects with respect to monthly seasonality. We
further partition the data into three spériods and explore monthly seasonality.

In addition, we explore monthly seasonality based on Republican and
Democratic pesidencies. We look at the nature of monthly returns during
contraction and expansion periods, as well as periods of crisis.

The mean of monthly total returns of long term government bonds
for the entire data set (0.47%) was significantly greater tham Zdre
mean of monthly returns of none of the months was significantly greater
than the mean of the other eleven months stacked together. We find
evidence of month effect with respect to variances of monthly returns.
When we partition the data into threebgperiods, we do not find any
discernible monthly seasonality. We also find the mean of monthly returns
during the Republican presidencies to be significantly higher than during
the Democratic presidencies. Government bond returns were on average
significantly higher during contraction periods than during expansion
periods. The Great Depression was good for the bond market; war periods
were comparatively not as attractive for bond investing because
governments tend to peg interest rates during such pefitdsigh not
fully efficient, the U.S. long term government bond market exhibits a high
degree of efficiency.

INTRODUCTION

Since the time stock exchanges were first established, traders and
investors have exhaustively looked for patterns in securitiegspticat they
could exploit to realize superior returns. However, as early as 1900, Bachelier
characterized security prices as being efficient. Over thirty years later came the
landmark work by Cowles (1933) in which he documented the inability of-forty
five professional agencies to forecast stock prices. The conclusion was that stock
prices are randorii in general they do not exhibit patterns. A large array of
researchi bulk of them devoted to analysis of the stock markdias looked at
the issue of efiency of financial markets. The evidence with regard to
efficiency is mixed.
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The bond market is a very sizable market, and trading in bonds,
especially treasury bonds, is very brisk. Bonds are appropriate for investors
seeking income, as well as for isters looking for broad diversification. In
contrast to research with regard to the stock markets, a small number of
researchers have looked at the issue of efficiency of the bond markets. An aspect
that has possibly not been rigorously looked at is wietie bond market
exhibits monthly seasonality. This research seeks to fill that vagl.of
December 2008 $10.7 trillion worth of treasury securities were outstantisg.
expected that the highly liquid Treasury bond market will exhibit a high degree
of efficiency, and hence seasonal patterns in monthly returns will be absent. Our
findings indicate that though total patterns show an increasing or decreasing
trend over certain months, the mean total returns of none of the months were
significantly greate than the mean returns of the other eleven months stacked
together. However, we do find evidence of significant difference in volatility for
some of the months compared to the other months.

In subsequent sections we review previous research on themffiodf
the bond markets, outline the research methodology of this study, analyze results,
and round off with summary and conclusion.

LITERATURE SURVEY

In contrast to the extensive research on equity returns, few investigations
examine seasonality in théxéd income market. Schneeweis and Woolridge
(1979) find evidence of a January effect in various municipal, corporate, public
utility, and government bond series from 1952 to 1977. Smirlock (1985) finds a
January effect for lovgrade corporate bonds, buitrfor high-grade corporate or
U.S. Government bonds from 1953 to 1981. Chang and Pinegar (1986) also find
a January effect for lower quality bonds. Wilson and Jones (1990) find a January
effect for corporate bonds and commercial paper. Jordan and Jdrg@n) (
examine seasonality in daily corporate bond returns using the Dow Jones
Composite Bond Average and compare it to seasonality of equity using daily
S&P 500 stock returns. For the period 19886, corporate bond returns exhibit
January, turn of the ye, and week of the month effects, but no significant day of
the week effects or turn of the month effects. And finally, Cooper and Shulman
(1994) find significant yeaend effect in junk bond prices from 1980 to 1991.

A rigorous analysis of existence nontexistence of seasonality in the
U.S. Treasury bond market appears to have been overlooked. That is what we
aim to do. We use a much longer data period (1926 to 2007) and a different
methodology to explore seasonality. We also explore seasonalitybfpesiods
carved out of structural changes in the economy. That will increase our
understanding of the nature of the government bond market how efficient the
market is. It will also help investors to time their investments and the U.S.
Treasury to time bahissues. In addition we examine whether there is difference
in returns of Treasury bonds during (i) Republican versus Democratic
presidential periods, and (ii) expansion and contraction periods. We also look at
the behavior of Treasury bonds in periodsrisis.
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We hypothesize that the ideology of smaller government embraced by
Republicans will cause lower demand for funds during Republican presidential
months and so lower Treasury borrowing, which will cause yields to go down
and total returns to go upebause of higher monthly capital gains. This should
create a situation in which the total returns during Republican periods should be
higher than during Democratic periods, which is what we find.

The same line of argument applies to contraction periods. I3iver
demand for funds during contraction periods should cause yields to go down and
hence total returns to go up. This should create a situation in which the total
returns during contraction periods should be higher than during expansion
periods, whichis what we find.

RESEARCH METHODOLOGY

The goal of this research was to find out, for the length of period of
study, if there was a month effect in U.S. long term government bonds total
monthly returns, and if so, was it more pronounced during certaindseide
studied the month effect in three different ways. Unless otherwise stated,
significance in all cases is tested at the 5% level.

1. Was the mean of total monthly returolong term government
bonds different from zero? We tested this by subjectingrtean
of monthly returndor a given month to the following hypothesis
test: H: m=0vs. H: m, 0. We usedhe standard-test for testing
this hypothesis.

2. Was the mean of total monthly returolong term government
bonds of a given month differerirom the mean of the other
months stacked togeth&r We performed this by conducting the
following hypothesis test for a given montiH,: m=mvs. Hy m
., M, wherej represents the remaining 11 months other than
Since the variances for many |) periods and the sample sizes
were unequal, we used the more conservatitestt assuming
unequal variances.

3. Was the variance of théotal monthly returns of long term
government bonds for a given month different from the variance
for the other monthsstacked togeth@ We tested this by
conducting the following hypothesis test for a given mantH,:
si? = s?vs. Hy si?, s;%, wherej represents the remaining 11
months other tham We used the standardtést for testing this
hypothesis.

In addiion to the #tests and Hests, we used KruskaVallis
nonparametric tests for differences in population medians. We also use the

Moodbds Median test which is more robust
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Many studies have used the dummy variable methodology to detect
market seasonality. Chien, Lee and Wang (2002) provide statistical analysis and
empirical evidence that the methodology may lead to misleading results. We
avoided this problem by following the methodology used in Hamid and Dhakar
(2005) using which they anale seasonality in the Dow Jones Industrial
Average.

To gain deeper insight into the month effect, we partition the entire
period (January 1926 to December 2007) into thregosuiods:

A 1913 to 1945 (which includes the First World War, the Great

Depresan years, and the Second World War);

A 1946 to 1972 (which includes the Breton Woods fixed exchange

rate era, and the breakdown of that era in 1972);

A 1973 to 2007 (which includes the volatile world we live in since the

first oil crisis of 1973).

We analyzethe seasonality of monthly total returns of long term
government bonds for (a) the entire data, (b) the threpeatibds, (c) the periods
of contraction and expansion (d) the Democratic presidencies, and (e) the
Republican presidencies

We obtain datarbm Stocks, Bonds, Bills and Inflation 2008 Yearbook.

ANALYSIS OF RESULTS

Entire Period: 1926 7 2007: We analyze the entire U.S. long term
government bonds monthly total returns data set from January 1926 to December
2007 to identify month effect. Table dSummarizes the statistical output and
results of the tests
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Table 1. Month Effect in Long Term Government Bonds Total Returns (%):
1926 to 2007

Alll Jan| Feb] Mar| Apr| May| Jun|[ Jul| Aug| Sep| Oct| Nov| Dec

Count 984| 82| 82 82[ 82 82 82 82 82 8 8| 8 8
Mean 0.47] 0.34] 0.38] 0.14] 0.27[ 0.43] 0.79] 0.33| 0.45] 0.37| 0.91| 0.74] 0.50
Median 0.33] 0.31] 0.37] 0.21] 0.24[ 0.28] 0.51] 0.34[ 0.16] 0.19] 0.74| 0.34| 0.47
Minimum -9.82| -7.41| -5.20| -5.39| -5.88| -5.16] -3.12| -9.82| -4.35| -5.45| -8.41| -4.71] -7.13
Maximum 15.23| 6.66] 11.45] 7.70{ 15.23| 8.96] 6.13] 6.93] 7.81) 6.18] 8.29| 14.10| 5.81
Range 25.05( 14.07] 16.65( 13.09 21.11] 14.12| 9.25| 16.75] 12.16| 11.63| 16.70| 18.81| 12.94

Standard Deviation 2.27) 2.03] 241 2.07] 2.65| 2.42| 169] 2.43| 2.21| 2.18] 2.50| 2.46| 2.07
Sample Variance 0.05] 0.04] 0.06[ 0.04] 0.07| 0.06] 0.03] 0.06] 0.05] 0.05 0.06] 0.06] 0.04

p-value (m=0) 0.00] 0.14| 0.16| 054| 0.37[ 0.11] 0.00] 0.22| 0.07| 0.13| 0.00| 0.01] 0.03
p-value (t test) 0.54| 0.73| 0.14| 0.6 0.87[ 0.09] 0.58| 0.94| 0.66| 0.10| 0.30| 0.90
p-value (F test) 0.08] 0.24[ 0.12] 0.03] 0.22[ 0.00] 0.20] 0.36| 0.31] 0.11] 0.16| 0.13
Mean % Change Pos Pos Pos| Pos| Pos
Month Effect (Mean)

Month Effect (Var) Higher Lower

Note 1. APos o0 i rofpnontidysretutndwast signifitaetly greaterrthan

zero.

Note 2. AHIi gher o ofimomhlyireeusisort ahrerithwds kignificarelya n
greater than the rest of t heof manthly h s . ALower 0
returnsfor a monthwas significarly smaller than the rest of the months.

The nean of total monthly returns for the entire data set, 0.47%, is
significantly greater than zero (p = 0.00). The means of monthly total returns of
June, October, November and December were significantly greater than zero.
October experienced the highest me&aonthly return (0.91%) followed by June
(0.79%) and November (0.74%). March had the lowest mean (0.14%). The mean
of total returns of none of the months was significantly different from the mean
of total returns of the other months stacked togethertdthéreturns of October
were greater than the other months at 10% level of significance. The difference in
medians of monthly returns of long term government bonds was not significant
based on two neparametric tests (Krusk&Vallis test H statistic = 102 and p
= 0.583; Moodds Medgduam of 11.88 and p waluee=I0al®).Ina Chi
regard to volatility, the mean variance of only April was significantly higher
compared to the mean of the other eleven months stacked together. June
exhibited signifcantly lower variance compared to the other months.

A graphof the mean monthly percentage changes for the entire data
(figure not shown) showan upward trend from March to June, followed by a dip
in July and a rise in October. We then see a fallingdtri@ total returns from
October to March

Returns in Real Terms: Table 2 below shows the monthly returns in real

terms for the entire study period and three-gabods. It shows the mean
long term government bond return, mean CPI, and their differgvesee

46



Journal of Business and Accounting

a positive monthly real return of 0.22% for the entire study period. The
first and third sulperiods have positive monthly real returns (0.38% and
0.37% respectively). However, the second -pabiod has a negative
monthly real return of 0.10%. Thigeriod coinciding with the Breton
Woods fixed exchange rate era was the most stable period in terms of
asset prices, commaodity prices, interest rates, and exchange rates.

Table 2: Mean Real Monthly Returns for Long Term Government Bonds

Period Mean LTGB Mean CPI Difference
19262007 0.47 0.25 0.22
19261945 0.39 0.01 0.38
19461972 0.17 0.26 -0.10
19732007 0.75 0.38 0.37

First Sub-Period: 19261945: Table 3 shows that for the period January 1926 to
December 1945, in spite of the Great Depi@sand deflation, the mean of
monthly total returns was 0.39% which was significantly greater than zero. The
mean returns of April, June, and November were significantly greater than zero.

Table 3: Month Effect in Long Term Government Bonds Total Returis (%
1926 to 1945

Alll Jan| Feb| Mar| Apr| May| Jun| Jul| Aug| Sep| Oct| Nov| Dec

Count 2401 20| 20 20 20 20 20| 20 20] 20 20| 20[ 20
Mean 0.39| 0.36] 0.53| 0.45] 0.94| 0.30[ 0.48] 0.39] -0.05] -0.28| 0.72] 0.61| 0.26
Median 0.39] 0.45] 0.70| 0.64| 0.62| 0.47] 0.40] 0.35] 0.16] 0.16] 0.52] 0.35| 0.58
Minimum -5.45| -2.01{ -2.58| -4.11{ -0.35] -2.99| -0.69| -2.17| -2.01| -5.45| -3.30| -1.49] -2.20
Maximum 6.04| 2.57| 4.13| 2.53| 6.04| 3.03] 2.58| 4.81| 1.11] 1.10[ 4.10] 2.36| 1.94
Range 1149 458 6.71| 6.64| 6.39] 6.02| 3.27) 6.98] 3.12] 6.55[ 7.40] 3.85| 4.14

Standard Deviation | 1.24| 1.08] 1.24| 1.38| 1.47| 1.36| 0.72| 1.27| 0.77| 1.48| 1.54| 0.98| 1.08
Sample Variance 0.02| 0.01] 0.02] 0.02| 0.02| 0.02] 0.01] 0.02| 0.01] 0.02| 0.02| 0.01| 0.01

p-value (m=0) 0.00] 0.15| 0.07| 0.16] 0.01| 0.33| 0.01 0.19| 0.78| 0.41| 0.05| 0.01| 0.30
p-value (t test) 0.89] 0.61) 0.85 0.09] 0.76] 0.62| 0.98| 0.02| 0.04| 0.32| 0.31] 0.57
p-value (F test) 0.23] 0.54| 0.28] 0.16] 0.31] 0.00] 0.47| 0.01| 0.14| 0.10| 0.10] 0.23
Mean % Change Pos Pos Pos Pos

Month Effect (Mean) Lower|Lower

Month Effect (Var) Lower Lower

Note 1. APos 0 i rofpmontdysretutnd was significantly geeaten than
zero.

Note 2. ALower 0 ofmprthly eetuirndorhaanionthtvas eignificarly n
smaller than the rest of the months.

The mean return of #gust was significantly lower compared to the
mean of the other eleven months stacked together. The mean return of September
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was also significantly lower compared to the mean of the other eleven months
stacked together. The difference in medians of monttlyrns for the first sub
period is not significant based on two nonparametric tests (KrWgalis H
statistic = 16.03 and p = -fquatedofl188oodbds Medi a
and p value = 0.07).
There was also some month effect in terms of nagaas can be seen
from the last row of Table 2 (June and August had lower variances compared to
the other months).

Second SubPeriod: 19461972: This was an era of fixedxchange
rates and relative domestic progress and prosperity. It was an era in whic
America helped Europe to rise up from the ashes of the Second World War under
the Marshall Plan and also helped Japan to get back on its feet. (The Marshall
Pl an itself was worth $120 billion in today?o
subperiod, themean of monthly returns in long term government bonds total
returns halved (0.39% vs. 0.17%) and this mean was significantly greater than
zero at 7% level.

In terms of month effect, this suderiod was not eventful. Table 4 shows
none of the months expeneed mean monthly returns significantly different
from zero.

Table 4: Month Effect in Long Term Government Bonds Total Returns (%):
1946 to 1972

All | Jan | Feb | Mar | Apr [ May | Jun | Jul | Aug | Sep | Oct | Nov | Dec

Count 324\ 27 270 21 27| 21y 21f 21) 21f 21} 21| 21} 27
Mean 0.17| 0.33] 0.37] 0.51] -0.19] -0.13] 0.23] 0.42| -0.13| 0.12| 0.41f 0.06] 0.02
Median 0.10[ 0.12] 0.21| 0.20] 0.01| 0.01] 0.10[ 0.33] -0.08| -0.04] 0.27| -0.45] 0.16
Minimum -5.31) -2.41{ -2.50] -2.12[ -4.13] -4.90] -3.12| -2.78| -4.35] -5.31| -4.00| -2.69| -3.63
Maximum 7.91| 5.06| 5.87| 5.26] 4.27| 2.70] 4.86| 3.68] 4.71| 3.32] 3.65] 7.91] 4.13
Range 13.22| 7.47) 837 7.38] 8.40[ 7.60] 7.98| 6.46| 9.06] 8.63| 7.65|10.60 7.76

Standard Deviation | 1.64| 1.60] 1.59| 1.56| 1.76| 1.62| 1.62| 1.43| 150 1.62| 143| 2.20] 177
Sample Variance 0.03| 0.03] 0.03| 0.02] 0.03| 0.03] 0.03f 0.02] 0.02] 0.03] 0.02] 0.05] 0.03

p-value (m=0) 0.07| 0.30] 0.24| 0.10] 0.58| 0.67| 0.47[ 0.14] 0.66| 0.71] 0.15] 0.89] 0.94
p-value (t test) 059 0.50] 0.25[ 0.28] 0.32| 0.84| 0.35| 0.30| 0.86] 0.37| 0.79| 0.66
p-value (F test) 0.45[ 0.43| 0.39] 0.33] 0.49] 0.49| 0.19] 0.29] 0.48| 0.18| 0.02| 0.32
Mean % Change

Month Effect (Mean)

Month Effect (Var) Highe

Note 1. AHIi gher 0 i mpof moatlsly ratunndar a nhohtlevasrsigraficantly
greater than the s¢ of the months.

In terms of month effect, the mean of total returns of none of the months
was significantly different from the means of the other eleven months. The
difference in medians of monthly returns for the secondpsuiod (19461972)
was notsignificant based on two nonparametric tests. (Krugkallis H statistic
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= 10.15 and p = 0.52; Meqaadedos 9.9Mand pan t est
value = 0.54).
November experienced significantly higher volatility than the other
months. Thus, this syeriod exhibits very little month effect

Third Sub-Period: 19732007: From a mean of monthly returns of
0.39% in the first suiperiod and 0.17% in the second sdriod, the mean
increased to 0.75% in the third spériod as can be seen in Table 5. It was
significantly greater than zero. The means of returns of June, August, October,
November and December were significantly greater than zero compared to three
months with significant means in the first godriod.

In terms of the month effect, the meanMdirch was significantly lower
than the mean of the other months stacked together. The difference in medians of
monthly returns was significant at 8% level based on Krudkallis test (H
statistic is 18.27 with p=0.O0WTest and at
(Chi-square=18.85 and p=0.066). June was the only month that exhibited
volatility that was different from that of the other months (lower volatility).

So the month effect that we see in the threemrinds does not show a
consistent pattern witrespect to mean or volatility.

Table 5: Month Effect in Long Term Government Bonds Total Returns (%):
1973 to 2007

Alll Jan| Feb| Mar| Apr| May| Jun| Jul| Aug| Sep| Oct| Nov| Dec
Count 420 35 35 35 35 35 35 35 35 35 35 35 3
Mean 0.75| 0.33] 0.31] -0.32] 0.23] 0.93] 1.40| 0.23] 1.19| 0.93| 1.40| 1.34| 1.00
Median 0.82] 09| 03] -044] 0.18] 034 15| 0.18] 1.99| 0.96| 1.55| 0.97| 1.39
Minimum -9.82| -7.41| -5.2| -5.39| -5.88 -5.16| -2.23| -9.82| -4.32| 5| -8.41| -4.71| -7.13
Maximum 15.23| 6.66|11.45| 7.7|15.23| 8.96| 6.13| 6.93| 7.81| 6.18] 8.29| 14.1| 5.81
Range 25.05| 14.07( 16.65| 13.09| 21.11| 14.12| 8.36| 16.75| 12.13| 11.18| 16.7| 18.81| 12.94
Standard Deviation | 3.00] 2.68| 3.32| 2.62| 3.57| 3.22| 1.95| 3.40| 2.92| 2.74] 3.40| 3.07|] 2.59
Sample Variance 0.09] 0.07] 0.11) 0.07] 0.13] 0.10] 0.04] 0.12] 0.09] 0.07| 0.12| 0.09] 0.07
p-value (m=0) 0.00] 0.47] 0.59] 0.48| 0.70] 0.10] 0.00] 0.70] 0.02| 0.05] 0.02| 0.01| 0.03
p-value (t test) 0.27] 0.41] 0.02] 0.37] 0.73] 0.06] 0.35| 0.36| 0.69| 0.24| 0.24| 0.55
p-value (F test) 0.17] 0.22] 0.16] 0.08] 0.30] 0.00] 0.16] 0.44| 0.24| 0.17| 0.45| 0.13
Mean % Change Pos Pos Pos Pos| Pos| Pos
Month Effect (Mean) Lower
Month Effect (Var) Lower
Note 1. AiPos 0 i rofpnontidysretutndwast sigrifitaetly greatarrthan
zero.

Note 2. AHi gher o ofimmthly reimdort ahrerithwds Bignificarglya n

y i

7%

greater than the rest of theofmanthly hs. ALower O

returnsfor a monthwas significarlyy smaler than the rest of the months

Comparison of Three Sub PeriodsA graphof the means fomonthly
returns of the various months for the entire data set as well as the three sub
periods(figure not included) shows no discernible pattddat there appears to
be a high degree of co movement between the trend lines of the first two sub
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periods.The trend line for the third sueriod shows the higher volatility of this
period. The mean monthly returns are pretty close for all the periods for the first
three months.

An interesting trend we observe is the fluctuations in the mean of
monthly retuns for each of the three successive-gahods (0.39%, 0.17% and
0.75%) and in the medians (0.39%, 0.10% and 0.82%)all and then a rise.
During the first sulperiod, longterm Treasury bond yields fall from about
3.75% to 2%. Yields on lontgrm Treaury bonds rose from about 2% to 6%
during the second syferiod. Yields on longerm Treasury bonds initially rose
and then fell during the third sygeriod (from an average of about 6.8% to
14.82% to 4.5%). However, the standard deviations of the nyoméblrns
increase over successive udriods (1.24%, 1.64% and 3.00 %). The yield
series of longerm Treasury bonds is much more volatile. This is a reflection of
the increasing volatility of interest rates over time.

The mean for the second spériod (0.17%) is significantly lower than
the mean of the first syberiod (0.39%) with apalue = 0.07. The mean for the
third subperiod (0.76%) is significantly higher than the mean of the first sub
period (0.39%) and the second sadriod (0.17%) with a alues = 0.00. The
medians of the three syderiods (0.39%, 0.10% and 0.82%) are significantly
different from each other (Krusk&Vallis H statistic = 19.04 and p value = 0.00;
Moodds Medi an -sguare of 2397 ant mvaluea= 0.@0. iThe lower
mean of the second syieriod is attributable to the relative calm brought about
by the fixed exchange rate era after 1944 Breton Woods agreement.

Thus we find the mean monthly returns have increased in recent decades
and so has the volatility.

Month Effect: Republican and Democratic Presidential Periods:
Given the important impact party philosophies have on the economy, we
explored the three types of month effects during the Republican and Democratic
presidencies

Republican Presidencies: Table 6 shows thestatistical output for
monthly returns during Republican presidencies over the period2@26 The
mean of monthly returns (0.64%) over the 505 Republican months was
significantly greater than zero. The overall median of monthly returns during
Republica periods was 0.46%. The means of monthly returns for February,
June, October, and November were significantly greater than zero.

The mean of monthly returns for October was higher than the mean of the

other months stacked together based dasts, Kruskl-Wallis and

Moodbébs Median test found no significant
various months (KruskalNallis H-statistic = 15.55, p = 0.161, and

Moodo6s Me d-square of 1§.4 and Cvalue = 0.107). October had

the highest average rank basededian followed by June and February.

April had the lowest average rank followed by March. In regard to the

month effect in variance of long term government bonds total returns, the

variance of June was lower than the other months.
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Table 6: Month Effect inLong Term Government Bonds Total Returns:
Republican Presidencies

All | Jan | Feb | Mar | Apr | May | Jun | Jul | Aug | Sep | Oct | Nov | Dec
Count 505| 42| 43| 42| 42| 42| 42| 42| 42| 42) 42| 42 42
Mean 0.64| 0.37|] 0.89| 0.09] -0.11| 0.30| 0.98] 0.27[ 0.77| 0.74| 1.60| 1.12| 0.69
Median 0.46| 0.40| 0.63| -0.04| -0.02| 0.06| 0.75| 0.37[ 0.17| 0.74| 1.47| 0.40| 0.68
Minimum -9.82| -3.88( -4.93| -5.39| -5.88| -5.16| -2.23| -9.82| -4.35| -5.31| -3.3| -4.71| -7.13
Maximum 14.1] 6.66|11.45| 7.7 6.04| 8.96] 6.13| 6.93| 7.81] 6.18| 8.29| 14.1| 581
Range 23.92(10.54| 16.38| 13.09] 11.92| 14.12| 8.36| 16.75| 12.16| 11.49| 11.59| 18.81( 12.94
Standard Deviation | 2.64| 2.28| 2.68| 2.40| 2.67| 2.95| 2.03] 3.03| 2.57| 2.53| 2.64| 3.09] 2.44
Sample Variance 0.07 0.052| 0.072| 0.057] 0.071| 0.087{ 0.041] 0.092 0.066| 0.064| 0.07| 0.096] 0.06
p-value (m=0) 0.00f 0.30] 0.04] 0.80] 0.79] 0.52[ 0.00] 0.57[ 0.06| 0.07| 0.00| 0.02| 0.07
p-value (t test) 0.43| 0.53| 0.13| 0.06] 0.43| 0.27| 0.40| 0.75| 0.80] 0.02| 0.30] 0.89
p-value (F test) 0.11| 0.46| 0.21| 0.48| 0.16] 0.01| 0.11] 0.42| 0.36| 0.50| 0.08| 0.26
Mean % Change Pos Pos Pos Pos | Pos
Month Effect (Mean) Higher
Month Effect (Var) Lower
Note 1. APos 0 i rofpnontidysretutndwast sigrifitaetly greatarrthan
zero.
Note 2. AHi gher o ofimoghlyireeusdort ahrerithwas Bignificarglya n

greaer than the rest of the moafmdnthly

returnsfor a monthwas significarly smaller than the rest of the months.

Democratic Presidencies: Table 7 shows the statistical output for
monthly total returns of long term gowenent bonds during Democratic
presidencies over 1928)07. The mean (0.30%) over the 479 Democratic
months was significantly greater than zero. May and June yielded monthly total
returns significantly greater than zero.

Though the means of two months weignificantly greater than zero, no
month experienced mean return significantly greater than the mean of the other
eleven months. We got similar findings from Kruskéh | | i s
test for difference in the medians of the monthly returnseti®eno significant
difference in the medians of various months (Kruskalllis H-statistic = 7.73, p
Moodos
not significant, June had the highest average rank based on median fdipwed

0.

April.

737,

Me di

a

test

C

and

hi

Moodods

Squar e

We see monteffect in terms of variance. June exhibited lower standard
deviations and April exhibited higher standard deviations compared to the other
months. The range of standard deviations were lower under Democrats (ranging
from 1.46% to 1%) than under Republican presidents (ranging from 2.03 % to

3.09 %).
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Table 7: Month Effect in Long Term Government Bonds Total Returns (%):
Democratic Presidencies
All | Jan | Feb | Mar | Apr | May | Jun | Jul [ Aug | Sep | Oct | Nov | Dec

Count 479 40[ 39| 40[ 40[ 40| 40[ 40[ 40| 40[ 40[ 40 40
Mean 0.30] 0.30] -0.18] 0.19] 0.66] 0.56| 0.68] 0.39] 0.12| -0.02| 0.19] 0.34| 0.30
Median 0.23| 0.27] 0.20] 0.30] 0.36] 0.37| 0.34] 0.32| 0.16] 0.04] 0.26] 0.23| 0.40
Minimum -8.41| -7.41| -5.20| -4.11{ -2.91] -2.99| -3.12| -4.76| -4.32| -5.45| -8.41| -2.69| -3.63
Maximum 15.23| 3.28] 3.54 3.67|15.23| 7.90| 4.49] 6.26] 4.65| 3.95| 4.10] 3.51 4.13
Range 23.64/10.69| 8.74| 7.78/18.14|10.89| 7.61)11.02| 8.97| 9.40|12.51| 6.20] 7.76

Standard Deviation | 1.81| 1.75[ 1.94| 1.68| 2.61] 1.71] 146] 1.61] 1.72| 1.70] 2.15] 1.48] 1.60
Sample Variance 0.03| 0.03] 0.04] 0.03] 0.07| 0.03] 0.02| 0.03] 0.03| 0.03| 0.05] 0.02| 0.03

p-value (m=0) 0.00| 0.28] 0.56| 0.48] 0.12[ 0.04| 0.01f 0.13] 0.65] 0.94| 0.58| 0.15[ 0.25
p-value (t test) 0.98[ 0.11] 0.68] 0.35] 0.31| 0.09| 0.69| 0.51| 0.23] 0.74] 0.83] 1.00
p-value (F test) 041 0.27| 0.28| 0.00] 0.34| 0.04| 0.17( 0.35] 0.31] 0.07) 0.05| 0.16
Mean % Change Pos Pos | Pos

Month Effect (Mean)

Month Effect (Var) Higher Lower

Note 1. APos 0 i rofpnontidysretutndwast sigrifitaetly greatarrthan
zero.

Note 2. AHIi gher o ofimomhlyireeusisort ahrerithwds kignificarelya n

greater than the rest of
returnsfor a monthwas significarly smaller than the rest of the months.

Comparison between Republican and Democratic Presidencies for
1926:2007: A graphof the mean monthly total returns for the entire data set as

well as the mean monthly returns under Republican and Democratic presidencies

showsa sharp rise from September to O@nbThe peak is reached in October.

We can see a falling trend after that for the rest of the year. Though the monthly

rising and falling treds are similar, the mean montHigtal returns have been
higher under Republican presidencies than under Demoguedisidencies in
eight of the twelve months.

Two-sample #test assuming unequal variances shows a significant

difference (p = 0.00) between the mean for the Republican periods of 0.64% and

for Democratic periods of 0.30%. The difference in the mediansnglu

Republican and Democratic periods for long term government bond total returns

was significant, based on two nrparametric tests. KruskaVallis H-statistic is
414 whilep= 0. 04 2.
0.004.

The vaiances of the monthly long term government bonds total returns

for Republican versus Democratic periods 0.07% vs. 0.035 are significantly

different with a p value = 0.00.

The lower mean return during Democratic presidencies may lie in the

all egedtiiondbaott Abig government o of

of fiscal/monetary policies pursued during Democratic presidents, and may also
be the effect of wars. Democrats have had more than their share of war

presidents:
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1 Woodrow Wilson: World War I(not within this study
period)

Franklin Delano Roosevelt: World War 1l

Harry Truman: Korean War

Kennedy and Johnson: Presided over at least half of the
Vietnam War

E N

Contraction and Expansion Periods There were 182 contraction
months and 802 expansion ntleg during the period we analyze. The monthly
returns had significantly higher means during contraction periods (0.89%) as
compared to expansion periods (0.38%), with medians equaling 0.57% and
0.25% respectively. These evidences support the general tahogpital flows
between different types of securities as economic prospect changes. This theory
asserts that in times of contraction investors are more inclined towards using
bond markets since bond yields tend to fall and as a result returns from bonds
increase. Alternatively, during expansion periods investors would increase their
stock holdings and demand for bonds would substantially shrink since bond
yields tend to increase and returns from bonds fall.

As Table 8 shows, of the 182 contraction monfl#st were months with
a Republican president, and 38 were Democratic months. That may explain why
the mean monthly returns during Republican presidencies were higher given that
bonds provide higher monthly returns during contraction periods. Of the
expan®n months, 361 were Republican months, and 441 were Democratic
months.

Table 8: Breakdown of Contraction and Expansion Months into
Republican and Democratic Presidencies

Contraction Expansion
Republican 144 361
Democratic 38 441
Total 182 802

The volatilities of monthly returns were higher during contraction
periods (2.76%) than during expansion periods (2.14%). This reflects the greater
uncertainty during recessions and hence the higher volatility. Contraction data
was significantly skewed to theght and expansion data was skewed to the left.
The lowest returns during a contraction month13%) was in December 1981
and in July 2003 for expansion perio€9.82%). The highest return for
contraction period (15.23%) was in April 1980 as market®welbounding after
a year long extremely low returns.

Crisis Periods: The mean monthly returns during the various crisis years
are shown in Table 8. Except for the Great Depression which was an economic
and financial crisis, the other periods are warteelaContraction periods were
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good for bond investing, and that is borne out by the mean monthly returns
during 43 months of the Great Depression. War periods have proved to be boon
for the stock market and hence a bane for bonds.

Table 9: Mean Monthly Tdéal Returns (%) of Long Term Government
Bonds in Periods of Crisis

Period From To Mean
Great Depression|October-1929 [November-1933 0.43
World War 1t January-1939 |August-1945 0.33
World War 112 December-1941August-1945 0.26
Korean War June-1950 July-1953 -0.12
Vietnam Wat August-1964  |January-1973 0.19
Vietnam War’ August-1964  [April-1975 0.2

Notes: 1: The entire war period.
2: This is when America formally entered the war.
3: We start with the returns of July 1950.
4: The start of the Vietnam Was assumed as August 1964 when President
Johnson got Congressional authorization for use of force for going into combat
operations. Prior to that, the U.S. had mainly training and support role with the
South Vietnamese Armed Forces. The war formally erated\pril 30, 1975,
but in this case, the end of U.S. active involvement is taken as the Paris accord
of January 1973.
5: This scenario takes into account the final fall of the South Vietnamese regime.

Part of the Vietham War period was Republican Preside Ni x on & s
presidency (January 1969 to August 1974) and then it was Republican President
Ford (August 1974 to January 1977). The Vietham War cost $118 billion, and
started the inflationary cycle that engulfed the Carter presidency (February 1977
to Januaryl981). The mean monthly return during Carter presidency-@va2%

(not included in the table).

The means of monthly returns during World War Il, Korean War, and
Vietnam War are lower than the mean monthly returns for the entire period
(0.50%), but lowerthan for the Great Depression, and higher than the mean
monthly return during Democratic presidencies (0.33%). So we find that the
Depression years were good for bond investing. The depression in the stock
market caused bond returns to be higher.

The mearreturn during the Korean War (0.03%) was much lower than
the means of monthly returns for World War Il and the Vietnam War (0.23% to
0.28%). When United States entered World War 1l it had to finance the
skyrocketing government spending. Interest ratesewsm¥gged at low levels
which caused bond returns during the war to be reasonably high. With the
outbreak of Korean War in 1950, interest rates began to increase. The Fed was
forced to expand the monetary base at a fast pace. The CPI rose 8% between
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1950 anl 1951 and interest rate pegging was abandoned. That caused the mean
monthly return during the Korean War to be low as interest rates rose. The Fed
could not keep interest rates at low levels for large part of the Vietham War. The
cost the war and resultirborrowing interest rates to go up. The average monthly
returns from bonds during the war went up.

SUMMARY AND CONCLUSION

We analyzed the seasonality of total monthly returns of long term
government bonds for the period January 1926 to December 2007 pidecd
three types of month effects: if the mean of monthly returns for the entire data set
as well as for each month was different from zero, if the mean of monthly returns
for a month was different from the mean of the other eleven months stacked
togetrer, and if variance of monthly returns for a month was different from the
variances of the other eleven months. We also partitioned the data into three sub
periods based on structural changes in the economy. Further, we explored
monthly seasonality basedn oRepublican and Democratic presidencies. In
addition, we looked at the nature of monthly returns based on periods of
contraction and expansion as well as periods of crisis.

The mean of monthly total returns of long term government bonds for the
entire dad set (0.47%) was found to be significantly greater than zero. The
means of four months were significantly greater than zero. The mean of total
monthly returns of none of the months was significantly greater than the mean
monthly returns of the other elavemonths stacked together. The means of
monthly returns do not show a discernible trend. We find evidence of month
effect with respect to variances of monthly returns. When we sliced the data into
three sukperiods, we do not find any discernible pattarmrionthly seasonality.

The mean of monthly returns during the Republican presidencies (0.64%) was
significantly higher than during the Democratic presidencies (0.30%). Long term
government bonds had significantly higher mean returns during contraction
periods than during expansion periods. The Great Depression was good for the
bond market; war periods are comparatively not as attractive for bond investing
because of the tendency of governments to peg interest rates during such periods.
Though not fully efftient, the U.S. government long term bond market exhibits a
high degree of efficiency.

Similar analysis of intermediate term government market, tH&llT
market, highgrade corporate bond market, and the junk bond market will greatly
increase our undeestding of the behavior of bond markets. We plan to follow
up with that line of research.
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ABSTRACT: Nonprofit organizations are facing numerous challenges from
Federal and state regulators. Callsif@reased transparency and accountability
from agencies such as the U.S. Senate Finance Committee require nonprofit
management to examine strategies to continue to meet the needs of their
stakeholders. This paper outlines various governance modelapiblgtwithin

the nonprofit sector, as well as techniques to improve accountabiijuding

triple bottom line reporting (TBL). We also discuss the need for effective and
ethical leadership within the nonprofit sector. An examination of nonprofit
leacership and governance is relevant and timely due to heightened awareness of
ethical dilemmas within the sector. Academic research in this domain will assist
in addressing some of the common problems faced by nonprofit managers in
todayo6s changing economy.

INTRODUCTION

Nonprofit organizations historically embrace values that advocate
meeting client needs (Alexander and Weiner, 1998). These values include
philanthropy, independence and volunteerism. Furthermore, nonprofits are
organized to provide a commurt y benef it and often have a
mi ssioné which all ows the organization to
(Hailey and James, 2004). Recent scrutiny of nonprofit operations by Federal
and state regulators calls into question whether or noe theganizations are
continuing tomeet the needs of the public.

The U.S. Senate Finance Committee has raised questions concerning
improved corporate governance and accountability within the nonprofit sector.
According to Senator Chuck Grassley, itisorpantf or char i ti es to Akeep
trust with the American peopled (U.S. Senate
many of the problems within nonprofit organizations are based upon poor
governance ofr Aifailure to abi tugkhert o best pr e
argues that the Committee must concentrate o
recurrent problems in the nonprofit sectoro
2004). The Independent Sector, a coalition of nonprofits and corporations
serving to stregthen nonprofit initiatives, commissioned the Panel on the
Nonprofit Sector to investigate strategies to improve the oversight and
governance of charitable organizations. The Panel was created in order to
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provide guidance on increased accountability,egoance, and ethical conduct
within the industry. The Panel calls on nonprofit organizations to implement
measures to improve their governance and financial disclosure methods (Panel on
the Nonprofit Sector, 2005). Furthermore, the Panel calls for igsatit commit
to meeting ethical standards and devote to practices that will strengthen
transparency, accountability and governance (Panel on the Nonprofit Sector,
2005).
Calls for greater accountability within the nonprofit sector have occurred
in respone to several documented cases of fiscal mismanagement (Gibelman and
Gelman, 2001). The potential of corporate malfeasance raises concern regarding
the leadership capacity of nonprofit managers. Furthermore, fraudulent activities
within nonprofit organizaons negatively affects its perception among the
general community including donors (Atkison, Bi, and Gierlasinski 20P8
Despite the publicdéds need to hold nonprofit
ethical standards based on philanthropic missioriics still compare these
organizations to their fgp r o f i t counterparts.-for- O6Hare (200
profit providers that do not hold themselves to the same standard as their for
profit peers risk being perceived as having betrayed the trust of their
communitieso (p. 42) . The American publ i c
problems plaguing the nonprofit sector. Recent media outlets have illustrated
that problems facing the nonprofit sector have a common thread underlying
potential solutiong ethical and effective leadership. This paper outlines the
various governance models that apply within the nonprofit sector, along with
aspects of effective leadership within the sector. An examination of nonprofit
leadership and governance is relevant and tindelg to the recent calls by
Federal and state regulators to analyze the activities of nonprofit organizations
within the United States. Research in this domain will assist in addressing some
of the common problems faced admngng nonprofit
economy.
Nonprofit Governance: Nonprofit organizations are perceived to be
providers of a public good to the community with the sole purpose of focusing on
charitable activities. Recently, documented cases of fiscal mismanagement
among such orgarations as the American Red Cross, the United Way, and the
Smithsonian <call into question management 6s
Some argue that increased financial pressure and competition for services have
increased the need for nonprofit orgarias to reconsider management styles
and follow more traditional practices of the-faofit sector. This paper seeks to
outline and discuss whether or not traditional governance modssticularly
the philanthropic governance modelare applicable tdhe nonprofit sector.
Furthermore, research indicates that alternative governance models such as the
corporate governance and the policy governance models may be more applicable
to the nonprofit sector. Research suggests that these alternative gosernanc
model s may be more applicable to todayds no
financial pressures and board of director influence. This paper also provides a
discussion of some alternative strategies that may be used by nonprofit managers
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to balance the neds of both the organization and its stakeholders. These
strategies include various se#fgulating mechanisms such as SOCK (systems,
oversight, culture and knowledge), triple bottom line reporting (TBL) and the
adoption of Global Reporting Initiatives (GRstandards.
The philanthropic governance model is viewed as one of the traditional
governance models applicable to the nonprofit sector. Research indicates that
each type of governance mo d e | irefl ects di
organizing principle 6 ( Al exander and Weiner, 1998, 225
model values community participation and stewardship. Furthermore, this
governance model emphasizes strategic and entrepreneurial activity, mission
preservation, and informal management accountgldithe board.
Alexander and Weiner (1998) argue that traditional governance methods
within the nonprofit sector may be antiquated due to increased competition and
regulatory constraints. In order to remain competitive, nonprofit organizations
may needto move away from the philanthropic governance model and more
towards a corporate governance model (Alexander and Weiner, 1998). This type
of move may be more applicable to larger US nonprofits, as smaller
organizations tend to be staffed by volunteeid may not have access to capital
needed for such a transition in governance structure. The corporate governance
model emphasizes competitive positioning and strategy development. It also
emphasizes strategic and entrepreneurial activity, along witreattiwnagement
participation. (Alexander and Weiner, 1998). Research has yet to document any
evidence of nonprofit organizations adopting any form of a corporate governance
model.
Carver (1990) developed an alternative governance model, referred to as
the policy governance model, which emphasizes increased board of director
involvement. Under the policy governance model, board of directors lead the
organization through four policy areas, including ends policies, governance
process policies, board staffikage policies and executive limitations policies
(Carver and Carver, 1996). Nobbie and Brudney (2003) document that the policy
governance model encourages the board to participate in a deliberative process in
order to examine the organizationds purpose.
Existing literature within the nonprofit governance arena is limited, but
consistently argues t hat nonprofit governan
rel evant stakes and objectiveso (Hel mig, Jeg
existence of varying typesof governance structures within nonprofit
organizations, combined with increased financial pressures and governmental
scrutiny of operations, has increased the potential for -sexs®r collaboration
between nonprofit and fggr o f i t ent i t Oses, 200@).0 Rustipan and
(2000) established a cresector collaboration framework, consisting of four
components: (1) collaboratiarontinuum (CC) (2) collaboration value constructs
(3) alliance drivers and (4) alliance enablers. The CC allows researciters a
practitioners to categorize the type of relationship between the nonprofit and for
profit partner. The collaboration value construct allows one to determine how
value is defined, while alliance drivers provide the power for collaboration.
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Finally, aliance enablers represent the supporting factors that bring together
management effectiveness.

The collaboratiorcontinuum is defined as having three stages
philanthropic, transactional and integrative
highestsat egi ¢ | ev el of collaborationo (Austin,
includes the following aspects (1) a high level of engagement between the
partners, (2) complex managerial issues, (3) an intensive interaction level and (4)
the mission is centrab operations. During this stage, there is also a significant
investment of financial resourcésboth inkind and tangible. Austin (2000)
argues alliance drivers allow one to
power for strategic crossectorcb | abor ati ono (Austi n, 20
potential alliance drivers include the alignment of strategy, mission, and values,
as well as continual learning. These types of alliance drivers are critical to the
nonprofit industry because appropriate mfigent of charitable mission may
decrease governmental scrutiny.

Management plays a critical role in establishing the governance of an
organization. Nonprofit managers must balance the needs of the organization
with those of its stakeholders. Effectil@adership is needed in the current
economy, where some nonprofits are suffering decreased contributions from both
individual and corporate donors. Managers are seen as the leaders of the
organization and provide the necessary catalysts to improve opetaiin order
t o mai nt ai n, and i ncrease, t he publ icds tr
management must strive to establish an ethical and effective leadership team.

The growing trend of increased accountability within the nonprofit sector calls

for norprofit leaders to be transparent with increased degrees atgelftion.

According to Taylor (2005), nonprofit organizations can increase their

accountability efforts by implementing the self regulating concept entitled

SOCK, whi ch meaqisg Mts,y sdaelmsyr eoevand knowl edgeo
systems, nonprofit organizations should not only look to the effectiveness of their

business systems and their internal control mechanisms, but the nonprofit

organization should also concentrate on providing &iméhat measures the

organi zationds productivity, output and over
of the stakeholders. Oversight begins with the board and transcends throughout

the organization. It is through effective oversight that a nonafanization is

able to build an accountable culture. Lavin (2007) further elaborates that only an

organizational culture deliberately committed to integrity and a strong moral

compass can make it unconscionable for the leaders to even contemplate

becomiry involved in unethical circumstances. The culture is what carries the

values through the organization and if the nonprofit organization truly values

accountability, the nonprofit organization will have a culture that supports

accountability. In order tbecome a nonprofit with a culture of accountability,

the leadership must have knowledge of numerous aspects, including the
nonprofités mission and goal s, the systems
systems, management polices and procedures, as svédth@awledge of the

i dent
0, 71

o o
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stakehol der needs. These are al/l necessary

success with promoting accountability and governdnaglor, 2005)

There is an old adage that states,

cannot manag it . O | n -tedulations gnd tot assist fwith stree | f
development of the abovwaentioned selfegulating measures, nonprofit leaders
should consider some of the advantages of triple bottom line reporting (TBL).
While TBL is not formerly requiredit is way for nonprofit leaders to self
regulate and demonstrate their commitment to meeting accountability and
governance standards through reports that will measure their effectiveness in
these very critical areas. Triple bottom line reporting, aepndeveloped by
John Elkington (1997), requires a company to demonstrate how they are being
responsive to stakehol derdés needs.
influenced, either directly or indirectly, by the actions of the organizatiotieln
nonprofit arena, the stakeholders include the donors, beneficiaries, the board,

employees, special interest groups and governmental agencies. In order to assist

organizations with their triple bottom line reporting, other nonprofit
organizations suchas Global Reporting Initiatives (GRI) have developed
guidelines and reporting standards to assist organizations with measuring their
effectiveness in governance and leadership areas (GRI, 2006).

The GRI provides a framework for reporting on sustainabilitgt

incorporates an organizationds governance,
with a set of standard indicators that measures such critical areas as governance

and accountability. For example, the governance aspect of the GRI framework
gives nonprféit leaders a method to address how the organization operates, how
the organization responds to stakeholder needs and inputs, and how the
organization follows policies, processes and procedures. In essence, the GRI
standards are a tool to help an entiggedimine how well their governance and
accountability practices measur e up
practices. Furthermore, GRI enables management to determine if their current
practices are helping t o mergahizationalei r
priorities (Hawke, 2007)

While the GRI was originally intended for fprofit organizations, the
GRI has developed a supplement to their standards that is applicable to nonprofit
organizations. Nonprofit organizations that currently useGR¢ supplement
report the following advantages that have helped with accountability and
governance: (a) Increased transparency(b) Continuous improvement
applications (c) Assistance with risk managemeritl) Presence of indicators,
targets and data tassist with the measurement and comparison to mission and
organizational goalsand (c) Linkage between reporting, planning and
management frameworksesson, 2006)

Overall, maintenance of effective leadership within the nonprofit sector
will help address ame of the concerns raised by the U.S. Senate Finance
Committee. Nonprofit managers must fully address issues regarding
accountability within the sector in order to reduce future government oversight,
and establish transparent operations for its conatgue
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Nonprofit Leadership: Recent governmental scrutiny, combined with
various potential governance structures, highlights the need for nonprofit
managers to be effective and efficient leaders within their organization.
Nonprofits must meet the needs ofinmerous constituents government
regulators, donors, gramtakers, and the community served. Nonprofit
managers also face numerous challenges to their leadership given volatile
economic and political circumstances. EXxisting research has documented the
important role of leadership development within the nonprofit sector, particularly
on an international basis (Hailey and James, 2002; Hailey and James, 2004;
Smillie and Hailey, 2001). Leadership research, in general, focuses on managers
within the forprdfit sector. More specifically, there is a wide body of research
that investigates behavior, traits, skills, style, and manstgéfr relationships
within the corporate setting (Van Slyke and Alexander, 2006). The nonprofit
literature lacks a synopsis tdadership models, and this paper seeks to fill this
void. We provide a discussion of various leadership models that may be
applicable to the nonprofisector, including the ethical leadership model,
leadership for the common good and collaborative lshgetheory.

Pickett (2005) developed an ethical leadership model in the general for
profit setting, with five distinct components corporate social responsibility,
inner processes of moral behavior, moral climate(s), ethical climate(s), and

ethicalenv r on ment . According to Pickett (2005),

synergistic combination of managerial and visionary leadership which serves to
enhance organizational survival, growth, and Wemgn viability of
organi zations. 0 §)Hutheeargbe? jhat in Pider koedny ( 200
organization to maintain ethical leadership, it must also maintain high levels of
corporate social responsibility. Ultimately, the organization must maintain all
components of a moral climate in order to meet tredsef stakeholders. This

reasoning can easily be applied to the nonp

economic situation, where maintaining the public trust is crucial to sustain
donations.

It is possible that this model for ethical leadership magpied to the
nonprofit sector, particularly given the governmental calls for increased
transparency within the sector. Considering the changing economic environment,
there is a growing body of research addressing leadership within the nonprofit
sector, which often compareghe public versus private sector leadership
differences (Van Slyke and Alexander, 2006; Bozeman and Rainey, 2000).
These leadership differences between the sectors may be attributable to numerous
factors, including performance measuant tactics, compensation structures,
and accountability to stakeholders (Van Slyke and Alexander, 2006). Managers
of nonprofit organizations must acknowledge numerous stakeholders, including
donors, government agencies, and interest groups, and potetatitr their
leadership style to ensure that all stakeholder needs are met.

Crosby and Bryson (2005a, b) developed a leadership framework,
referred to as 6l eadership for the common
diverse stakeholders to define probfe find solutions, obtain and sustain
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policies that can establish a O6regime of mut
leadership requires certain capabilities, includiegdership in contexpersonal
leadership team leadership organizational leadship, visionary leadership
political leadership ethical leadership and mlicy entrepreneurship The
foundation for these elements is based on effective communication,
understanding, and implementation. Nonprofit managers that seek to effectively
leadt heir organization must consistently pay a
philanthropic mission, while at the same time develop and maintain strong
community relations. The aspect of ethical leadership is of great importance in
t oday 6s e amwesoffigcal mismamagement within the nonprofit sector
hinder the publicbés trust. Nonprofit manag
ethical work environment in order to send a clear signal to governmental
oversight agencies that operations are conducteccordance with all protocol
and operating procedures (Richmond and Smith, 2004). An ethical environment
will allow nonprofits to continue to successfully seek funding from individual
and corporate donors.
Ingraham (2006) argues that effective leatligr within the nonprofit
sector is needed, but how members of management can achieve or acquire it
varies greatly. She illustrates that members of management must consider
numerous alternatives when investigating any form of leadership change. These
factors to consider include (but are not limited t@) should the organization
6growb its | eaders or Ob(ydesdrnewleaddrr om ot her
necessarily bring new values to the organizatian@ (c) what skills should the
organi aagtbi onn béabAcoarding t eCar@well and Bolon (1996),
effective leadership is needed from the top, and managers must always remember
the three CO0s: consideration, communi cati on,
These suggestions were made within a theale setting, but can easily be
applied to the nonprofit sector in general. Hospitals are established to meet a
community benefit and the medical needs of its patients. The charitable and
philanthropic mission of hospitals makes these suggestions ffectiee
leadership easily transferable to other nonprofit organizations. Consideration
must be shown by managers toward subordinates and other staff members, which
allows managers to recognize individual needs. A commitment to excellence is
crucial fornonprofit managers given increasing governmental scrutiny at both the
Federal and state levels. Managers that demonstrate a commitment to excellence
are able to establish a rapport with donors and other constituents. lllustrating the
organi zatti medts ttomekcel |l ence at all l evel s w
confidence in operations, and support t he el
and accountability.
Because nonprofit leadership involves collaborating with many different
stakeholders and along ti the fact that crossector partnerships are now
increasing in numbers, a new leadership theory emerged called collaborative
leadership theory. According to Huxham and Vangen (2000), the last decade has
seen a worldwide movement toward collaborative egoance, collaborative
public service provision and collaborative approaches to addressing social
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problems. Collaborative leadership theory has been enhanced by several
theorists, including Murrell (1997), Vansina (1999), Chrislip and Larson (1994),
and Byson and Crosby (1992). These collaborative theorists have stated that in
order to lead a successful collaborative initiative, emphasis must be placed on
the following: (a) shared responsibility, (b) obtaining the best out of the diversity
of perceptions (c) competencies and resources, (d) reconciling goals of
overlapping and often conflicting goals, (e) dealing with the fragmentation of
power and (f) sharing leadership roles (Murrell,1997; Vansina, 1999; Chrislip
and Larson, 1994; Bryson and Croshy,1,39@xham and Vangen, 2000).

Huxham and Vangends theory has two disti
and leadership activities. Leadership media consists of three components:
structure, processes and participants. The media is defined as the way
collaborativeagendas are created and driven forward. Leadership activities are
the actions and processes taken by participants or leaders that create and drive
agendas forward (Huxham and Vangen, 2000). One avenue that many
organizations take in terms of the leatdgzs media component is the
implementation of a leader which they call a partnership manager. The
partnership manager or leader is either an entity or person that is in charge of the
collaborative initiative.  According to Vangen and Huxham (2003), the
patnership manager plays a vital role in the success of many collaborative
initiatives. Vangen and Huxham (2003) completed a study and determined that
certain activities are engaged in by successful partnership managers. According
to their results, a succdsl collaborative initiative builds infrastructure and
relationships by establishing trust, managing power relationships, facilitating
communication and handling different and conflicting interests of the
participants. In essence, the partnership madager r ol e i s highly facil i
the partnership manager embracing, empowering, involving and mobilizing
members of the collaboration, and manipulating the collaborative agendas to
ensure all stakeholder needs are met (Vangen and Huxham, 2000).

Existing research illustrates that effective nonprofit leadership is
multifaceted, and focusing on merely one asp
objectives. Managers must be aware of potential strategies that will assist in the
organi zat i oetbescongnanity. Edcloorganization must ensure that
management ds goals align correctly with 1t hos
organizatiorspecific strategies to meet the needs of its stakeholders. The
devel opmewptraof i dde& tatiomris crudmelkefor canteed i z
success in the industry.

CONCLUDING REMARKS

Further academic research is needed in the nonprofit governance and
leadership arenas. The growing interest in operational transparency,
accountability and effective leadership magpve a positive effect on the
nonprofit sector. The growing trend of cresector collaborations may not
subside due to increased competition, so managers can benefit from such
collaborative efforts. The U.S. Senate Finance Committee must seek informatio
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and reforms that are beneficial to the sector as a whole in order to raise the

publicds trust.

segments of stakeholders,

to compete for

while reducing administrative inefficiencies.
Furthermore, nonpridforganizations must continue to develop creative strategies

f undi n gdrivennecohomid aariéets.

gl obal

One step taken by Federal regulators to improve corporate governance and
accountability within nonprofit organizatiois the issuance of a revised From
990 (Return of Organization Exempt From Income Tax). The new tax form has
been significantly revised for the 2008 tax year, in order to improve transparency.
According the Internal Revenue Service (IRS), their majoedailye was to
enhance transparency while promoting tax compliance by nonprofit entities
(Internal Revenue Service 2008). This major overhaul for income tax reporting
measures by nonprofit organizations supports the U.S. Senate Finance
Commi t t e enprovegaverdance and accountability within the sector.
Nonprofit managers are faced with the task of running rmiltion
dollar entities, while maintaining the public trust and sustaining the

organi zationods

char it abl etasknfordaneffedive.

Thi s

leaders; which is why academic research that illustrates effective strategies for
managers to follow can greatly increase organizational performance. Managers
must retain focus on ethical and effective leadership. This can be astwedpl
by maintaining an ethical work environment, while committing to excellence will
enable the organization to sustain operations in wake of any governmental
scrutiny and reform. Managers must maintain transparency and accountability as
the foundation dr effective leadership within the sector. If not, policymakers
and regulators will continue to investigate both the financial andfinancial
operations of the organization. Furthermore, recent restructuring of the US for
profit sector governance stture, particularly the adoption of the Sarbanes
Oxley Act, has caused nonprofit management tevauate its stand on the

ethical climate of the organization.

serve on foiprofit boards, are seeking information aadvice in order to
implement corporate governance strategies similar to those found in Sarbanes
Oxley, including the adoption of ethical codes of conduct. Continued research
within the domain of nonprofit governance and leadership will contribute to the

sector 6s goal

of meeting stakehol

Many nonprofit board members, who also

der s o

increased transparency and accountability for Federal and state government

oversight agencies.
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ABSTRACT: Over the last decade, global trade has changed substantially and
created opportunities in developing countries such as Turkey. Consequently,
increased globalization of todayb6s mar ket en
itself as adading supplier and exporter especially in textile & clothing industry.
In 2007, Turkey realized a total of $107 billion in exports, and $23 million of this
revenue is generated from textile and clothing. The textile and clothing industry
plays a crucialale generating almost %21 of the total export of the economy
and ranking 5th of the clothing and textile export market in the world. This
implies that Turkish textile and clothing industry is rapidly growing but its
product 6s br and i rkaed inha sffecive wag.rPluheen m
Turkeyods dil emmas in current mar keting stra
creating new fashion brands or replicating wkelbwn brands of competitor
countries.
The purpose of this research is, despite micro and magimemental
evaluations, to exemplify advantages and disadvantages of Turkish fashion
retailing brands by SWOT analysis. Suggestions to the industry would be
provided with in depth interview with authorized Turkish Fashion Market
Retailer Export & Import Wion. The paper concludes by providing some
i mplications regarding changes in fimade ino
Turkeyds fashion retail brands and retail er.
markets in the near future.

INTRODUCTION AND LIT ERATURE REVIEW

Western societies have evolved from an agrarian economy, to an
industrial economy, then to a service economy and now have entered an
Afexperienced economyo ,(wth isreeonomy anda | , 2004) .
changing consumer demand, has @solerc ed a 6t réa ntsHroawph i tomi s
evolution. In this process, drkish economy is becoming a leading supplier and
exporter. Especially, textile sector is one of the biggest clothing and textile
commodity suppliersamong the proces¢Kdksal, 2007). In 20D, Turkey
realized a total of $107 million in experand $23 million of this revenus
generatedrom textile and clothing (ITKIB and R&D, 2007). The textile and
clothing industry has been in a leading position gbays a crucial role
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foreseeingalmost%21 ofthe total export of the economy and ranKsdb the
textile andclothing exports in the world (Sevim and Kuyumcu, 2008). Even
though there is growing share of exports in agricultureining and quarrying
products, manufactured products are $tidl locomotiveand driving force of the
nationaleconomy. The dominant role of agricultural products in expranse to

an end with the aid of increased popularitynafustrial products (IGEME, 2007).

DEVELOPMENT OF INTER NATIONAL TRADE IN FASHION
CONSUMING

The reasons for retailers to eniato the global marketplacenay be
based on the need to grow on a global scale followednbreasd sales,
competition, and groth. Other factors that allow the globalization refaiers
are the break down of econamrborders andhe increasén consumerism on a
global scalgdKacker, 1986)

Growth into foreign markets inveés a number of factors such as
country of choice, culture, language, environmental policies, location or site of
store, labor, and taey market (Maharajh and Heitmeyer, 2005, p.145)
According to Alexander (1990), retailers expand imoeign markets for two
reasons. ikst, the saturation of the home marlsgiven the priority. 8cond, the
desire to export a particular adt offering in an undlfilled niche is another
concern that Alexander points out.

Textile and clothing is a unique industry aisdcharacterized by high
competition intensity for the global economy for three reasons. First, most
developed and newly indtrialized countries (MCs) utilize theindustry as the
spring board for their @selopment journey. Second, thlustry has very low
entry bariers; huge capital outlay isot necessary and factories can be set up
with relatively low skilled labor. Third, théndustry is the mst protected of all
manufacturing industries (Adhikari and Yamamoto, 2006)

In this senseTurkey has been the custom manufacturing place for most
of the above mentioned tedlers. As a result of creating knewvow, Tukish
fashion reputation has been Higknown as custom manufacturing in Europe

COMPETITIVE ANALYSIS OF TURKISH FASHION B RANDING

While increased imports have intensified competition amsts and
delivery times, they alsoontributed to product market fragmentatiti@wever
the results haven o t been identical in each country.
focused differentiation and niche marketing (particularly aimedtigtt value
added products), in addition tiee extensive use of domestic stdntracting as a
form of a production model isnore likely to prevail. In Germany, a highly
regulated labor market and a skilled workfotesresulted in a low domestic
innovation potential and led markets central Europe. In this senddungary
became centeffer the sewing processhén the sewegroduct arere-imported
to Germanyfor finishing This arrangement minimized tariffs and limited the
financial risks of German firms, and besides itggick and inexpensive to ship
goodsto such short distancem the UK, theres evidence of clustering amg
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high technology. This implies thatophisticated design compani@gork closely
with retailers to deliver more unique products (Taplin and Winterton, 2004).

When expanding into a foreign markétis important to start with the
currentconcept that wa successful in the home market dhdntransfers it to
the international market, but it is equally important to incorporate changes
addressing the local culture. In this perspective, Ibcsiness climates needed
to ensure success that particular dreign market. This means that adaptation to
the local culture is essential in the competitive profésdarajh and Heitmeyer,
2005)

In textile and clothingndustry, Turkeyhas faced a dilemma dfaving
advantages over competitors by creating a newidashrand or replicating
competitor brand.

The main advantages of Turkish textile in production and supply of raw
materialis as follows(ITKI B, 2008):

I Richness in basic raw material such as cotton, synthetic, and artificial
fiber
Geographical position tanain makets, especially Europearanket
Its advantageou®cationandshort logistis period
Qualified and well educated labor force
Liberal trade policies
Well-developed textile finishing industry
Value quality, environmnt, human health, and senstyvto working
conditions
9 Customs Union agreement with the EU and free trade agreements with
many countries

The fashio retail marketplace has beeraitack of differentiation due to
market concentration and standardization of the fashion retail bramdssac
regions (Bridson and Evans, 2004).

Adaptedfrom Bridson and Evans (2004}, has been argued that to be
elevated to atatus of becoming a weknown retail brand, Turkish fhion
retailers should perforseveral functions in a sequence:

1. The abilityto differentiate and innovate

2. To conduct a price premium

3. To aeate a separate existence to the corporation and -witéd
countries

4. To apply a form of psychical value to global customers

5. To improve supply chain management by using the advantage of
geograpical position

6. To position retail brands ira region or a country with chsimg local
partners with high level perceived store image

7. To austomize integrated marketing communication tools different
target segmentgconsider demographical, soe@conomcal, political,

=A =4 =8 -8 -8 =9

geographical and b e mathisi globeq Ide tb act or s,
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international differences adapting right communication channels are
necessary.

8. To increase efficiency and effectiveness of manufacturing production by
giving importance tehe educated labor force.

MADE IN EFFECT

Substantial change in global tradegarding both magnitude and
orientation states the importance of country of the origin effect on people.
Country of origin is a concept that peopleattachedo stereo typicatmade ird
perceptions oproducts from specific countries and respectivig influences
the purchase and consumptiorehbvior of multinational brandsUsually

sourcing countryés economi c, political,

image percgons play a crucial role for consumers. International marketing

|l iteratur e have document ed t hat t her e

eval uat i oscountryfof ofgn & dnovaiudukemiroglu, 1999)

Apart from this literature, as a result globalization, made in effect has been
perceived less important by courtesy of expanding the supply chain management
on aworldwide basis.

Access peed to market is becoming a fundamentally important way of
coping with the increasing demand for varietffor quick response
implementation, the concept of the integrated supply chain is implemented and
the partners measure their achievements in terms of total supply chain
effectiveness in meeting consumer needs through joint planning, forecasting,
product deelopments and category maeanent(Birtwistle, 2003)

In order to survive fashion retailers have to sustain competitive
advantage by ensuring that they have an efficient logistanagement system.

For fashion leadersspeed is a priority that incurs ligr production and
transportation costs but can be offset against fewer-d@sfks and higher gross
margins.
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SWOT ANALYSIS OF TURKISH FASHION BRANDING

STRENGTH WEAKNESS
GEOGRAPHICAL LOCATION UNSUSTAINABLE BRAND MANAGEMENT
LOW COST ADVANTAGES REPLICATING WELL-KNOWN BRANDS
WEAK IMAGE IN QUALITY OF CHINESE PRODUCTS UNSTABLE ECONOMY
LIBERALIZATION OF FOREIGN TRADE UNEFFICIENT RETAIL FASHION STORE POSITION
WELL DEVELOPED TEXTILE FINISHING INDUSTRY BEING AWAY FROM INNOVATIVENESS
SHORT LOGISTIC PERIOD LOW SYSTEMATIZATION IN FASHION
MORE EDUCATED LABOR FORCE SHORTER FASHION PRODUCT LIFE CYCLE
NICHE PRODUCTION CONSERVATIVE IMAGE
INCAPABILITY OF SME'S
LACK OF CONSOLIDATION
(OPPORTUNITY THREAT
AN ALMOST EU COUNTRY RISING TEXTILE IMPORTS
KNOW HOW DEPRECIATION OF TURKISH LIRA
EXISTANCE OF FREE ZONE RELOCATING GLOBAL PRODUCTION IN STRONG COUNTRIES LIKE CHINA, INDIA
EQUAL TREATMENT FOR FOREIGN INVESTORS ETHNOCENTRIC CONSUMER BEHAVIOR
HIGHER YOUNG POPULATION RATE HIGH PRODUCTION COSTS
BEING WELL KNOWN OF MORE TURKISH FASHION DESIGNER
FIFTH EXPORTER IN THE WORLD

HOW TO IMPROVE MADE IN EFFECT OF TURKISH FASHION

BRAND
RESEARCH DESIGN

In order to provide suggestions the industryin depth interview with

authorized Turkish Fashion Market Retailer Export & Import Union is designed

for research. By opeended questionour aim is to point ou

t the dynamic

change of fashion branding both in Turkey ahdworld. In addition, policies
are revealed that should be implied developingcountries in order to become

compettive. The research clarifies competitive aspects of how retail companies

should be utilized.
RESULT OF RESEARCH

The indepth interview leads us to mcude important facts about

Turkish Textile and Clothing Industry. There are several notable issues about the

industry:
- Branding of Turkish textile and clothingtail
- Lack of research and developmeigw

- Comparativeadvantage of Turkish textile &lathing products

- Rising importance of
- Changem fashion consumingdhavior
- Newly developed image of Istanbag a fashionity
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BRANDING OF TURKISH TEXTILE AND CLOTHING RETAIL

According to Mavituncaleéelar, Turkey has a
but as a Aproducer brando. Being a produc
manufacturing for international labels. Turkish manufacturers have never
understood the value of being a brand aede invested in to being one. For
industrialists instead of dealing with emotional values,ypical values of
production have moramportance. This refers that either the industrialists have
l'imited views for the futuremevawknownhei r mar ket
better to invest in imagerand and marketing management skills.

Sinceliberalization of tradéhas become crucialurkey should work on
its deficits which include R&D, education, design innovation, country of origin
image and finished prodtt brand management. Alternatively,

ATurqualityd project sponsored by the Tur
new face for Turkish brands of several industries especially textile & clothing.

To conclude, Turquality project aims to enhance image and reputstimiture
fashion brand management in the new global era.

LACK OF RESEARCH AND DEVELOPMENT VIEW

Relevantly, consumerism appears to be a global language. In order to
translate this languagéhe importance of research and development should be
well undersood. Turkeyused to experiencdifficulties of creating funds from
industry leaders such as chamber of commerce or industry, etc and government.
Although the minds and skills for innovation are available, lack of finding funds
negatively effects the creéan of competitive brands.

COMPARATIVE ADVANTAG E OF TURKISH TEXTILE & CLOTHING
PRODUCTION

Turkey has facedh dilemma between custom manufacturing for others
and crating innovative final productsishion labels. Geographically Tur key 6 s
location offers a preferable opportunity. According to Lisbon agreement,
Europan Union countries would claim all intellectual rights of European textile
and clothing brands with supporting R&D, educational mepment and job
creation.Turkey, almosbeing an EU countryvould benefitfrom this European
style maturation.

Compare to custom manufacturer rival countries, like China, Turkey
produces in quick and flexible response, with educatet skilled labor force
Nevertheless, it concentrates to niche production by téagically integrated
systens with knowhow. Additional strength of the country is that through
supply chain managememtvery stage can be processethause.

Besides, all positive factors Turkeglepending on thseituation, could
turn out to bea cost effective producer The industrialists of Turkeyare
consolidating their production power to respotal massive demand of
international brands. Unless the necessity of forming union is realized,
international brands prefer rival countries.
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CHANGE IN FASHION CONSUMING BEHAVIOR

Turkish consumers are becoming more fashion conscious. Being in a
developing and modern societgonsumers go beyond basic necessities as they
can afford to buy fashion products.
pyramid shape. Tdoretically, the shape of a pyramid was divided into three
sections. From lower to high, the sections were segmented respectively as low,
middle and higtincome level. Thus, advancesthe new technologies provided
benefits to thglobal consumershis rew trend of consumepushed retailers to
brand extension in order to be somehow affordable to purchase. In thikeera
pyramid shape has been fordeda change into an eight shape which terminates
all income levels and interpenegahem to two segmés.

By the respect of increased globalization, Turkey has experienced many
changes and despite of these evolutions, 'democratization’ of fashion has sensed
strongly. Key designers bridged the gap between 'couture’, with its associations
of elite classand 'street style' with popular culture. Fashion bsadgidectly or
indirectly affectbuying decisions that the brands become cheaper and affordable
to all fashion demanding consumers. This new culture of affording even luxury
brands restructures a sustgiie fashion.

NEWLY DEVELOPED IMAG E OF ISTANBUL AS A FASHION CITY

Istanbul has not yet beedeclared as one of the fashion cities. If to
review fashion history, 8century has a loud voice to identify how to be
fashionable. Around 19@, Paris boomeds the fashion centef the world that
the fashion wasnade thereln those daysfashion was laungd as a tailor
culture. Following this trenditaly especially Milan became the second soul of
fashion and later America understood the economic valuastidn expansion
and invested in and turned fashion into a profitable commodity. The twentieth
century saw the effective end of haute couture, the rise of prét a porter and,
finally, the success of street fashion. Appreciating systemization in fashiop newl
in New York, diffusion in Europe and other close civilizations continued. Despite
of its cultural distance, Tokyo has also acknalgked as new fashion city by its
technological advantage and high involvement of Japanese public on fashion
creatd a different taste in fashioWith focusing on differentiation, fashion cool
hunters have started to explore cultures around the world and Istesbailwvays
been a fascinating citgecause of its mosaic in its nature. The belief of Istanbul
to be the new fashiodity is notonly a desire but an urge explore its people,

Consume

commer ce, cul ture, technol ogy, aesthetics,

fashion.

As mentioned before Turkey, as a producer of several international
labels, is playing crucial role for gdal brands. Generally, brands are perceived
as final products but the composition of the raw materials to produce the final
products i s perfectly processed in t
Turkish textile and clothing industry is getting alletattention from others as
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suppliers, producers, excess export retailfleyship retailers. That is the reason
why Istanbul shoultheimaged as a newly developed fashion city.

CONCLUSIONS AND RECOMMENDATIONS

Marketing have recently advocated the wealof demandiriven and
consumeicentric way of thinking. Though many products and services are
assumed to have life cycles camid®/ continuesdemand and consumer change,
none have more distinct cycles than fashions. Fashions are adopted by consumers
for a paricular time and situation afterwardsass conformity follows and then

inevitable decline occurs. The fash
products and services. Textile and clothing are clearly the classic products of
fashion oriented behavio Al t er nati vel y, todayébs

suggests that instead of industrial leadership of trends, consumers are the chief
initiators and propagators of what will become fashionable. So, massive
competition at all levels of industrial brands is wge acknowledge the
importance of individuality in fashion that modern consumers demand.

The greater consumer awareness of fashion @sdbrands have
restructuredhe newly developed Turkish culture. People dress for ®thdrave
a statue, acceptancemotional satisfaction, socialization, and image creation
With more innovative graduates in the field of fashion, the industry will gain the
attention of entrepreneurs who will contribute to create Istanbul astheenter
of fashion desigmand retaing.

In spite of relying on being a custom manufacturing brand, Turkey
should focus on creating designer brands. Usually, developing countries have the
misconception in creating a global brandday the distance of regions no longer
exist which means thaesigning can be done by anyone, producing, traisferr
and locating can be dor@mywhere with almost an otick. These opportunities
should be turnednto a comparative advantage for every county which are
managed properly with a future vision. Inder to be successful in brand
managementinvestors should search for the best skills and efficient resources
around the globe to be a national brand. First understanding the value of being a
national brand will leadto internalization and globaklcknowledement
afterwardswill follow . Turkey should invest in its textile & clothing production
areas or extent its textile & clothing prodioct capabilities in order to
increasingly import textile and clothing commodities. In an opportunist view,
Turkey would fave a comparative edge if tesxtile industryexists as an exporter
and acts as a continuousupplier for other nationalitiedn this regard, it is
important to point out that with globalizatigtihe distancebetween regions and
countries have been shemed Being a global brand requires the best designer,
cost effective supply chain, educated labor with enriched R& D around the
world. Turkey shoulde well aware of this advancemeiihe findings explain
that Turkey unnecessarily focuses on creatingyegéage of production in its
borders.With the formation of a brand, production facilities may be moved to
countries where there are cheap labor and best désifgct, his global era does
not allow sucfkind of limited perspective if the future expatibns are greater.
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THE RATIONALIZATION OF ACADEMIC
DISHONESTY IN BUSINESS STUDENTS

Joe Anenucci
James Tackett
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ABSTRACT: This studysurveyed 458 college students on their perceptions of

academic di shonesty. The questions were pre
Fraud Triangle, andocused on pressure, opportunity, and rationalization as

contributing factors to college cheatingThe results indicate that all three

elements of the Fraud Triangle are highly associated with academic dishonesty,

but the rationalization element is stgast. Most students who engage in

academic dishonesty allegedly do so because cheating is widespread, and honest

scholarship is penalized by a system that tolerates dishondstiyicational

reforms are suggested in light of these findings.

INTRODUCTION

Academic dishonesty in higher education has reached epidemic
proportions. A review of 46 studies conducted from 1970 through 1996 revealed
an average college cheating rate of 70.4% (Whitley, 1998). Two recent college
surveys showed 52% and 86% of the oegjing students have cheated during
their college career (Morris & Kilian, 2006; Klein, et al., 2007). Virtually any
interpretation of the published literature leads to the conclusion that academic
dishonesty in higher education is the norm rather thaxiception. Even more
disturbing is the revelation that these cheating rates are not significantly different
for engineering and healthcare students (Harper, 2006; Passow, et al., 2006).
Other studies show college cheating is a positive predictor bbmisty in the
workplace (Harding, et al., 2004; Nonis & Swift, 2001). Accordingly, significant
numbers of engineers and healthcare professionals cheated in college; and, they
may be engaging in professional dishonesty that places the public at risk.

Prior research confirms that large numbers of cheating students believe
academic dishonesty is socially acceptable and not ethically wrong (Grimes,
2004). The prevailing attitude on many campuses espouses the belief that the
only vice associated with collegdneating is getting caught. The literature also
demonstrates that many honest college students are fully aware of the rampant
cheating around them. This ethically dysfunctional situation breeds cynicism and
contempt towards the virtues of honor and fday. There is no comparable
edifice in our society that yields such widespreadet socially accepted
injustice.
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This study examines the utility of Donald Cressey's Fraud Triangle as a
model for understanding academic dishonesty. A written questire surveyed
the attitudes and beliefs of 488llegestudents on the topic of college cheating.
Statistical analysis is used to investigate the importance of pressure, opportunity,
and rationalization as predictor variables. The results indicateathshree
elements of the Fraud Triangle are highly associated with academic dishonesty,
but the rationalization element is strongest. Educational reforms are suggested in
light of these findings.

THE NATURE OF ACADEM IC DISHONESTY

Prior research showstudent cheating begins in elementary school,
accelerates in middle school, and climbs to well over 50% in high school
(Bushway and Nash, 1977; Decoo, 2002). More cheating occurs in public
universities than private colleges, and highly selective libetalalleges have
the lowest cheating rates (LaBeff, et al., 1990). Cheating is also less prevalent at
colleges with an honor code (McCabe and Trevino, 1993).

Aside from cheating on examinations or plagiarizing written
assignments, academic dishonesty take less obvious forms. In the current
study some students admitted to hiding library books and articles in order to gain
a competitive advantage over their peers. This tactic is most effective when the
professor grades on a curve. Students fakingss when requesting a deadline
extension; fabricating citations; and passing daytime examination questions to
evening classes were also common devices. Yet, all academic dishonesty
involves at least three elements. First, it must be clandestine intoraeoid the
student codes of conduct regarding academic integrity that are present at every
college. Second, the student obtains an academic benefit in the form of higher
grades or credit than would be otherwise earned by honest scholarship. Third,
there is damage to the reputation of the college by misrepresenting the academic
performance of cheating students to potential employers and the public. This
description is remarkably similar to the elements of a typical vduli@r crime
(Wells, 2008). ©nsequently, college cheating seems analogous to-edilee
criminal activity.

One of the most prevalent explanatory theories for wdotkar crime is
Cressey's Fraud Triangle (Cressey, 1973). This theory explains why perpetrators
engage in various pes of occupational fraud or corruption (Albrecht, et al.,
2006). In brief, the Fraud Triangle maintains that occupational fraud or
corruption is more likely to occur when employees face pressure, opportunity,
and choose to rationalize their improper bhéba The pressure element
frequently represents a perceived pressure that may include financial need,
occupational demand, or job frustration. Opportunity represents a perceived
chance to commit the fraud without being detected. Rationalization ogbers
the perpetrator constructs a justification for the fraud. This justification usually
takes place before the fraud and is part of the overall motivation for the crime.
Typical rationalizations include: no one will get hurt; everybody does it; and I'm
correcting an injustice.
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The pressure element obviously applies to college cheaters. Academic
performance is used in making decisions regarding financial aid, honors and
awards, and job offers. Students accordingly face pressure to produce high
grades.In addition, many students work to support themselves or their family.
These students have limited time for academic study and preparation. Therefore,
the combined stress of producing high grades with limited study time often
produces acute pressure. idPrresearch shows a negative correlation between
academic performance and college cheating (McCabe, et al., 1997; Straw 2002);
yet, approximately one third of grade A students engage in college cheating
(Bowers, 1964). A possible explanation for thisuiesvould be cheating is a
survival tool for weaker students, but a mere stiiihe shortcut for strong
students (Whitley and Ke#Bpiegel, 2001).

Less obvious, but just as important, is the observation thatotiege
teachers face significant pressdrom mandatory government testing from the
No Child Left Behind Act of 2002. Holding teachers accountable for test results
provides a clear incentive for academic dishonesty by teaching to the test rather
than the subject matter, or even worse, falation of exam results (Jacob and
Levitt, 2003). Some teachers with marginal students may actually cultivate
academic dishonesty as a means of job preservation.

Similarly, the opportunity element is not only present in academia, but is
growing rapidly wih advances in digital technology (Park, 2003). Higth
calculators discreetly hide notes or programs; modern cell phones hold notes or
take pictures of examination questions; wireless networking or electronic
communication devices pass answers betvgtgtients; and the Internet provides
abundant cuind-paste plagiarism opportunities.

Low-tech cheating can be just as effective (e.g., going to the lavatory to
examine crib notes in private). In the current study, several students discussed
"cheating tems" where each student heavily studied the material for a given
chapter, and then transmitted answers for that material to other team members
through coded positions of the hands and feet (e.g., left foot forward means "A,"
left foot back means "B," rightoot forward means "C," etc.). These body
language codes can be undetectable when executed properly; and, one student
can simultaneously transmit answers to multiple students at surprising distances.
Clever students can always devise near bulletproddtitite methods that yield
significant results with minimal risk.

Professor apathy also expands opportunities for college cheating
(Whitley and KeithSpiegel, 2001). The American legal system requires proof
beyond a reasonable doubt. The prevailing stahflar conviction of college
cheating, however, is often proof beyond any doubt. Therefore only the most
blatant cheating activities can be successfully prosecuted through campus
disciplinary proceedings (e.g., wefdr-word plagiarism, confiscated crib tes).

Softer cheating methods, such as looking at another student's examination, are
recognized as a secure alternative on many college campuses. Professors who
choose to prosecute cheating students with anything less than overwhelming
evidence often facthe embarrassment and frustration of student acquittal at the
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hands of college administrators or disciplinary committees. Many professors
consequently turn a blirdye to everything except the most glaring forms of
academic misconduct. The chances ettigg caught are diminished, and many
students perceive the benefits of cheating as outweighing the risks (Park, 2003).

Rationalization is the least observable element of the Fraud Triangle
because it is tied to the inner thoughts and emotions of theetpatior. The
cheater mentally redefines their deception into a morally defensible act. In the
absence of rationalization, cognitive dissonance creates anxiety as perpetrators
are forced to view themselves unfavorably (Festinger, 1957). In laypersons
terms, their conscience bothers them. The rationalization element will be
strongest during the first cheating episode and will decline with subsequent
cheating (LaBeff, et al., 1990). Rationalization eventually becomes unnecessary
as cheating is accepted aroutine of academic life.

Daniel et al., (1994) established that rationalization was the strongest
predictor variable of academic misconduct in a sample of 190 nursing students.
McCabe (1992) identified four primary types of academic dishonesty
rationalization (neutralization) based on justification. The most common
rationalization was denial of responsibility (61%), where circumstances or other
persons caused students to cheat. Academic hypocrisy was the second most
frequent rationalization (28%fdhe appeal to higher loyalties was third (7%); and,
denial of injury was 4%. These four rationalizations (i.e., denial of
responsibility, system hypocrisy, higher loyalties, and denial of injury) are
similar to the rationalizations given in Donald Cresseayiginal study of 200
embezzlers (Cressey, 1973).

Rationalization remains hidden unless the student is willing to openly
admit cheating and articulate their corresponding justification. This information
can only be obtained by using query methods phatect cheaters from possible
retaliation for admitting their academic dishonesty. In the current study, when
dishonest students realized they would not be singled out or punished for their
improper behavior, they were surprisingly forthcoming in distwy cheating
methods and rationalizations.

SURVEY FRAMEWORK

A written survey was administered to 458 undergraduate students at a
mediumsized (13,000 students), Midwestern state university during fall semester
2007. The data was collected from a cresstion of business courses, and
included accounting, finance, management, marketing, anduginess majors.

The business school is accredited by the Association to Advance Collegiate
Schools of Business (AACSB) which requires member schools to inethisl
preparation within their curriculum. The survey was tested for reliability during
the prior semester on a sample of 42 students. Feedback from the students was
used to increase the clarity of the questions. Each survey was personally
administerd to a sampled class by a faculty member. Students signed a
voluntary release and consent agreement which guaranteed anonymity and
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freedom from any punitive measures by the University. Students were also given
the opportunity to decline their participati, but over 90% completed the survey.
The survey instrument collected basic demographic information and
asked the respondents to answer a series of questions regarding their attitudes and
perceptions of academic dishonesty. Most of the attitudinadtigns targeted
t he pressur e, opportunity, and rationali zat
Triangle in a college cheating context. Students were also given the opportunity
to write narratives of their own cheating methods as well as the cheating methods
observed in other students.

DEMOGRAPHICS

Table 1 provides a summary of the demographic data along with
statistical significance levels. A-Test is shown for the difference between the
proportions of cheating students across a given demographic chatactefior
example, the proportion of male cheaters (42.6%) compared to the proportion of
female cheaters (31.9%) yields &€kt value of 2.35 and a significance level of
0.019. A simple dichotomy is used for all demographics with the exception of
total semester hours and cumulative grade point average. Regression analysis is
used to evaluate semester hours and GPA in the last two rows. The
demographics included: student gender; age based on a partition of 25 years;
whether a parent graduated from cgélewhether religious services are attended
regularly; marital status; financial aid; children; and employment status. The
data was also partitioned by class level and major (i.e., graduate student, senior,
junior, sophomore; and accounting, finance, nganaent, marketing, and non
business majors). -Test values greater than 2 and their corresponding
significance levels are underlined. A Pearson correlation matrix of the
demographic data is shown in Table 2; and, the results are consistent with Table
1.

81



Antenucci, Tackett, Wolf, and Claypool

Table 1
Student Demographic Data

Demographic Cheating All Proportion | T-Test P_Value

Characteristic Students | Students | of Cheaters | Value
Total Sample 175 458 0.382
Male Student 115 270 42.6%
Female Student 60 188 31.9% 239 Q019
Under age 25 142 345 41.2%
Over age 25 33 113 29005 | 238 | Q017
Parent graduated from colle 80 224 35.7% 108 0.281
No parent graduated 95 234 40.6% ' )
Attends religious services 51 145 35.2% 0.92 0.358
Does not attend services 124 313 39.6% ) )
Never married 151 392 38.5%
Married 24 66 36.4% 0.34 0.737
Receive financial aid 101 266 38.0%
No Aid 74 192 38.5% 012 0901
Have children 23 62 37.1%
No children 152 396 38.4% 019 0.845
Works full or part time 151 392 38.5%
Not work 24 66 36.4% 0.34 0.737
Graduate Student 18 31 58.1% 232 0.02
Non Graduate Student 157 427 36.8% == —
Senior 64 109 58.7%
Non Senior 111 349 31 | 204 | =000
Junior 52 164 31.7%
Non-Junior 123 294 41.8% 219 | 0.029
Sophomore 41 154 26.6%
Non-Sophomore 134 304 aa10 | 283 | =000
Accounting Major 47 136 34.6% 1.06 0.29
Non-Accounting Major 128 322 40.0% ' '
Finance Major 22 66 33.3%
Non-Finance Major 153 392 39.0% 09 0.366
Management Major 43 113 38.1% )
Non-Management Major 132 345 38.3% 0.04 0.969
Markeing Major 21 53 39.6%
Non-Marketing Major 154 405 38.0% 0.22 0.823
Business Major 133 368 36.1%
Non-Business Major 42 90 46.7% 1.81 0.071
Average semester hours 78 64 NA 6.2 <0.001
Average GPA 2.96 3.06 NA -2.96 0.004

82




Journal of Business and Accounting

Table 2
Student Demograghic Correlations

Cheater| Gender| Age | GPA | Married | Children| Religion | Employed

Gender 0.105
0.025
0.099 0.029
Age
0.035 0.514
GPA -0.136 | -0.145 | 0.025

0.004 | 0.002 | 0.589

Married | 0.037 | 0.171 | 0.544| 0.020
0.436 | 0.000 | 0.000| 0.677

Children| -0.009 | -0.230 | 0.461| 0.013| -0.571
0.847 | 0.000 | 0.000] 0.777] 0.000

Religion | -0.040 | -0.171  0.070( 0.069| -0.109 | 0.124
0.392 | 0.000 | 0.137] 0.139| 0.020 0.008

Emp 0.027 | 0.012 | 0.073] 0.079| -0.130 | 0.031 -0.095
0.561 | 0.795 | 0.121 | 0.091] 0.005 0.505 0.042

Fin Aid | -0.010 | -0.072 | 0.057| 0.022| -0.086 | 0.175 -0.029 0.050
0.830 | 0.124 | 0.226] 0.634| 0.065 0.000 0.533 0.288

ICell ContentsPearsorCorrelationandP-Valug

The results follow prior studies that show males cheat more than
females; younger students cheat more than older students; and cheating is
negatively correlated with grade point average (Straw, 2002). Male and younger
students have higher risk prefereacand would thus be more likely to cheat.
Weaker students may feel the need to cheat to remain competitive. A strong
positive correlation is noted for total semester hours andtinigebehavior
(] <0.001) . Thi s r es uJalues that ard siatistichllg r supporte
significant for graduate students, seniors, juniors, and sophomores. Table 3
shows a onavay ANOVA of cheaters by these four class levels. The results
based onTukeyKr amer 6 s pairwise comparisons of me a
different cheating rates between graduate students, juniors, and sophomores;
seniors, juniors, and sophomores; but not between graduate students and seniors
or juniors and sophomores. Thisué demonstrates a sharp increase in cheating
behavior at the senior and graduate class levels. This is visibly evident in the
confidence interval graph shown in Table 3, where the cheating levels for
sophomores and juniors are well below those of se@iod graduate students.
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Table 3
One-way ANOVA: Cheaters versus Class Level

Analysis of Variance
Source DF SS MS F P
Class 3 8566 2.855 13.02 0.000
Error 454 99.567 0.219
Total 457 108.133
Individual 95% Cls For Mean
Based on Pooled StDev

Level N Mean StDev -+ —+ +
Grad Stud 31 0.58060.5016 (=== L )
Senior 109 0.5872 0.4946 O )

Junior 164 0.3171 0.4668 --{*----)
Soph 154 0.2662 0.4434--{-*----)

-------- U
Pooled StDev = 0.4683 0.30 045 0.60
Tukey's pairwise comparisons
Family error rate= 0.0400 Individual error rate = 0.0082€ritical value= 3.75
Intervals for (column level mean)row level meangand p value:

Grad St Senior Junior

Senior -0.2593
0.2463
p=.949
Junior 0.0204 0.1166

0.5068  0.4235
p=.010 p<.001

Soph 0.0700  0.1655 -0.0885
0.5589  0.4764 0.1902
p=.002 p<.001 p=.320

This seems to imply that college cheating is a learned behavior; yet,
other studies have documented high school cheating rates well over 50% (Davis,
et al.,, 1992). One possible reconciling explanatioruld/doe a cautionary
attitude by incoming freshmen who believe their high school cheating methods
will not work in college. Cheating then resumes when students become
acclimated to college academics and recognize the opportunities for successful
dishonesty The above result is contrary to a study involving graduate students
that demonstrated a negative correlation between cheating and length of time
spent in graduate school (Wajdahnston, et al., 2001). Under this theory,
cheating accelerates in collegbut declines in graduate schoel possibly
because of increasing student maturity (Haines, et al., 1986).

Based on the -Walues shown in Table 1, there are no significantly
different cheating rates between accounting, finance, management, marketing,
and nonbusiness majors. Table 4 shows a-oray ANOVA of cheaters by
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major. The ANOVA F value and Tuke§ramer comparisons show no
significant difference in the cheating rates of these majors.
Table 4
One-way ANOVA: Cheaters versus Major

Analysis of Variage
Source DF SS MS F P
Major 4 0.847 0.212 0.89 0.467
Error 453 107.286 0.237
Total 457 108.133
Individual 95% Cls For Mean
Based on Pooled StDev

Level N Mean StDew-----+--------- Fonmmeee Fooomeeee-

Acct 136 0.3529 0.4797 (------- oo )

Fin 66 0.3485 0.4801---------- ¥ emmmmeennee )

Man 13 0.3717 0.4854  (-------- * oo )

Mark 53 0.3774 0.4894 (------------ * oo )

Other 90 0.4667 0.5017 (------- H oo )
------- e

Pooled StDev = 0.4867 0.30 040 0.50

Tukey's pairwise comparisons
Family error rate = 0.05Q0ndividual error rate $.0065;Critical value = 3.86
Intervals for (column level mean)row level mean)nd p value:

Acct Fin Man Mark
Fin -0.1948

0.2037

p=.951
Man -0.1878 -0.2290

0.1503  0.1826
p=.761 p=.757

Mark -0.2395 -0.2739 -0.2268
0.1907 0.2161 0.2155
p=.757 p=.748 p=.944

Other  -0.2942 -0.3334 -0.2826 -0.3193
0.0668 0.0971 0.0927  0.1407
p=.091 p=138 p=176 p=.299

Other results from Table 1 show that cheating rates were insignificantly
higher among students who: were never married; neither parent graduated from
college; did not regulaylattend religious services; received no financial aid; and
did not have children. The results also suggests thabusiness students taking
business courses cheat more than business st
would likely use the rationalizatiothat cheating in these courses is acceptable
because the subject matter does not relate to their majw@rnatively, there is
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the possibility that business programs are superior tobosimessprograms
when it comes to instilling ethical behaviorstudents.

CHEATING RATES AND M ETHODS

Of the 458 participating students, 38% admitted to cheating in college,
32% helped other students to cheat, and 45% either cheated in college or helped
others to cheat. Thus, almost half of the surveyed studenitedito engaging
in academic dishonesty.

Table 5
Actual and Observed Cheating Methods
Used by Observed | Observed T-Test
. Cheating by . by for P-
Cheating Method Cheating Honest
Students Students Students Observed | Value
n~% ude Method
n-~% n-~%

Looking at andter
student 6s p
an exam. 93 ~53%| 140 ~80% | 164 ~58% 5.23 <0.001
Use of hightech
calculators to hold
notes/programs. 47 ~27%| 88 ~50% | 68 ~24% 5.77 < 0.001
Plagiarism of writing
assignments. 46 ~ 26%| 91 ~52% | 82 ~29% 4.96 <0.001
Receivel exam
questions in advance. | 46 ~26%| 77 ~44% | 68 ~24% 4.41 <0.001
Use of cribnotes in
exam room or bathroom 39 ~ 22%| 63 ~36% | 40 ~14% 5.23 <0.001
Use of cellphones to
hold notes. 10~6% | 30~17% | 34~12% 1.49 0.136
Other 19 ~11%| 18 ~10% 8~ 2.99 0.003

Table 5 shows the frequency of cheating methods along with the
cheating methods observed in other students (headcount and percentage). A T
Test is shown for the difference between the proportion of cheating methods
observed by honest andskonest students. The method of looking at another
studentds exam was used by -oprabably hal f
because it is simple and relatively safe. Plagiarism;rwtbs, and receiving
exam questions in advance were employed by al28%b of the cheating
students. A highly successful cheating method discussed in the narratives was to
photograph exam questions with a g#llone or pocket scanner for delivery to
other students who would be taking the exam in the night class. Everhthoug
most professors alter night exams, seeing verbatim copies of the day exams could
give night students a competitive edge.

There were highly significant differences between honest and dishonest
students for all of the observed cheating methods with tbepé®on of using

of t
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cell-phones to hold notes, which isn't surprising since-pigdne cheating

methods would be difficult to observe. Possible explanations for the disparity
include Cresseyo0s rationalizati on theory:
cheatingengage in cheating themselves to level the playing field; or, successful

cheaters are more cognizant of cheating methodologies and are thereby better

able to observe them in others. The advance of computers has clearly broadened

the opportunity for succeful cheating via the Internet and smart phone

technology, and this is no doubt recognized by the majority of students.

Cheating Attitudes and Perceptions

Table 6 displays the results of questions related to Cressey's Fraud
Triangle: pressure, opportunityand rationalization.  Similar headcount,
percentage, and -Test values report the difference between the responses of
honest and dishonest students. The pressure (motive) group demonstrates that
college cheating is grounded in the practical aspectseofi¢ed to produce high
grades with limited study time. Cheating for sport actually received a lower
response from cheaters than honest students. A noteworthy observation is the
sharp difference regarding being approached to help another student cleat
an opportunity question. Fiffipur percent of cheaters were approached
compared to 23% of honest students. This further supports the theory that
cheating is a learned behavior; a student helping another student to cheat can
observe the cheating thed and level of success.

In the opportunity group a similarly sharp difference occurred in the
guestion of observed cheating. Ninéige percent of cheaters witnessed
cheating by other students compared to 65% of honest students. As expected,
3% of deaters said they would report academic dishonesty in others.
Surprisingly though, only 24% of honest students said they would turn in a
cheating student. The widespread level of cheating observed by cheaters and
honest students combined with their rédunce to step forward and report
cheating supports the conjecture that college cheating is generally accepted by
the student body as a whole. Moreover, it sends a clear but undesirable message
that opportunities for academic dishonesty abound, and it fwoftable
endeavor.

The rationalization group of questions is unique in that there were
marked differences between cheaters and honest students for all questions, and
all of these differences showed a high level of statistical significance. College
sunival, facing difficult courses, and "others are getting away with it" were the
top rationalizations by cheaters. Eighibyr percent of honest students said
cheating was never justified compared to 36% of cheating students. Some of the
narratives of chdang students who said cheating was never justified explained
their anomalous behavior by pointing out that they were betrayed by a system
that rewards academic dishonesty; and, they were forced to choose between
idealism and the failure that comes withvir grades. The authors consider this
a form of "enlightened rationalization" because there is an absence -of self
deception.
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Table 6
Pressure, Opportunity, & Rationalization Perceptions

Cheating | Honest T- p.
Fraud Triangle Inquiries Students | Students | Test |
n~% n~% | Value
Pressure Related Questions
65 ~ <
| have been asked to help someone cheat in colle| 95 ~ 54%| 23% 6.93 | 0.001
123 ~ 158 ~
Students cheat because of limited study time. 70% 56% 3.18 | 0.001
Students cheat because of thedéo produce high 137 ~ 184 ~
grades. 78% 65% 3.15 | 0.002
Students cheat so they don't have to pay to retake 110 ~
course. 86 ~49%| 39% 2.16 | 0.031
Students cheat because failing would be 76 ~
embarrassing. 46 ~ 26%| 27% -0.13 | 0.893
51 ~
Students cheat toeat the system. 23 ~13%| 18% -1.42 | 0.115
Opportunity Related Questions
166 ~ 184 ~ <
| have seen other students cheat in college. 95% 65% 9.07 | 0.001
Most professors make cheating easy. 30~17%| 14~5% | 3.90 | 0.0001
Most professors punistiuglents who are caught 156 ~ 272 ~
cheating. 89% 96% -2.66 | 0.008
140 ~ 252 ~
Most professors actively try to prevent cheating. 80% 89% -2.55 | 0.011
If | saw someone cheating, | would inform the 68 ~ <
professor. 5~3% 24% -7.47 | 0.001
Rationalization Related Questions
<
Cheating is justifiable to survive in college. 54 ~31%| 17~6% | 6.60 | 0.001
<
Cheating is justifiable when facing difficult courseq 51 ~29%| 14~5% | 6.59 | 0.001
Cheating is justifiable if others are getting away wi <
it. 40 ~23%| 14~5% | 5.23 | 0.001
<
Cheating is justifiable because | paid for the class] 30 ~17%| 11 ~4% | 4.32 | 0.001
Cheating is justifiable because nobody is getting
hurt. 25~14%| 14~5% | 3.17 | 0.002
Students who cheat in college will be dishonest in 178 ~ <
workplac. 37~21%| 63% -9.90 | 0.001
238 -~ - S
Cheating is never justified under any circumstancg 63 ~ 36%| 84% 11.37 | 0.001
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There was however, the appearance of at least sorrdeseltion in the
guestion regarding whether college cheating leads isthodesty in the
workplace. Sixtythree percent of honest students said yes, yet the response rate
for cheaters was only 21%. Some of the cheating students seem to be saying they
will return to honesty when they enter the "honest" environment of the
workplace.

Overall, the questionnaire data indicates that the pressure, opportunity,
and rationalization elements of Cressey's Fraud Triangle are clearly associated
with selfreported academic dishonesty. In terms of absolute value, the
differences betweenheaters and honest students are most dramatic for the
rationalization group of questions. Statistical significance levels were also higher
for the rationalization group. Binary logistic regression, where the student
responses are used to predict cheatiithin the pressure, opportunity, and
rationalization groups, produced a statistical significance level below 0.0001 for
the hypothesis that all slopes are zero in each of the three groups of questions.
The GoodmarKruskal Gamma statistics of 0.46 fortpressure group, 0.66 for
the opportunity group, and 0.73 for the rationalization group shows
rationalization has greater predictive value in-sefforted academic dishonesty.

All three elements of the Fraud Triangle are therefore important factors
in predicting academic dishonesty, but rationalization is most significant in the
current study. This result is consistent with Daniel et al., (1994) which showed
rationalization as the strongest predictor variable of academic dishonesty in
nursing studentsSimilarly, the denial of responsibility, system hypocrisy, higher
loyalties, and denial of injury rationalizations of the Daniel study closely parallel
the rationalizations provided by students in the current study. As discussed
previously, these ratiohai zat i ons ( Dani el s and the
the rationalizations used in Cressey's original study of 200 embezzlers (Cressey,
1973).

Table 7 displays the attitudes of cheaters and honest students with regard
to methods of reducing academdéshonesty. Sevenix percent of honest
students favored implementing new attieating methods; and, most
unexpectedly, 53% of cheaters agreed. A majority of cheaters favoring stronger
anticheating methods lends strong support to the previouslyusiied
victimization rationalization: they are forced to cheat by a dysfunctional
academic system that punishes honesty. The victimization rationalization is
further supported by the fact that 57% of cheaters believe the current system is
inadequate to pvent college cheating.

There is also general agreement between cheaters and honest students as
to which anticheating methods would be most effective. A college honor code
was viewed as least effectiveprobably because the students interpreted it as a
simple promise not to cheat. Taking a college ethics course was similarly
dismissed for obvious reasons. However, #elerance policies (i.e., the student
is expelled) were viewed by cheaters and honest students as being the most
effective anticheathg method available. Student expulsion for cheating is an
option at most universities; however, it is almost never implemented because the
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