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As further evidence the Catholic St. Augustine was revered by Protestant, especially Calvinists
and Lutherans. In Confessions Bk IX 10-11, Augustine quoted the dying words of his adored
mother Monica: “Lay this body anywhere, and take no trouble over it.” The fact that St.
Augustine recorded this speaks of his own insouciance as to the physical fate of a corpses — even
that of his own mothers.

Hence, for diametrically opposed reasons, the Protestant and Catholic churches had little quarrel
with the dissection of bodies; thus, with a steady supply of executed criminals, European
anatomists were able to the Renaissance to medicine. Their prestige only grew when in 1687
Louis XIV underwent a successful and much publicized surgery for an anal fistula. However,
handicapped by a paucity of bodies, their counterparts across the English Channel had to travel
abroad to develop their knowledge and skill. The most notable of these was William Harvey,
whose De moto cordis et sanguinis proving the circulation of blood, was published in 1628.
However, the bulk of Harvey’s studies had taken place in Padua and on his return to the British
Isles he had the macabre good fortune of having both his father and sister die (of natural causes)
while in his care. Thus, under his own roof, he held the equivalent of 50% of the entire annual
stipend of dead bodies, allocated the Company of Barbers and Surgeons. His place in medical
history attests to the good use he made of them.

One may now legitimately ask why, when thinkers and artists of the Enlightenment in British
Isles were keeping pace with, and often exceeding the progress being made in Europe — was
anatomy and medicine allowed to languish by being starved of the corpses whose dissection had
led to such progress abroad? As will become clear, the hindrance flowed from the British
Government through its judiciary and it took the intervention of a free but shadowy market for the
impasse to be broken.

As Clark (1982) observed, when Christianity arrived in the British Isles, it took care to adopt
pagan feasts, such as All Souls and Christmas. As their own, thus easing the initial shock to the
indigenous and facilitating the inevitable conversion. Moreover, since the reformation, an
‘official’ and a ‘folk’ theology existed side by side. The Victorian folklorist Gomme (1908)
concurs and writes of a principle of antagonism between pew and pulpit; the former’s conformity
being only a matter of convenience. Thus, when death came it was more likely to be ‘old’
traditions and rituals that would ease the newly dead into the thereafter, rather than those of the
Church. Since the death rituals were seemingly harmless, the Church tolerated them (Richardson,
1987). Thus, the rituals of drinking, waking, watching, washing, and all matter of folk belief were
perpetuated. As Addy (1895) recorded: "When you drink wine at a funeral, every drop that you
drink is a sin which the dead person committed. You thereby take away the dead persons sins and
bear them yourself.” Leather (1912) reports when invited to the funeral of a farmer’s sister, he
was asked to drink but refused on the ground that he never took wine, whereupon the farmer said
“But you must drink, sir. It’s like the Sacrament. It’s to kill the sins of my sister.”

Jones (1974) writes “Every custom or ritual or formula designed to bring about results in the
outer...world...is based ultimately on the idea that the human mind possesses the

power to influence the course of nature in the outer world, a power which religion attributed to
deity, and achieves by the more indirect technique of prayer.”

With little guidance from the Church such eschatology promoted the belief that the corpse and the
body co-existed for some indeterminate time after death. Thus, the rites and traditions
surrounding the corpse were there to ease the departed’s journey to their reward. However,
failure to do so would consign the departed some to eternal damnation.
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Cognizant of the folklore surrounding death, authorities capitalized on the superstitions

and beliefs of the people by not only threatening potential felons with execution, but further to
have their remains desecrated in a manner that would preclude any resurrection to a Thereafter.
As was alluded to earlier, the most common fate was to be gibbeted. However, noting the abject
repugnance exhibited by those who attended the few sanctioned public dissections, a
Parliamentary Act was passed in 1752 “for better preventing the horrid crime of murder.” It gave
judges the discretion to further punish the condemned by having their bodies dissected rather than
gibbeted. Richardson (1987) reports that from her reading of the act (Act 25 Geo Il ¢.37) that
“The intention of both punishments was to deprive the wrongdoer of a grave,” rather than to
accommodate the anatomists. Indeed, the wording in the Act describes dissection as a “further
Terror and peculiar Mark of Infamy,” it goes on to stress that “in no Case whatsoever the Body of
any Murderer shall be suffered to be buried,” and that any interference with the surgeon’s
subsequent custody would earn the malefactor “transportation to His Majesty’s Colonies for
Seven Years” and death upon any subsequent early return.

The last point above is especially telling. The inclusion in the Act of a penalty for those who
attempted to rescue the condemned body speaks to the awareness of the authorities of the deep
unpopularity of the aggravating sentence of dissection. It seems that while the public accepted
the sentence of death, it felt that dissection went too far. By contrast, and for deterrent effect, the
government designed the public execution and subsequent dissection with a pageantry that was to
be repeated forty years later surrounding the French Guillotine.

While it is true that after the 1752 Act the supply of bodies to anatomists increased well beyond
Henry VIII’s stipend of four, a number later raised to eight by Charles II. The flow continued to
be inadequate, due to the public outrage that the Act itself had anticipated. Still disorganized,
individual anatomists would fight each other, as well as, the public mob for possession of a body
at the gallows. Limbaugh (1975) describes how at Tyburn, the location of public executions in
London, crowds of near 50,000 would assemble and riot as anatomists attempted to claim a body
— he writes “the added humiliation of the surgeon’s scalpel to the hangman’s noose rendered the
injustice of the law all the more loathsome.”

Prior to 1752, there is evidence to suggest that it was the anatomists themselves who were the
first bodysnatchers; Guttmacher (1936) writes that in 1721, apprentices at the Edinburgh College
of Surgeons had to assure the College in writing that they would not involve themselves in
exhumations. It is unclear when the first professional body snatchers appeared, but likely in the
early part of the eighteenth century as medical schools began to grow. Although well educated
and eager for greater knowledge, their profession itself was not held in as high esteem then as it is
now. It is therefore likely that anatomist were prepared to pay others to risk social ostracism
rather than be caught themselves in a graveyard at night- shovel in hand. With the emergence of
the professional bodysnatcher, corpses became a tradable commodity and thus the market was
formed.

THE ECONOMICS OF BODYSNATCHING - PERFECT COMPETITION

Loosely dated, the market for bodies lasted approximately one-hundred years and ended with the
1832 Anatomy Act. Due to the very nature of the commodity, the market was somewhat
shadowy, yet it is this very fact that gives it great appeal to economists; since for well over fifty
years it conformed almost perfectly to the economic assumptions of Perfect Competition. It is
interesting to note that the market price of bodies rose almost exponentially as the demand from
anatomist increased.
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Bailey (1896) reports that in 1794, a south London gang operating out of Lambeth gang charged
two guineas and a crown per adult. By 1811, bodies changed hands for four guineas, and by 1820
prices were as high as twenty guineas. In 1811, after expenses were paid the average gang
member’s share was about eleven guineas per week. By contrast, in 1811, the average wage of
farm laborer was around nine shillings per week and the wage of skilled urban workers was
around thirty shillings a week. 1 should however, be noted that bodysnatching was seasonal,
coinciding with the academic year of medical and anatomy school. Regardless, financially, the
lot of a bodysnatcher was not a bad one.

When introducing students to microeconomics, instructors are at pains to point out that perfect
competition is an abstraction, a model starting point. Certainly, some of the assumptions are
individually realistic, for example: milk is a homogeneous product and that the market for milk
has a large number of buyers and sellers who are all price takers. Collectively however, the
assumptions are unrealistic or are they? Consider the four assumptions of perfect competition.

Q) The market is made up of a large number of small buyers and sellers.
No participant is large enough to influence the price.

(i) The product is homogeneous. Each producer’s output is
indistinguishable from one another.

(ili)  There are no barriers to entry or exit.
(iv) Each participant has full information.

The participants in the market for corpses were the bodysnatchers who operated as small gangs.
Similarly, the anatomists, who ran small schools, also competed with each other to attract fee
paying students’ par. Similarly, the bodysnatchers themselves operated in small groups and were
in competition with other bodysnatchers. Bailey (1896) reports that on the night of August 7,
1812, one gang beat another to a grave in the south London Parish of St. John Horselydown.
Rather than move on, members of the latter gang informed the authorities on the activities of the
former.

The assumption of homogeneity was met since the commodity had contract specifications in the
sense that bodysnatchers knew that anatomists would not purchase bodies that were over five-
days old. As such they did not dig them up. Although there appears to have been little product
differentiation, a separate market existed for the bodies of children. Dopson (1949) writes of the
same Lambeth as Bailey, whereas adult bodies were sold for two guineas and a crown, the price
for children was six shillings for the first foot in length, and nine pence for each additional inch.

Since a dead body was not property, the consequences of being caught bodysnatching were
minimal. Linebaugh (1975) reports that in 1736, a gravedigger in the east London parish of
Stepney was severely whipped for selling bodies from the churchyard to private anatomists.
However, whereas the bodysnatcher had little to fear from the law, an outraged mob was a
different matter. Richardson (1987) reports how, in 1832 two medical students were apprehended
in the village of Inveresk, near Edinburgh. They were confined in a private house till morning,
when, at their own request, they were committed to gaol as “a place of greater security from the
threatened vengeance of the outraged citizens.” However, “outraged citizens” notwithstanding,
there were no barriers to enter or exit the business of bodysnatching.
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The assumption of Full Information tends to vary from textbook to textbook, and indeed in some
texts such as Mankiw (2008) it is omitted altogether. However, the game theoretical definition of
Common Knowledge, serves the purpose. Each party knew what role they had played in the
transaction, and knew that the other party knew of that role.

A further point could be made that each party knew its own opportunity cost, although the
anatomists probably had a better idea of the opportunity cost of the bodysnatcher, than the
bodysnatcher had of that of the anatomist.

THE ECONOMICS OF BODYSNATCHING - IMPERFECT COMPETITION

In 1814, after nearly a century of perfect competition, imperfections emerged; at first slowly, but
gaining such a pace that the British government, although loath to given up the double deterrent
of execution and dissection, was forced to intervene with the 1832 Anatomy Act.

Social disgust at both the bodysnatchers and the anatomists, although not forcing the market
underground, very much ensured its clandestine nature. However, by the beginning of the
nineteenth century the existence of the market was common knowledge. Peachy (1924) writes
that in medical circles, names, prices, market terminology were bandied about freely with little or
no sense of embarrassment. An advertisement placed by an anatomy school in The Dissector (no.
9, 1.12.1827) illustrates the point: “Just arrived four handsome skeletons.”

As market transparency increased, participants were afforded a better view of the entire market,
and entrepreneurial opportunities presented themselves. As the price of corpses rose, so did the
search for substitutes. In 1742, Pope Benedict XIV concerned with the public’s opinion on
dissection, commissioned the sculptor Ercole Lelli to create anatomically correct wax bodies.
Lelli produced no fewer than fifty, demonstrating musculature and the nervous system.

Bailey (1896) reports the introduction of product differentiation in 1811. Israel Chapman, a
Jewish bodysnatcher dealing exclusively with Jewish corpses, was able to command higher
prices, as “Jews bury early, their cemetery [yields] the best and freshest subjects.”

Again Bailey (1896) writes of a bodysnatcher named Ben Crouch who in 1814 attempted to
cartelize the suppliers of corpses to drive prices higher. If Crouch intercepted a rival gang with a
fresh body, he and his fellows “hacked and cut about so as to make it [the body] quite useless for
anatomical purposes.” Those recalcitrant gangs, who refused to join the cartel by withholding
their bodies from the market, were simply informed upon to the authorities. Although still not a
crime, minor charges, such as those violating public morals or public decency, could
inconvenience bodysnatchers.

Finally, the perfect competitive assumption that there be no barriers to entry was literally
violated. Entrepreneurs began to advertize and sell tamperproof coffins and mausoleums.
Richardson (1987) writes that a metal coffin was patented in 1781, by one Thomas Wright (Patent
No. 1307). In 1818, Edward Bridgeman patented his Patent Coffin “made of cast or wrought
iron, with concealed springs on the inner side of the lid to prevent levering.”

Moss (1898) writes that the poor, unable afford secure coffins, would mix the earth above the
coffins with sticks, stones, and hay to make digging more arduous. If large rocks were at hand,
these would be manhandled onto the grave. Poorer neighborhoods would organize themselves by
erecting watch-houses and lighting the graveyards with lamps hung beyond reach in trees.
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THE 1832 ANATOMY ACT — THE ERA OF BODYSNATCHING ENDS

Having been granted their own Royal Charter in 1800, surgeons and anatomists began to impress
upon the British government, the importance of anatomy and the shortage of bodies for
dissection. In 1828, a Parliamentary Select Committee on anatomy was formed to investigate the
question. The committee recommended a bill that, in essence, allowed any unclaimed body from
a prison or a Poor House be made available to anatomists and surgeons. The bill failed in the
House of Lords when a paternalistic aristocracy, with the support of the Archbishop of
Canterbury, argued in favor of the poor’s right to a decent funeral. Circumstances were soon to
change.

In 1827, an Irishman named William Burke moved into to a lodging-house in Edinburgh’s West
Port district run by Margaret Hare and her husband William. Neither Burke nor Hare were
bodysnatchers, but when a lodging house tenant died of natural causes, owing Hare four-pounds
in rent, rather than bury the body they decided to sell it to the anatomist Dr. Robert Knox for
seven-pounds and ten shillings. Intoxicated by such easy money, Burke and Hare are alleged to
have murdered seventeen people in order to sell their bodies to Dr. Knox. The spree, which
lasted a year, ended when a fellow lodger discovered a dead body under a bed and contacted the
police.

The case against Burke and Hare was largely circumstantial and a conviction was by no means
assured. However, in an elegant application of game theories prisoner's dilemma, Hare was
induced to turn state’s evidence in return for testimony against William Burke. Hare was released
and fled into anonymity, never to be heard from again. William Burke was hanged.

The Burke and Hare case was much publicized and the verb to Burke was coined to mean murder
for dissection. In 1831, burking came to London and horrified, public opinion began to turn. To
oppose dissection was one thing, but to have people being murdered for dissection was quite
another. In 1832 the Anatomy Act was re-presented to Parliament and passed both houses. Two
years later, the Hanging in Chains Act repealed gibbeting.

CONCLUSION

Folklorist in the nineteenth and twentieth century recorded that many in the British Isles, despite
being Christian, still clung to superstitions and rites dating back to pagans times, especially those
surrounding death. Although these superstitions varied according to geography, the belief was
that for some indeterminate time after death, the body and soul co-existed. As such, to assure
passage into some after-life, the physical corpse had to be cared for both prior to and after burial.
In taking advantage of these superstitions, the state was able to impose the double deterrent of
death followed by gibbeting. The effectiveness of the deterrent will never be known, but the
paucity of bodies for dissection effectively stunted medical progress in the British Isles till at least
1832, with the passage of the Anatomy Act. How much faster might medical progress have been
if the constituent states of the British Isles had, like their European cousins, given a free flow of
bodies to anatomists is a matter of conjecture.

As so often happens, un-satiated demand gives rise to a market, in this case the market for
corpses. Although not strictly illegal, bodysnatching was highly unpopular as such market
operations were clandestine with little transparency; this resulted in the market exhibiting for
nearly one-hundred years, all the qualities that economists require for perfect completion.
Eventually, as demand increased, the market was forced out of the shadows. With the mechanics
of the market exposed, opportunistic participants were able to break the status quo. Cartels were
formed, substitutes and product differentiation occurred, and finally physical barriers were
introduced to thwart the efforts of bodysnatchers.
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Perhaps inevitably, with significant amounts of money changing hands, some chose the shortcut
of murdering rather than digging for dissection. Although still horrified by dissection, the general
public was even more horrified by the thought of people being murdered for dissection. The
ensuing Anatomy Act of 1832 resulted in unclaimed bodies from prisons and poor-houses be
allocated to anatomists. With an increase in the legitimate supply of corpses, the market ceased to
be.
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ABSTRACT

One of the most difficult aspects of teaching the “Principles of Finance” class is
motivation. The majority of students in the common finance class are not finance or accounting
students, but management and marketing students who approach this course as just one more
requirement for graduation. The recent economic turmoil has forced even the average American
to become much more aware of his/her individual financial future, of which Social Security is a
very integral component. This paper taps into the student’s increased narrow self-interested
awareness/motivation to better understand their financial future. By integrating Time Value of
Money concepts with an overview explanation of the Social Security System, we are not only
teaching TVM but preparing a more informed citizenry to handle future financial problems facing
our society.

INTRODUCTION

As business educators for decades we have attempted to redirect the focus of future
managers from quarterly bonuses to the longer term goal of shareholder wealth maximization.
While we have focused our attention on training the future business leaders of America we have
neglected our responsibility to train the future citizens of America. The recent economic turmoil
has forced even the average American to become concerned with both his/her individual financial
sustainability of which Social Security is a very integral component. It is the belief of the author
that we can utilize this new awareness to create an intrinsic motivation process that will not only
allow our students to become better business people, but also help them become more
knowledgeable citizens.

EXTRINSIC AND INTRINSIC MOTIVATION
Student motivation is often divided into two categories:

Extrinsic motivation: A student can be described as extrinsically motivated
when he or she engages in learning "purely for the sake of attaining a reward or
for avoiding some punishment"” (Dev, 1997). School practices that seek to
motivate students extrinsically include publicly recognizing students for
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academic achievements; giving out stickers, candy, and other rewards; and taking
away privileges, such as recess, on the basis of students' academic performance

(Brooks et al., 1998).

Intrinsic motivation: A student can be described as intrinsically motivated when
he or she is motivated from within: Intrinsically motivated students actively
engage themselves in learning out of curiosity, interest, or enjoyment, or in order
to achieve their own intellectual and personal goals. According to Dev, 1997, "A
student who is intrinsically motivated . . . will not need any type of reward or
incentive to initiate or complete a task. This type of student is more likely to
complete the chosen task and be excited by the challenging nature of an activity"

(p. 13).

This paper will employ examples from two distinct long term financial objectives; 1. The
need to recognize and comprehend the current condition of the Social Security system, which

then leads to objective 2; to provide examples of how to
introduce time value of money techniques in a way that
utilizes “intrinsic motivation”, helping students realize it is in

Farcus

by David Waisglass
Gordon Coulthan

their individual self interest to understand and obtain personal
and national financial sustainability. Why is this important?
We do not want students to be in the same position as the
investor to the right.

For this paper we will utilize the 2008 and 2009
Annual Reports of the Board of Trustees of the Federal Old-
Age and Survivors Insurance and Federal Disability
Insurance Trust Funds, better known as Social Security. We
as financial educators can teach both time value of money,
principles and financial sustainability through examples that
closely approximate the much more complex calculations of
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the Social Security Trustee’s report. In the end we will be
preparing our students to become both more informed on a
personal level and a more informed citizenry on the national level.

WHAT IS SOCIAL SECURITY?

“Pd say your best bet is in Las Vegas.”

Understanding the problems and benefits of social security and making the correct
decisions for future generations will be one of the cornerstones of future financial sustainability.
Currently more than 50 million people are receiving benefits including more than 35 million
retired workers and dependents, more than 6 million survivors and more than 9 million disabled

workers and their dependents.

Social Security is actually two different programs the first OASI (Old Age Survivors
Insurance) Trust Fund and the Disability Insurance Trust Fund. Only the OASI will be reviewed
for this paper since it is more than five times as large as the Disability Insurance Trust Fund.

The trust fund ended the year with a positive balance of more than $2.2 trillion, so what
is the problem? In truth Social Security is faced with a multi trillion future deficit. When viewed
in the context of recent economic events and the amount of “Stimulus”, and “Bail Out” moneys
spent by the government the Social Security problem may not appear to be that imperative.
However, we must attempt in some manner to put this amount of money in perspective?
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SO WE ASK THE QUESTION: (WHAT IS A TRILLION DOLLARS?)

Less than 40 years ago Senator Strom Thurmond of South Carolina, in a speech
concerning the federal budget stated “a million here and a million there pretty soon we will be
talking about real money”. So, in just 40 years we jumped to 100’s of millions then skipped right
through billions and finally we have raced to a trillion. We now talk about trillion here and a
trillion there, what is a trillion dollars? To help us understand what a $1 trillion is here are some
more understandable relationships. Laid end to end the length $1 trillion is 500,000,000 ,000 feet
or 94,876,600 miles or enough money laid end to end to make 397 trips to the moon. It takes 454
$1 dollar bills to make a pound how much does $1 trillion weight? 2,202,643,171 pounds or
1,101,321 tons. If we had to move $1 trillion how many tractor trailers carrying an average of
40,000 pounds would it take to haul $1 trillion? It would take 55,066 tractor trailers, so how
many miles would this convey stretch? If the average length of the tractor trailer is 55 feet this
convey be? 574.6 miles long. Lastly if you were placed in a booth with endless dollar bills
supplied and you could grab a dollar bill every second how long would it take to grab a trillion
dollars? 32,000 years.

Now that you may now better appreciate the magnitude of our fiscal and monetary
problems we must begin to pay closer attention as our elected officials with reckless abandon
throw around the term “1 Trillion Dollars”. If this realization is not bad enough we must come to
grips with the fact that the national debt now tops $11 Trillion Dollars or on a more personal level
every man, woman, and child in the United States is debt for $37,000 and that number grows
every second of every hour, of every day. So where does this leave us? Remember this is just
today’s debt.

A CLOSER LOOK AT THE SOCIAL SECURITY PROBLEM

The first step in correcting any problem is the understanding of the problem. Trust fund
receipts for 2008 amounted to more than $695.5 billion while disbursements amounted to only
$516.2 billion.

Financial adequacy or solvency reflects the ability to pay promised benefits in full and on
time. To measure the adequacy, or solvency the “trust fund ratio” is utilized. This is a ratio that
compares the promised benefits for the year with the combination of the total asset value and
current contributions. If the combination of total asset value and current contributions exceed the
promised benefits for that year, then the trust fund has a ratio of 100%. Currently the trust fund
has a ratio far in excess of 100% and growing reflecting the fact that we as Americans have in the
past and currently contribute more on annual basis than is paid out on an annual basis.

Under the most likely set of assumptions the OASDI will pay out more than it brings in
for the first time in 2015 or 2016 and by approximately 2037 all assets will be exhausted and the
continuation of benefits will require payments from the federal government. This negative
outflow is a result of the increasing percentage of the population that are of retirement age.
Currently there are 32 beneficiaries receiving payments for every 100 workers, by 2035 this
number is forecasted to swell to 48 beneficiaries per 100 workers. As we past 2035 and the
number of “Baby Boomers” declines and hence the number of beneficiaries per 100 workers is
also estimated to decline, it should reach the low 40’s by 2085.

With an average age of 19 in this class and the current retirement age of 67 the Social
Security system will be insolvent or bankrupt long before you can collect and since most of you
will not live to see 2085, so where does that leave you. This actually leaves you and millions of
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young adults with the responsibility to save for your retirement while at the same time trying to
repair Social Security.

LEARNING THE MATH OF INVESTING
Present VValue and Future Value of a Single Sum

Question 1; what amount of money/investments would you feel comfortable with at retirement
age?

$500,000
$750,000
$1,000,000

Before you can accurately answer this question you must understand one of the most
fundamental laws of finance, “A dollar today is worth more than a dollar tomorrow” or a million
dollars 48 years from now is not worth what a million dollars is today. So, how much in today’s
dollars is this $1,000,000 you want at retirement really worth. This involves finding the “present
value” of a future sum. The future sum is you $1,000,000 needed to retire. Using the assumptions
that the average age of a student in this class is 19 and will retire at 67 giving you 48 years to save
and the fact that the United States for the most part has been extremely lucky in that our average
rate of inflation has been low, over the last 25 years it has averaged below 3% we have the inputs
needed to answer the question. We should interject one caveat, many economists believe that
this rate will increase as a result of the current massive government spending program and
exploding national debt, any increase in the inflation/interest rate used for this calculation will
only make the outcome worse so we will just continue to assume the average inflation rate will
remain at 3%. This is more than likely a “best case” scenario.

Present Value
PV = FV/( 1+i)"
$1,000,000/(1+.03)"® = $241,998

Utilizing a financial calculator you would have the following inputs

N =48

I =3

PV =? Solve for this
FV = 1000000

The above is an example of “Discounting”, bringing a future sum back to its present
equivalent value. This means that when you retire you will have the equivalent purchasing power
of $241,998 today. Could you live on that for 20 or more years? We will explore the answer to
this question later in the paper/class.

Question 2; If your long lost rich uncle died and left you $50,000, after taxes, and you invested it

today at 9% how much would you have in 48 years? This is an example of taking a sum today
and finding the “Future Value”, also known as compounding.
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This could be one very easy and convenient way to fund your retirement, if you were so
lucky. We will utilize a rate of return or interest rate of 9%. Many investors would consider 9%

conservative since over the last 40 years a well diversified portfolio has returned in excess of
10%. This is a long run average sure we lost 30% in 2008 but we have already gained 12% in
20009.

Future Value
m

FV = PV( 1+i)"
$50,000(1+.09)* = $3,129,261.85

i e gl
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Utilizing a financial calculator you would have the following
inputs

N =48
| =9
PV = 50000 o ——

FV =? Solve for this
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The above is an example of “Compounding”, taking a
present sum and growing it into the future equivalent value. This
means that when you retire you will have $3,129,261.85.
$3,000,000 would appear to be a much more realistic retirement
goal and one that would allow you to enjoy those golden years.

As can be seen from the two examples above the two important assumptions/inputs for

Einstein discovers that ume Is actually money.

the calculations have been time and interest rates. Let us explore their individual impacts. With

an increase of 5 years in the retirement age the effects would be dramatic. As an example what
would be the increase in your retirement fund if it had just five additional years to grow.

N =53
I =9
PV =50000

FV =? Solve for this

Under this scenario you would retire with no
| $3,129,261.85, but with $4,814,757. Retirement life
4 looking better and better. As can be seen by this
example time is an extremely important variable, an
increase of 10% in the time period led to an increase
54% in value.

Now that we have seen a dramatic change in
value from a relatively small change in time what

of just 1% in the interest rates? Again the effects

increased from 9% to just 10%.

- N =53
I =10
PV = 50000
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FV =? Solve for this

Under this scenario you retirement account would not be $4,814,757, but would be
$7,812,361. Retirement life is again looking better and better. As can be seen by this example,
the rate of return is also an extremely important variable, an increase of just 1/9 or 11% in the rate
of return led to an increase of 62% in the value of your account at retirement age. Or as the
advertisement from Worth magazine above states “Every percent counts”.

The same changes that resulted in huge increases in a student’s personal wealth would
lead also help Social Security stay solvent for additional years; one is to increase the retirement
age. The effect of this change would be two-fold; each person will have to pay into the trust fund
for any additional years, and at the same time will receive benefits for fewer years before death.
The other major change that could help Social Security stay solvent for additional years is to
increase the average rate of return. This change would also produce a twofold improvement, each
dollar a person pays into the trust fund will grow, or “compound” at a higher rate and as
participants draw money out their account the increased rate of return would also allow their
account to stay positive for a longer point of time.

PRESENT VALUE AND FUTURE VALUE OF ANNUITIES

In reality we do not fund our retirement with single lump sum investment and Social
Security is not funded by one time lump sum investments, both are funded with payments over
time. When these payments over time are equal amounts they are referred to as an annuity. The
present value and future value of annuities equations listed below are much more cumbersome
than the equations for present value and future value of single sums above so it is very important
that students utilize a financial calculator.

Annuity Payments
FVA = PMT{[( 1+i)"/i] - 1/i}
PVA = PMT{[1/i —[1/(i (1+i)" ]}

As can be seen by the above equations even though they are more involved than single
sum equations the variables remain the same, except for the addition of PMT or the Payment.
N
|
PV
FV =
PMT =
Let us return to Example # 1 “Discounting”. In this example we calculated the present
value of the $1,000,000 saved for retirement. Our job, utilizing the same variables is how to
calculate the payment or how much per year, in today’s dollars, you would receive if you had the
$241,998.00 in purchasing power when you retired. To complete this calculation we must make
one additional assumption. To correctly answer this question we have to assume how long
benefits will be paid after retirement. In reality the question is if we assume you are retiring at 67
how many years after retirement are you going to live? The Social Security Administration
utilizes data from the National Center for Health Statistics to create their “Period Life
Expectancy” Table V.A.1 page 83 of the annual report. According to this table if you are female
and born between 1985 and 1990 you life expectancy is 78.5 years, if you are male your life
expectancy is 71.6. However this does not actually answer our question since life expectancy at
birth is different than life expectancy at age 67. According to the same table if you are a woman
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and reach age 67 you can expect to live 16.9 years longer and if you are a male and reach age 67
you can expect to live 14.8 additional years. For these calculations we will average them together
and assume that the average student in this class will live 15.85 years after retirement.

Inputting the data into your financial calculator we can we can solve for the payment.

N =15.85

I =9

PV = 241998
Fv=0

PMT =? Solve for

In this example you would receive annual payments of $29,240 dollars per year for 15.85

years. The only problem arises that if you live past your allotted time you will be broke.
Being broke and 73 years old could present a problem so just to be careful you decide to plan on
living to 100 after retiring at 67 with a financial calculator all we must do is change N from 15.85
to 33.

N =33

I =9

PV =241998

FVv=0

PMT =? Solve for

In this example you would receive annual payments of $23,125 dollars per year for 33
years, however you will still be broke at the end of the time period, but at least you will have
made it to 100.

APPLYING TIME VALUE OF MONEY PRINCIPLES TO SOCIAL SECURITY

As we have shown in previous examples the two most important variables in the
compounding or discounting of single sums and annuities are time and rate of return. As
mentioned in the introduction Social Security is by law required to invest in only U.S. Treasury
securities which while being very safe continue to lag behind many other viable investment
options. As an indication of the experienced and expected low returns for the Trust Fund
investments the following excerpt is from the 2009 Social Security report page 101. “In
developing a reasonable range of assumed ultimate future real interest rates for the three
alternatives, historical experience was examined for the 40 years, 1968-2007, and for each of the
10-year sub periods, 1968-77, 1978-87, 1988-97, and 1998-2007.” The report goes on to analyze
the data and then states “For the next 10-year short-range projection period, nominal interest
rates are projected based on changes in the business cycle and in the CPI. Under the
intermediate assumptions, the nominal interest rate is projected to decline from an actual value
of 3.6 percent for 2008 to 3.0 percent for 2009, reflecting a weak economy along with a negative
rate of inflation. Thereafter, the nominal interest rate rises to the ultimate assumed level of
5.7 percent for 2018.

Appendix 1 consists of a spreadsheet constructed from data within the 2009 Social
Security report. The overall rate of return has also been calculated ranging from 4.74% in 2009
t0 5.23 % in 2018. As can be seen by the upper half of the spreadsheet by 2015 benefits paid will
exceed contributions collected, however the Trust Fund will continue to grow for a number of
years as a result of the taxes collected and the investment returns. When these additional inflows
and the outflows for expenses are accounted for the Trust Fund outflows are projected to exceed
inflows within two years of the end of this table. While at this point the Trust fund continues to
have a positive balance this balance will continue to decline until 2037.
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The second panel of Appendix 1 shows that while the contributions and benefits paid
over the time period does not change a change in the investment structure could have definite
effect on the sustainability of the Trust Fund. By investing 25% of the Trust fund into the Stock
Market projected returns increase substantially and allow the 2018 Trust Fund balance to grow
from $3,962 Billion to $4,400 Billion. In addition the increased yearly revenue from investments
pushes out more than a decade the time at which total outflows exceed total inflow and by almost
two decades the 2037 date at which the assets would hit Zero.

CONCLUSION

The goal of this paper was to help finance instructors to step beyond the Extrinsic
Motivation provided in grade school and high school and elevate learning process to the level of
Intrinsic Motivation. While trying to elevate the learning process to the intrinsic level we must
compete with 500 channel TV’s, Text Messaging, and e-mail in an effort to grab the student’s
attention. While this approach to teach a rather dry and mathematical concept may not be for
everyone it has proven to interest and engage the students in my classes. By beginning the subject
with an attention getting “What is a Trillion Dollars” we relate to the students who have become
used to lists for everything. The ten best dressed, the ten worse dressed, the ten best sports plays,
the ten best bloopers and so on. We continue this relationship building by providing moments of
entertainment tied directly to the material concepts with “Your best bet is , “Time is Money” and
“Every Percent Counts” all the while utilizing these simple one line statements to re-enforce some
very important financial information.

This will help our students become better prepared to face an uncertain financial future
and become aware of the structural non-sustainable financial condition of Social Security, and as
they say the first step in finding a cure is knowing that you’re sick. Lastly while everyone in this
room will more than likely retrieve all of their contributions into Social Security, personally “T am
going to live forever or die trying”, the same cannot be said for our students.
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Data from Table IV.Al Page 35

2009 2010

Assets at Beg. Of Year 22029 23495
Contributions 579 599.4
Tax on Benefits 21.7 23.9
Return Earned 107.8 110.6
Total Increase 708.5 733.9
Benefits Paid 554.7 573.8
Expenses 7.2 7.3
Total Outflow 561.9 581.1
Increase in Assets 146.6 152.8

Asset at End of Year 23495 2502.3

Rate of Return 4,74% 4.56%
Market Return 10.00% 10.00%

25% of the Assets Invested in the Market

2009 2010

Assets at Beg. Of Year 22029 2375.0
Contributions 579 599.4
Tax on Benefits 21.7 23.9
Return Earned 133.3 140.6
Total Increase 734.0 763.9
Benefits Paid 554.7 573.8
Expenses 7.2 7.3
Total Outflow 561.9 581.1
Increase in Assets 172.1 182.8

Asset at End of Year 2375.0 2557.8

ASBBS E Journal, Vol. 6, No.1, 2010
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Financial Sustainability Worksheet

2011
2502.3
628.9
25.2
117.7
771.8
594.5
7.4
601.9
169.9
2672.2

4.55%
10.00%

2011
2557.8
628.9
25.2
151.2
805.3
594.5
7.4
601.9
203.4
2761.2

2012
2672.2
667.4
26.8
128.3
822.5
626.3
7.6
633.9
188.6
2860.8

4.64%
10.00%

2012
2761.2
667.4
26.8
165.1
859.3
626.3
7.6
633.9
225.4
2986.6

2013 2014 2015
2860.8 3056.2 32511
702.8 737.2 772.8
30.1 32.6 35.7
141.3 154.8 166.9
874.2 924.6 975.4
671.2 721.8 775.3
7.6 7.9 8.2
678.8 729.7 783.5
195.4 194.9 191.9
3056.2 3251.1 3443

478%  491%  4.99%
10.00% 10.00% 10.00%

2013 2014 2015
2986.6 3222.3  3461.6
702.8 737.2 772.8
30.1 32.6 35.7
181.6 199.2 216.0
914.5 969.0 1024.5
671.2 721.8 775.3
7.6 7.9 8.2
678.8 729.7 783.5
235.7 239.3 241.0
3222.3 34616 3702.6
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2016
3443
806.6
38.8
178.6
1024
831.5
8.3
839.8
184.2
3627.2

5.05%
10.00%

2016
3702.6
806.6
38.8
232.9
1078.3
831.5
8.3
839.8
238.5
3941.1

2017
3627.2
841.9
42.1
190.6
1074.6
891.8
8.8
900.6
174
3801.2

5.13%
10.00%

2017
3941.1
841.9
42.1
250.2
1134.2
891.8
8.8
900.6
233.6
4174.7

2018
3801.2
878.2
44.9
202.9
1126
956.3
9.1
965.4
160.6
3961.8

5.23%
10.00%

2018
4174.7
878.2
44.9
268.0
1191.1
956.3
9.1
965.4
225.7
4400.4



DOES CONSUMER CONFIDENCE AFFECT
DEMAND (OR JUST PROXY FOR THINGS THAT
DO)? TESTING THE MICHIGAN CONSUMER
SURVEY

Heim, John J.
Rensselaer Polytechnic Institute
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ABSTRACT

This paper examines whether changes in consumer confidence, independent of changes in
economic status, affects consumer demand. Consumer demand models, similar to Fair’s
econometric models are tested. Results are compared with VAR methods used by others.
Examined for the first time, is whether consumer confidence affects investment decisions. The
measures examined are the University of Michigan’s Indices of Consumer Sentiment (ICS) and
Expectations (ICE). Results suggest causation runs from consumer confidence to consumption
and investment, that the ICS and ICE are systematically related to consumer spending only on
nondurable goods, not on durables, services, or investment. Effects on 2009 GDP are estimated.
C20, C22, E20, E21, E22

If income or wealth decline, theory and empirics lead us to expect declining consumption. Not so
clear is whether consumer confidence itself affects consumer spending, controlling for changes in
an individual’s income, wealth, or other variables known to influence consumption. If consumer
confidence can independently influence spending, i.e. through “fear itself” as Roosevelt might
have said, public officials must be careful to avoid hyperbole when reporting economic news, so
as not to create a self fulfilling prophecy. Many believe confidence levels to be important. For
example, Carroll, Fuhrer and Wilcox, (1994) note the 1990 collapse of consumer confidence
“frequently was cited as an important — if not the leading — cause of the economic slowdown that
ensued”. Kelly (2009) cites declining consumer confidence after the stock market crash in 1929
as one of the 5 major causes of the great depression. The chair of the President’s Council of
Economic Advisors also recently remarked that

...Consumer spending depends on many things, including income, taxes,
confidence, and wealth... (Romer, 2009)

If economic policy pronouncements by public officials affect consumer confidence, these
pronouncements may indirectly be a determinant of economic activity, if confidence itself affects
spending. The tone and content of policy pronouncements could themselves be a type of
economic policy. Hence, the need to assess the impact of consumer confidence on consumer and
investment spending.

1.0. PREVIOUS STUDIES

Using methods similar to those used here, Heim (2009E) examined a different measure of
consumer confidence, the Conference Board’s Index of Consumer Confidence (ICC), and found
the ICC systematically related, after a one year lag, to spending on durable goods, nondurable
goods and services. Relationships to investment spending were also tested, and the average value
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of the Conference Board’s index of consumer expectations over the current and past two years
was found significantly related to housing and inventory investment. Extensive controls on other
factors affecting consumption and investment were used.

Other studies have examined consumer confidence using different methods (VAR — based) than
are used in this study. Carroll, Fuhrer and Wilcox (1994) examined the impact of consumer
confidence on consumption using the University of Michigan’s ICS and found it related to overall
consumer spending, and spending for goods, but not services. Their method involved a VAR
methodology in which several lags of the ICS variable were added to a regression already
containing several lags of the dependent variable and income as a control variable, to see if ICS
significantly contributed to explained variance.

The best known study of the University of Michigan’s Indices of Consumer Sentiment (ICS) and
Consumer Expectations (ICE) to date is Bram and Ludvigson’s (1998) study. It also used a VAR
— like methodology derived from Carroll, Fuhrer and Wilcox, but added interest rates and stock
market values to the controls. They examined these Indices finding them related to only a few
categories of consumer spending: only goods consumption, exclusive of motor vehicles, was
found related to the ICS, and only motor vehicles consumption was found related to the ICE.
They also analyzed the Conference Board’s Indices, and found total consumption, motor vehicles
consumption and other durable goods consumption significantly related to the ICC, but services
consumption, and consumption of all goods (except motor vehicles) insignificant. Since goods
consumption is overwhelmingly nondurables, this implies the ICC was unrelated to spending on
nondurable goods. Using the ICE, they found total consumption, motor vehicles consumption
and services consumption significant. Hence, the findings were somewhat inconsistent between
the Conference Board’s two indices.

Their study tested a model for of the following type:
ALn(Ct) =g+ Zln(BiSt-i ) +vZi + &

Where the S are the consumer sentiment (ICS) and expectations (ICE) variables, and Z are the
control variables. The control variables were lagged values of a labor income variable and the
dependent variable, the 3 month treasury rate and a stock market measure (both in first
differences). Four lagged values of each variable were used in the model. The test is designed to
see if adding the ICS or ICE to regressions on the other predictor variables increased forecasting
ability (i.e., increased the model’s explained variance. This criterion can lead to misleading
results. If a variable in the model has been proxying for a variable not yet entered, entering the
new variable (such as the ICS) may show it to be statistically significant without changing the
total explained variance significantly. An example of this occurring when a consumer confidence
variable is added to the model is shown at Heim (2009E, p.11)

The problem is, models using dependent variable lags on the right side are biased and inconsistent
(Hill, Griffith, Judge 2001), therefore interpretation is problematic. In addition, parameters for
exogenous variables can be difficult to determine if there are multiple lags of the dependent
variable used. Therefore, it can be difficult to assess the economic, as opposed to statistical,
meaning of the results.

The models tested in this paper will be of a more explanatory type. All variables other recent
studies have found to be determinants of consumer behavior will be included as controls, using
only lagged values found significantly related to the dependent variable, and theoretically
justifiable. Past values of the dependent variable are not used on the right side. They are but
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functions of past values of the exogenous variables, which this study attempts comprehensively to
include, where warranted.

Properly constructed, explanatory and predictive models need not be unrelated. One can move
back and forth from one to the other, depending on whether one is trying to explain what makes
the economy work, or predict where it will go in the future. For example, let consumption be
described by the following model, which (for simplicity), has only one “control” variable, income
(YY), in addition to the consumer confidence variable (ICS). It also includes a one period lagged
value of the dependent variable.

1) C() =0+ Bl Y_l + Bz |CS;|_ +’Y C_]_

Then it is easy to show that with two backward substitutions into the dependent variable on the
right hand side, in steady state equation two becomes

2) Co =QA+yry)a++(+yry?)BrYy + (I+y+79) B2 1ICSy ¥’ Ca

Infinite series expansion tells us that with infinite additional backward substitutions, in steady
state this yields

3) Co =(Ul-y) a+ (1/1-y) By Yo + (1/1-y) B2 ICS,

Using this process, Professor Fair’s consumption equations (Fair 2004), which we would
characterize as predictive, can be easily converted to explanatory models.

2.0. METHODOLOGY

The models tested below are of the type shown in (3) above. Empirical tests are linear in their
variables and in their effects. Variables used as determinants of consumption, and the specific
lagged value used with each, will be taken from previous studies of which variables/lags seem to
explain the most variance in consumption. These will be used as control variables. Individual
lagged values of ICS or ICE will be added to these previously tested models, using the same data
set they used, to see if they are significantly related to consumption. t-statistics on the added ICS
or ICE variables are used to evaluate the results.

2.1. ESTIMATING CONSUMER DEMAND

Table 1 below shows how demand for consumer goods and services was divided between
durables, nondurables and services during the 1960 — 2000 period. Typically, durables demand
was only 10% of total consumer demand. Note that even in 1960, services were the largest
component of consumer demand, followed by demand for non durable goods.

This paper, econometrically tests the effect of consumer confidence on consumption spending,
and whether changes in consumer confidence are lagging, leading or concurrent indicators of
changes in consumer and/or investment demand., Recent work by Heim (2009A&B) estimated
the separate effects of a large group of variables commonly theorized to determine consumer and
investment demand using demand driven models similar to those used in large scale Cowles
Commission —type econometric models like those of Fair (2004). Annual data for1960-2000 was
used, taken from the 2002 Economic Report of the President, or other related data available from
the Commerce Department’s Bureau of Economic Analysis. The variables found statistically
significant determinants of consumption or investment are used as control variables in this study.
Using these controls, the same data set is retested adding Michigan’s ICS or ICE variable, to see
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TABLE 1
COMPONENTS OF REAL U.S. CONSUMPTION 1960 — 2000
(Billions of Chained 1996 Dollars)

Year Total Durables Nondurables Services .
1960 $1510.8 $101.7 $ 612.8 $ 7917
1970 23175 184.4 854.8 1275.7
1980 3193.0 279.6 1065.8 1858.5
1990 4474.5 487.1 1369.6 2616.2
2000 6257.8 895.4 1849.9 3527.6
Av.% 100% 10% 33% 57%

Source: Economic Report of the President 2002, Tables B2, B7.B16
if their t-statistics show them to be systematically related to consumption or investment.

The 2009A paper assumed that the demand for consumer goods was principally driven by factors
suggested by Keynes (1936): income, wealth, fiscal policy (taxes) and possibly the rate of
interest. Keynes also noted the need for saving might affect consumption spending.

Two other factors were added to this demand model. First, a “crowd out” variable is added,
similar to the one used in investment studies to control for periods of limited credit availability
which may occur in response to government deficits. Preliminary studies had indicated this
variable was as strong a force affecting consumer spending, as it is in investment spending (Heim
2007, 2008A). The same studies also showed that Keynesian formulations of current period
income explain far more variance in consumption than do Friedman/Modigliani average income
formulations (suggesting these averages mainly serve as imperfect proxies for current income).

Second, we also add an exchange rate variable based on preliminary tests indicating this variable
explains changes in consumer demand not otherwise explained by the other variables in the
demand model. A four year average value for this variable was most appropriate (Heim 2009C).

These studies used a stepwise regression model to determine which of the above-hypothesized
variables actually explained variance in consumer spending. The lagged value explaining the
most variance was defined as the one to add to the stepwise model. In the stepwise process, a
new (possible) determinant of consumption is added and tested. Each new variable is added and
tested, using its current year value and the preceding four years values, to determine which lag
level best explain current consumption.

Results on a consumer demand function of the following type explained 92% of the variance in
consumer spending during the 1960 - 2000 period:

C=B1+ B2 (Y-Tg) + Ba(Te - G) - Ba (PR). + B5 (DJ)-2+ Bs (XR)avor2s

where

(Y-Tg) = Disposable income defined as the GDP minus the government receipts net of
those used to finance transfer payments

(Tc—G) = The government deficit, interpreted as a restrictor of consumer as well as

investment credit. It was found highly significant in a preliminary study
(Heim 2008A), and is regressed as two separate variables because of earlier
findings of differential effects.
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PR =  The Prime interest rate for the current period. It is deflated to get the “real”
rate using the average of the past two year’s CPI inflation rate.

DJ, = A stock market wealth measure, the Dow Jones Composite Average, lagged
two years

XRavoizs = The trade - weighted exchange rate (XR An average of the XR value for the
current and past three years is used to capture what preliminary studies
showed was slow, multiyear process of adjustment to exchange rate changes
(Heim, 2007)

Regression results for this model were calculated using

2SLS Regression to deal with simultaneity between C and Y

Newey —West heteroskedasticity corrections to standard errors

1% differences of the data to reduce multicollinearity, autocorrelation and nonstationarity
1960 — 2000 data from The Economic Report of the President, 2002

The actual regression results obtained were as follows:

ACo =.66A(Y-Tg)o +48ATg) +.06AGy— 6.81 APR.+.69 ADI.; + 1.39 AXRavorzs R2=92%
(t=) (27.9) (5.2) 05)  (-32) (5.1) (2.3) D.W.= 2.0

We shall take this as a well developed, comprehensive model of consumption’s (other)
determinants when testing consumer confidence variables below. One modification is made for
consistency with other work that follows in this paper: the exchange rate used above, the G-10
rate, was dropped in favor of the Federal Reserve’s real Broad exchange rate, to better reflects
U.S. trading patterns. The change had virtually no effect on the estimated effects of other
variables. The “baseline” model of consumption modified to include the real Broad rate instead of
the G-10 rate was:

ACy =.66A(Y-Ta)o +.49ATg) +.04AGo — 6.92 APRo+.62 ADI; +2.83 AXRavorzs R2= 92%
t=) (29.2) (5.7) 03) (3.2 4.9) (3.2) D.W.= 2.0

Throughout this paper, for the 1960 -2000 data set used, t-statistics of 2.0 and 2.7 are significant
at the 5% and 1% level respectively.

To test whether the (ICS), or later, the (ICE) explain any variation in consumption when the
effects of the “baseline” variables above have been controlled for, we then add the ICS or ICE
and retest. If the t-statistic on the regression coefficient for the ICC or ICE

variable is significant at the 5% level or above, we conclude it is systematically and
independently related to consumption.

2.2. ESTIMATING INVESTMENT DEMAND: METHODOLOGY

Total investment spending in the GDP accounts is divided into three separate parts: plant and
equipment (71%), inventories(3%) and residential housing investment (26%). The percentages
cited are for the year 2000, and are reasonably stable over time for the two largest parts.

The investment model used to test the ICS and ICE variables includes controls for a large

number of variables traditionally thought to be determinants of investment. See, for example,
Keynes (1936), Jorgenson (1971), Terragossa (1997), and Spenser & Yohe (1970).
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Al =B; AACC + B,ADEP + B3ACAP; + B4 AT -BsAG - Bg APR,*Y 4 + B;ADJ; + Bg APROF.; + Bg AXRavo123

The variables included in these equations are

AACC = An accelerator variable A(Y; - Yi1)

ADEP = Depreciation

ACAP, = A measure of last year’s capacity utilization

APROF,; = A measure of business profitability two years ago

ADJ 4 = Last Year’s Dow Jones Composite Index — A Proxy For “Tobin’s q “
PR,*Y, = The Real Prime Interest Rate Lagged two years Multiplied By The Size

of The GDP Two Years Before That (A Way Of Adjusting Interest Rate
Effects For Economy Size)

The other variables in the model (exchange rate, government deficit) have the same meanings as
in the consumption model previously discussed, with lags as noted. These actual regression
results (Heim 2009B) for this model were calculated using

2SLS Regression to deal with simultaneity between C and Y

Newey —West heteroskedasticity corrections to standard errors

1** differences of the data to reduce multicollinearity, autocorrelation and nonstationarity
1960 — 2000 data from The Economic Report of the President, 2002

This study had shown these variables would explain 90% of the variance in total investment
demand 1960-2000. Detailed econometric results are shown below. Variables are shown in
order of their contribution to explained variance using the previously mentioned stepwise
regression procedure:

Al =43 ATg -.39AG +29AACC + .86ADEP - 1.17APR,*Y 4 +.50 ADJ.; +.38 APROF.; + 3.77 AXRpvorzs +17ACAP; R?=.90
(t=) (44) (-22) (85) (3.0) (-2.5) (3.2) (2.6) (2.2) (0.2) DW=23

Here again, t-statistics of 2.0 and 2.7 are significant at the 5% and 1% level respectively. To test
whether the Index of Consumer Sentiment (ICS), or its subcomponent, the Index of Consumer
Expectations (ICE) explains any variation in investment when the effects of the “baseline”
variables above have been controlled for, we will add the ICS or ICE variable being tested to the
above model, and retest. If the t-statistic on the regression coefficient for the ICS or ICE variable
is significant at the 5% level or above (t>= 2.0), we will conclude that it does explain variance
otherwise unexplained in a reasonably well specified investment function.

3.0. SENSITIVITY OF CONSUMER DEMAND TO THE (ICS)

The Index of Consumer Sentiment was added to the baseline consumption model from section
2.1, and the model reestimated for each of a number of different lags. The lags included
individual year lags from the current year value (ICSp), through (ICSs). Various multiyear
averages of the index were also tested, from ICSavo.1 through ICSavo.123.45.6. Results are given
in Table 3 below.

The findings were uniformly supportive of the hypothesis that consumer confidence, as measured
by Michigan’s ICS, was unrelated to spending on total consumer spending.

Overall consumption spending is made up of three quite different subcomponents: demand for
durable goods, demand for non durable goods and demand for services. Though overall
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consumer demand may not be systematically related to consumer sentiment, it may be that at least
one of its subcomponents is. The Heim 2009A study found the following the determinants of
each, using the stepwise regression technique previously mentioned:

Consumer Durables':

ACp=f [ B1AY-Ta), + B2A To+ Bs AG + Ba A XRavorzs + Ps ADJo, + Bs APR + Bs AHOUSE + f8; APOP]

A(Y-Te) | ATs | AG [AXRavois [ADJw2  |AMORT | APR |AHOUSE | APOP
R/AL(DW) | By(®) [ Bor(®) | Boo(t) | Ba®) | Balt) | B6s(t) | Bs(t) | Be(®) | Be(t)
| | | | | | | | |
94/92% (2.2) |.14(5.7) | .12(3.4) |-05(-0.7) |1.89(4.1) |.35(5.3) | |-1.59(-2.0) |.20 (2.7) |-.004(-2.5)
| | | | | | | | | .

Consumer Non-Durables®:
ACnp = f [ B1A(Y-Tg)s, + Paraac A(Crowd Out),, + B3 ADJ3, + B4 APR, + Bs APOP]

IA(Y-Tq) | ATs | AG |ADJ | APR | APOP
RYAdj.(DW) | Ba(t) | Bar (1) [ Bac(t) | Bs(t)] | Ba(t) | Bs(t)
| | | | | |
86/84% (2.1) | 13(5.5) |18(5.9)  |-07(-1.1)  |.28(37)  |-1.96(-2.4) |.003 (1.7)
| | | | | |

Consumer Services™:
ACS = f [ [31 A(Y'Te)t, + BZT&ZG A(Cl‘OWd Out )(, + [33 APOP + BAADJ.Z, + Bs A(16-24)/65, + Be A MORT ]

| A(Y-Te) |ATe | AG | APOP | DJ, | Al6-24/65 | AMORT
R%/Adj.(DW) | Bt [Bor () | Boc(t) [ PBs(t) | Ba(t) | Bs(t) [ Be(t) .
\ |
81/78% (L.6) |.18(51) [10(24) |.13(14) |.013(51) |39(40) |212.9(-18) |-4.66(-17)
| | | | | | | .

! (Heim, 2009A, pp.8, 10 and 12)

All variables above are as previously defined except (MORT), the current year nominal interest
rate on mortgages, and (A16-24/65), the percent of young adults in the population relative to
older adults. The theory was that young adults, either because they are students, or just forming
households, have less money to spend on services.

These models of the determinants of durable and nondurable goods and services will be
considered baseline models. The ICS variable will be added, and the models retested. Regression
coefficients and t-statistics for the ICS variable are also shown below in Table 2 for these
subcomponent parts of total consumption.

Of consumption’s three component parts, only nondurable goods spending, after a year’s lag,
seems systematically related to the ICS. Spending on services and nondurable goods was not
found related. Table 2 findings also suggest the average value of the ICS for the past two years is
related to consumption. However, since the lag for two years ago was not found significant
alone, this seems only because it is averaged with the(-1) lag which was found significant, i.e.,
the average is serving as an imperfect proxy for the ICS_; variable alone.

3.3 CONCLUSIONS REGARDING THE RELATIONSHIP OF ICS TO CONSUMPTION

Based on Table 2, we conclude consumer confidence, measured by ICS, is only significantly
related to one type of consumer demand: nondurable goods, and only after a one year lag. These
findings reflect extensive efforts to control variation in consumption caused by other variables.
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Absent these controls, the ICS may be able function as a proxy for some of them (e.g., income),
appearing to explain additional variance better explained by an economic variable.

Table 2
Regression Coefficients () And t-Statistics (t) For Various Lagged ICS Variables
Using Different Components of Total Consumption As The Dependent Variable

Durables  Nondurables  Services Total Consumption® Total Consumption?

Lag Used Bo_(t) Bnp_(1) Bs_(t) Br_(t) Br_(t)

0 07(04) - .02(-0.1) - 15 (-0.5) - .25 (-0.8)- .29 (-0.6)
-1 -.02(-0.1) 58 (2.7) -.09 (-0.3) 97 (4.1) .47(0.8)
-2 23(1.3) .00 ( 0.0) 28 (1.0) 14(05) .60(1.2)
-3 -10(-0.7) - .05(-0.2) - 13 (-0.6) - 57 (-2.4)- .43 (-0.9)
-4 -26(-16) - .19(1.2) 30 (1.0) -.03(-0.2)- .67 (-1.2)
-5 22 (1.6) 05 (0.3) - .06 (-0.3) - .26 (-0.9) .28 (0.5)
-6 01(0.0) - .03(-0.2) - 13 (-0.9) 07(0.3) .02(0.0)
AV .05 (0.2) 55 (1.8) 26( 0.8) 1.94 (2.9) .20(0.2)
AV.., 26 (1.4) 54 (2.1) 24(0.6) 96 (1.9) 1.16 (1.4)
AVi.1, 52 (1.7) 67 (1.5) 19 (0.4) 1.38 (1.5) 1.21(0.9)
AVo.12.3 34(0.6) 89 (1.4) 02 (0.0) 14(0.1) 1.27(1.1)
AVoizss  -.33(-0.6) 60 (0.9) 1.39(1.8) -.02(-0.0) .45(.0.3)
AViirass .40 (0.8) 67(0.8) 1.36 (1.2) - 61 (-1.5)-1.19 (-0.6)
AVoiz34s6 .57 (0.6) 113 (1.2) 41 (0.3) - 13 (-0.1)- .70 (-0.4)

! Total consumption is regressed on a model using as controls all variables found to be
determinants of any subcomponent of total consumption. This baseline model was then retested
with the ICS variable added. Results above show the regression coefficient and t-statistic for the
ICS variable.

2 From Heim 2008A, with controls for housing demand and population growth added.

The following demand equations for nondurables is a revision of the (Heim 2009A) model. They
are revised to include the one year lagged ICS variable. Demand determinants are those used in
Table 3 above for nondurable goods.

Consumer Non-Durables (Revised Model):
ACND = f [ Bl A(Y'Tg)t, + BZT&QG A(CI‘OWd Out)t, + Bg ADJ.g, + B4 APR, + B5 APOP+ B@ AICC.l ]

IA(Y-To) | ATs | AG |ADJs | APR | APOP | AICS 4
R?/Adj.(DW) | Ba(t) | Br (1) | Bac(t) | Bs(t) | Ba(t) | Bs(t) | Be(t) .
| | | | | |
89/87% (1.9) | .10(4.5) |15 (4.6)  |-06(-14)  |.36(62)  |-2.19(-2.7) |.004(2.6) |.58(2.7)

| | | | | | |

Notice the earlier estimates of parameter values for the other variables are relatively robust to
changes in the model when the ICS variable is added.
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3.3.1. ESTIMATED IMPACT ON GDP OF ICS DECLINE DURING 2008

The Index of Consumer Sentiment averaged 85.58 during 2007, and fell to and average of 63.75
for 2008, declining 21.83 points. The first six months of 2009, the index averaged 62.95, rising
in the last four of these months and suggesting the index “bottomed out” and was turning around.

The initial impact of the change in the Index during 2008 (- 21.83 points) is treated as an
exogenous change in consumer demand (specifically, demand for nondurables one year later).
The change is ($.58 billion )*(-21.83) = $-12.66 billion in 2009. However, this initial decline is
further augmented by both multiplier and accelerator effects, recently estimated at 2.22 for the
multiplier alone, but increasing to 5.88 when accelerator effects are added (Heim 2008B). Hence
our estimated total decline (during 2009) of the 2008 decline in the ICS is

(5.88)*($ -12.66 billion) = $ -74.44 billion total decline in 2009 GDP (in real 1996 dollars)
resulting from the 2008 decline in
ICS, (ceteris paribus).

The GDP price deflator has increased approximately 30% since 1996, so our $-74.44 estimate in
1996 dollars is approximately $96.8 billion in 2009 dollars, or about 7/10 of one percent of the
GDP. And this is for the largest annual decline ever in the ICS. By comparison, the BEA
reported declines in the GDP for the fourth quarter of 2008 of 6.3% (4™ quarter results
annualized) ) and 5.5% (annualized) for the first quarter of 2009 (BEA News Release,
6/25/2009). Hence, we conclude that while the decline in consumer confidence may have caused
the GDP to decline, even the largest ever annual drop which occurred in 2008 will probably only
be responsible for a relatively small part of the overall decline in the GDP in 2009. (By
comparison with the 2008 drop of 21.83 points, the drop in 1979 was 13.4 points and the drop in
1974 was 12.4 points . These were followed by slumps the following year; but the slumps were
small: in both cases the decline in the real GDP the following year was only about 1/5 of 1%.)

The average annual change in the ICS 1961 - 2000 was 5.7 index points (in absolute terms) or
about 26% of the 2008 change. 80% of the changes 1961 — 2000 were less than 10 index points.
Hence, while a factor, changes in consumer confidence, as measured by the ICS, seem to
typically have a noticeable, though relatively small impact on the GDP.

4.0. CONSUMER DEMAND: TESTING THE INDEX OF CONSUMER
EXPECTATIONS (ICE)

All the tests applied to the ICS in Section 3 to determine ICS’s significance were again repeated
using Michigan’s ICE, and employing exactly the same controls. The basic results were
strikingly consistent with our ICS findings. No lagged variant of the ICE was found significantly
related (with the theoretically correct sign) to total consumption. Of consumption’s three
component parts, only nondurable goods spending, after a year’s lag, seems systematically related
to the ICE. Spending on services and nondurable goods were not found related to the ICE, as had
been the case earlier for the ICS. Table 3 findings also suggest the average value of the ICE for
the past two years is also related to consumption. However, since the lag for two years ago was
not found significant when tested by itself, this finding of significance for the average seems only
because the (-1) lag, which was found significant, is also in the average, i.e., the average is
significant only because it is serving as an imperfect proxy for ICS_; alone.

4.1. CONCLUSIONS REGARDING THE RELATIONSHIP OF (ICE) TO
CONSUMPTION

Based on the Table 3 results, we conclude the ICE is not meaningfully related to either total
consumption, durables consumption or services consumption when other factors influencing
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consumption are properly controlled for. However, it is related to spending on nondurable
consumer goods. However, absent adequate controls on other variables affecting consumption,
ICE can proxy for them, appearing to be significantly related to consumption when it really is not.

Table 3
Regression Coefficients () And t-Statistics (t) For Various Lagged ICE Variables
Using Different Components of Total Consumption As The Dependent Variable

Expectations Durables Nondurables Services  Total Consumption®
Lag Used Bo_(t) Bno_ (1) Bs_(t) Br

0 -.09 (-0.6) -.09 (-0.6) -.23(-1.0) - .66 (-2.3)
-1 A17(1.2) 40 (2.2) .01(0.1) .34 (0.9)
-2 A2 (1.1) .08 (0.4) .20 (0.8) .68 (1.3)
-3 -21(-1.3) -.14(-0.9) -.10 (-0.5) - 57(1.4)
-4 -.13(-1.3) -.07(-0.5) 22 (0.9) - .36 (-1.0)
-5 A5(1.1) -.02(-0.2) -.08(-0.5) .01 (0.0
-6 .08(0.5) -.03(-0.2) -.14 (-1.0) .14 (0.5)
AV .07 (0.4) 32 (1.3) -.27 (-0.9) - .34 (-0.6)
AV, 29 (1.8) 45 (2.0) .23 (0.8) 1.07 (1.6)
AVi.1, 30(1.2) 50 (1.3) -.01 (-0.0) .59 (0.6)
AVi.1223 -.21(-0.4) 51 (1.0) -.22 (-0.3) - .63 (-0.7)
AVo.1.234 -.79(-1.1) .46 (0.7) 81(1.3) -1.89 (-1.4)
AVoi2345  -.08(-0.2) .27 (0.4) .62 (0.6) -1.75 (-1.0)
AViio3456 .21(0.3) .70 (1.0) - .50 (-0.6) -1.56 (-1.2)

! Total consumption is regressed on a baseline model containing all variables
found to be determinants of any of the subcomponents of total consumption.
The baseline model was then retested with the ICE variable added. Results
above show the regression coefficient and t-statistic for the ICE variable.

5.0. SENSITIVITY OF INVESTMENT DEMAND TO THE (ICS)

The investment model in Section 2.2 includes most variables commonly thought to influence
investment. Econometric estimates of the model show the following results (variables are shown
in order of their contribution to explained variance using a stepwise regression procedure):

Al =43 ATg -39AG +29AACC + .86ADEP - 1.17APR,*Y 4 +.50 ADJ; +.38 APROF.; + 3.77 AXRavorzs +17ACAP, R’=.90
(t=) (44) (-22) (85) (3.0) (-2.5) (3.2) (2.6) (2.2) (02) DW=22

To this model, the University of Michigan’s Index of Consumer Sentiment (ICS) was added, and
the model retested. Doing so tests the hypotheses that businesses are sensitive to changes in
consumer confidence, which may affect future consumer spending, and tailor investment
accordingly. The model above was tested with a wide range of different individual and average
ICS lags. t-statistics for the ICS variable were used as the criteria for evaluation. In all cases the
ICS was found insignificant (or had the wrong sign).

These findings for total investment presume that controlling for variables found to be significant
determinants of total investment provides an adequate set of controls for other influences on total
investment. Heim (2009B&D) found that some factors not found significantly related to total
investment in the tests above, were found to be significant determinants of some specific part of
investment: either investment in plant and equipment, housing, or inventories. This may occur
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because the variation in total investment was much larger than for the individual part, thereby
causing the variable found significantly related to the part to be “drowned out” when regressed
against total investment. For example, three variables found significant in explaining housing
investment (about a third of total investment), were not found to be statistically significant
determinants of total investment:

e the mortgage interest rate,
e the relative price of housing relative to income, and
e the proportion of the population composed of younger people 16-24

These additional controls were added and the housing investment model retested. Plant and
equipment investment and, inventory investment, were also retested using only the combination
of controls found to be their statistically significant determinants. These models will be
considered the baseline models. To test the ICS variable, each variant was added to the baseline
models and retested. The results indicated no variant of the ICS variable found significantly
related to demand for either total investment or any of its three component parts individually.

6.0. INVESTMENT DEMAND AND THE INDEX OF CONSUMER EXPECTATIONS
Businesses plan for the future and they may gear their plans to consumer expectations for the
future, rather than their current confidence levels. To test this hypothesis, we repeat our
investment testing procedure from above, changing only the measure of consumer confidence
from the ICS to its subcomponent, Michigan’s Index of Consumer Expectations (ICE). Based on
the test results, we concluded the ICE is not systematically related to total investment or any of its
three component parts when we have controlled for other variables that can influence investment.
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ABSTRACT

This paper investigates the question whether 401(k) participants invest differently during a
period of slowing economic activity. Retirement accounts now comprise 35 percent of U.S.
household financial assets (Investment Company Institute 2008). In the present period of
slowing economic activity, with some economists positing that a U. S. recession began in the last
quarter of 2008, the stock market lost over 40 percent its value. The Commerce Department
reported GDP decreased 6.2 percent in the last quarter of 2008, the economy's worst showing
since 1946. Such contracting of the economy is posited to affect investors’ confidence and their
investing behaviors. This study examines the impact of a financial crisis on investment
behaviors. The study is a small preliminary study to a planned larger study. As such, the study
necessarily has low external validity. The study sampled data from employees of a small
computer manufacturing company. Findings were that conservative participants moved a
majority of their assets into money market funds while risk-taking participants poured more
money into equity funds. The participants re-balanced their portfolio infrequently, tended not to
adjust their monthly contribution amounts to re-balance their portfolios, and continued to
contribute to the 401 (k) plans despite poor returns of their plan assets.

INTRODUCTION

This paper investigates 401(k) participants’ investing behaviors during a period of depressed
economic activity. Workers in the United States are encouraged to save for their retirement. Tax
benefits are available to workers participating in their company’s retirement plans. For example,
a saver tax credit up to 50% of contribution towards a retirement plan is available to reward low-
income and moderate-income workers who save for retirement. The 2008 Individual Retirement
Account (IRA) contribution limit has increased to $5000 from approximately $4000. For those
taxpayers who are over the age of 50, the IRA contribution limit is $6000 and an additional
catch-up 401(k) contribution of $5000 is available for 401(k) participants if allowed by their
employers’ plans. According to Investment Company Institute (2008), U.S. retirement assets
totaled $15.9 trillion as of September 30, 2008, increasing from approximately $9 trillion in
1997. Retirement savings account for approximately 35 percent of all household financial assets
in the United States. Employers also encourage employees to save for retirement. In a Deloitte
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(2008) survey of 426 401(k) plans, 42% of companies offering these 401(k) plans to their
employees included an automatic enrollment feature to encourage employee retirement savings.
All of the 426 plans allowed employees to change their asset allocations via Internet access,
thereby affording flexibility for employees to self manage their accounts.

Some economists argue that the United States officially entered into recession during the last
quarter of 2008. By many measures, the year 2008 was especially harsh for investors. The
harshness includes the following examples. Home foreclosures in 2008 were up 81% from 2007
levels (Christie 2009). The Dow-Jones Industrial Average retreated 46.7% from its all time
closing high of 14,164 on October 9, 2007 to a closing low of 7,552 on November 20, 2008.
According to the Bureau of Labor Statistics (2009), the nation’s unemployment rate jumped
from 4.9% in January to 7.2% in December, 2008 and the number of Americans filing for first-
time unemployment benefits rose to a 26-year high for the weekending December 20, 2008. The
Federal Reserve Bank reduced federal funds rate to a record low near zero percent in December
2008. Designed to stimulate the economy, it arguably did not facilitate consumers’ confidence.
The Consumer Confidence Index fell to a record low of 38 in December 2008 from a high of
83.7 in January 2007 (Conference Board 2009). The Wall Street Journal reported that the stock
value evaporation rocked the confidence of millions of Americans who manage their own
retirement savings through 401(k) plans (Laise 2009). The Committee of Labor and Pensions of
the U. S. House of Representatives held a hearing to explore the impact of the financial crisis on
retirement accounts. Congressman Miller (2008) suggested that the Committee would examine
different measures that may be needed to ensure a safe and secure retirement for workers,
retirees and their families.

LITERATURE REVIEW

A Deloitte study (2008) found many employees are confused about how to allocate their 401(Kk)
investments; therefore, an interesting research question is how do 401(k) participants allocate
their contributions to different mutual funds in their 401(k) plans. Benartzi and Thaler (2001)
assert that participants most likely allocate their contributions equally among the funds offered
in a plan, which is described as a naive 1/n diversification hypothesis. Huberman and Jiang
(2006) examine six hundred 401(K) plans and found that participants allocated their contribution
evenly over the selected mutual funds, which limited the availability in the plan to only two to
five funds out of numerous selections. Elton, Gruber, and Blake (2005) found equal installment
allocations in contribution do not necessarily lead to better portfolio performance. Liang and
Weisbenner (2002) conclude that many participants apply the “1/n” diversification rules while
investing in their company stocks, where n is the total number of investment options.

Agnew, Balduzzi, and Sundén (2003) found 401(k) participants have the following
characteristics: equity allocation is around zero and 100 percent, a strongly bimodal distribution;
participants re-balance their portfolios infrequently; and if given a choice, they would maintain
their default asset allocations. Agnew and Balduzzi (2006) found that 401(k) investors change
their equity and fixed income investment allocations largely based on one-day market news, and
rebalances are infrequent. The authors also found that both transfers and returns respond
strongly to news on changes in the Federal Funds rate, but returns to transfers of funds from one
to another are mostly insignificant. Finally, the authors found asset returns correlate significantly
with transfers.

In an international-focused study, Karlsson, Massa and Simonov (2007) concluded that

participants in the Swedish pension system do not treat retirement accounts as close substitute of
regular taxable equity holdings and availability of mutual fund selections induced investors to
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participate in the stock market. Morrin et al. (2008) found that less financial competent 401(k)
investors may be subject to a menu effect of a plan and unknowingly take on more risks in asset
allocations, while there is no risk impact on the allocation strategies for those investors who are
more financial knowledgeable. Dolvin and Templeton (2006) assert that 401(K) investors
increase portfolio diversifications and improve risk management after attending financial
education seminars.

There is a large body of literature examining investors’ risk taking behaviors. Kahneman and
Tversky (1979) assert that investors are more sensitive to losses than gains in reference to a
given reference point. Investors are willing to take additional risks following losses to get back
to equilibrium, but become risk adverse following gains. Massa and Simonov (2003) report of
investors bias to risk taking when they have previous overall gains in the financial market, while
previous losses reduce their risk taking and forces investors to consider total gains/losses in their
overall wealth, including financial and real estate wealth. In addition, the authors found that
investors’ stock choices are mostly influenced by the availability of information. Odean (1998)
suggests that investors choose to sell their winners, but hold on to their losers when it comes to
stock dispositions likely hoping that eventually gains may be realized. Barberis and Huang
(2001) posit that investors use mental accounting to categorize investments into gains and losses,
but tend to react separately to gains and losses from different stocks. Gomes (2003) posits that
loss-averse investors refrain from having stocks in their portfolios unless the equity premium
expectation is quite high. Bernartzi and Thaler (1995) hypothesize that investors find risky
investments more attractive over a longer period of time. Built on that theory, Gneezy and
Potters (1997) report that the average level of investments in risky assets is lower if more
frequently returns on investments are evaluated. Benartzi and Thaler (1999) found that investors
allocate higher proportion of retirement savings to riskier equity investments with the
understanding that equity investments have historically higher return than bonds. Valenti (2007)
found women are less likely to contribute less from their current incomes to retirement plan.
Gysler, Kruse and Schubert (2002) found that gender differences in risk attitude reduce after an
increase in knowledge in a financial decision making.

METHODOLOGY OF THE EXPLORATORY STUDY

It should be noted in considering methodology for this preliminary study that most 401(k)
research is done on an aggregate plan level examining data of numerous participants in different
plans across various industries over a period of time. Brown, Liang, and Weisbenner (2007)
posit that plan level data illustrates how investment structure influences portfolio behavior while
worker level data can better explain investor’s individual behavior rather than plan level data.
Similarly, Elton, Gruber, and Blake (2005) assert that their plan level data can provide robust
information on aggregate participant behavior since the data are gathered from 43 plans with
various performances over 289 plan years. But, these data cannot explain the behavior of
individual participants. This exploratory study employed a case approach to focus on worker
data in one plan at one firm (a small computer manufacturing company) to gain insight to the
behavior of individual participants. The authors plan to move forward from this small
exploratory case-study sample to a larger study across larger firms in different industries

A small computer manufacturing company’s 401(k) plan 2008 annual data were used in this
study. The company has less than 200 full-time employees and 64 of them participated in the
plan. The plan assets were about $1.7 million at the end of 2008. The Plan is a defined
contribution plan covering all full-time employees of the company who have three months of
service with no age limit. However, it is subject to the provisions of the Employee Retirement
Income Security Act of 1974 (ERISA). The plan permits catch-up contributions effective
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January 1, 2007. All Employees who are eligible to make elective deferrals under this plan and
those of age 50 are eligible to make Catch-up Contributions in accordance with, and subject to
the limitations of, Section 414(v) of the Treasury Code. The annual compensation of each
participant taken into account in determining allocations for the plan year 2008 shall not exceed
$230,000. Participants directly invested their contributions into various investment options
offered by the Plan. The Plan currently offers participants forty-two mutual fund investment
options. There is no company contribution requirement in the plan.

Participants may borrow from their fund accounts up to a maximum equal to the lesser of
$50,000 or 50% of their account balance. The loans are secured by the balance in the
participant’s account and bear interest, determined quarterly by the Plan Administrator, at 8.25%
for the year 2008. Principal and interest is paid through monthly payroll deductions. On
termination of service due to death, disability or retirement, a participant may elect to receive
either a lump-sum amount equal to the value of the participant’s vested interest in his or her
account or receive annual installments over a ten-year period. For termination of service due to
other reasons, a participant may receive the value of the vested interest in his or her account as a
lump-sum distribution.

ANALYSIS OF THE SUBJECT FIRM’S PLAN

There were 64 participants with an average age of 49 in the plan during the period of the study.
The average contribution rate per pay period was $449. The total plan value in the beginning of
2008 was $2,012,313 and the balance increased by contribution of $324,333 from 36 employees.
There were 30 employees who made contributions to the plan in 2007. The highest employee
annual contribution was $21,615 and the lowest was $675. The plan account value was reduced
by withdrawals amounted to $90,494 by six employees. Four of them rolled over their account
balances to retirement accounts in other financial institutions, one withdrawal was under
hardship provision of the plan and another withdrawal was under the minimum distribution
respectively. The plan’s account balance was further reduced by a reported investment loss of
$529,325 and plan fees of $635. The ending value of the plan was $1,716,821. The largest
account balance was $154,536, while the smallest account balance was $352. A total of 31
employees contributed $65,175 to the retirement plan in the last quarter of 2008, which was less
than the 35 employees who contributed $258,397 in the first three quarters of the year averaging
$86,132 per quarter. There was one employee who started contribution while five employees
ceased contributions in the last quarter of 2008. In further analysis of participant information,
two of the employees who ceased contributions in the last quarter of 2008 had reached their
contribution limit of $20,500.

The average 2008 investment loss percent in the plan was about 28% based on average balances
of 2007 and 2008, while there was a plan loss of 15% of its absolute asset value over 2007.
These figures can be quite misleading; the loss is actually more due to the fact the plan value
was increased by 2008 contributions, but reduced by withdrawals. The average percentage of
loss was much lower than the expected market loss of over 40%.

There were a total of only 10 participant transfers in the year. Seven of the transfers were from
equity and bonds funds to money market funds, which yielded a year-to-date 2.43% rate per
trustee document. It is interesting to note that only two workers rebalanced a substantial value
of their assets from riskier assets into conservative assets. The remaining five workers
transferred a smaller portion of the assets into money market funds. Two workers actually
rebalanced within equity risky assets: Mid Cap and Appreciation funds respectively. However,
in further review of the seven workers who rebalanced their plan assets, the result was
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astonishing- six out of the seven workers had almost 100% of their plan assets in money market
funds after the re-allocation of assets.

All but one worker who rebalanced assets from riskier assets to money market funds already had
a substantial holding in conservative assets. Therefore, these risk-averse workers became even
more conservative due to the recession. All seven workers contributed consistently into the
401(k) retirement plan during the year and the new portfolio mix reduced the overall loss
percentage. On the other hand, the workers who had riskier assets at the beginning of the year,
but chose not to rebalance their portfolios to reduce risk exposures, did not react to the recession.
They had a higher risk tolerant level and were willing to stay put during the bad time. In fact, the
workers who experienced investment loss percentage exceeding 30% in 2008 did not even
rebalance their plan assets to reduce their risks. Only one participant rebalanced every quarter
and four participants transferred twice during the year.

A total of 33 participants made contributions to the plan in the last quarter of 2008 compared to
31 participants in the third quarter. Three workers stopped contributions in total amount of
$10,347; five had reduced their contributions in amount of $10,486; one new participant
contributed $7,953; and 26 participants actually increased their contributions by $8,708 during
the recessionary fourth quarter period. Therefore, total contributions in the fourth quarter 2008
were lower than the third quarter by $4,382. It is interesting to note that all 33 participants
changed their contribution amounts from the 3rd quarter.

Excluding one new contribution and three withdrawals in the 4th quarter, twelve participants
changed their 4th quarter contributions to another assets distribution from the 3rd quarter of
2008. As expected, nine participants re-allocated their 4th quarter contribution to money market
funds and bonds, but a similar number of participants also re-allocated their 4th quarter
contributions into more risky funds such as Growth and Mid-Cap funds. It is interesting to note
that one participant changed his contribution from a domestic growth fund in the third quarter to
a European growth fund. Only international growth funds experienced a net loss of contribution
from the third quarter.

DISCUSSION

Participants did not rush into shifting their plan assets to more conservative ones during a
contracting economy. However, the participants who had an existing high level of conservative
assets sold most of their riskier assets to become even more conservative, thereby their 2008
investment loss percentage was much lower than the risk-taking participants due to these
conservative holdings. On the other hand, the participants who invested in riskier equity assets
tended to invest more into equity assets which increased their percentage of investment loss
during the collapse of stock market. This might suggest that the participants still had confidence
in the historical higher return of the equity market and wanted to gain back the lost ground by
investing more in the equity market. Consistent with prior research, Kumar (2007) found
diversification choices of individual investors influence stock returns. Therefore, higher risk-
tolerant participants should carefully review their asset allocations and reduce their risk exposures
during the recession. On the same token, conservative participants missed the opportunity to
invest into lower priced equity funds during the fall in prices of the equity market to help
maintain a well-diversified portfolio.

This study found that the risk-taking participants tended not to react to economic reality, but

rather on their individual expectation. Consistent with Agnew and Balduzzi (2006), this study
found participants rebalanced infrequently. Such a buy-and-forget investment strategy might not
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have a great impact on performance during a normal year, but is problematic during a financial
crisis. All participants should monitor their account activities often due to rapid changes in the
capital market and make adjustment accordingly. Lauricella and Lobb (2009) reported that
investors are frustrated with the downward spiral of stock values and have no idea what to do
with their portfolios. Their desperation has escalated to the point that some investors don’t want
to open their 401(Kk) statement envelopes so as not to find out how much they have lost. Arguably
such denial behavior is risky because it is the worst time for investors to put their heads in the
sand hoping everything will be better. Likely, such will not be the case. Rather, a recession is the
time for action by investors to reduce their risks exposure. For example, if a participant has a high
percentage of current contribution to equity funds and also has a high level of equity balance, the
participant should consider adjusting her/his current contribution allocation more to money
market/bond funds to reduce additional exposure in the equity market. On the other hand, a
financial crisis might be an opportune time for conservative investors to adjust their contribution
allocation more towards equity funds and take advantage of the record low equity prices to
diversify their portfolios. Of course, this is done according to their expected retirement age and
overall asset allocation.

Consistent with prior research, this study found that the participants practiced the naive 1/n
investment allocation method. Most participants had selections between one to five mutual funds
despite the availability of 42 mutual fund options. Low cost Index Funds not available to the
participants merit attention. Plan administrators should monitor plan structure to make low cost
Index Funds available to employees. Similar types of funds from various institutions do not
necessarily offer more choices. The 401(k) Fair Disclosure for Retirement Security Act of 2008
(H.R. 3185), requires all 401(k) plans to include at least one low cost index fund as an option for
participants. The effective date is one year from the date of enactment, April 16, 2008. It will be
interesting to see if this legislation helps participants to increase return while minimizing risk.

An interesting observation from the research was participants continued to contribute to their
future retirements during a contracting economy and, in fact, some participants increased their
fourth quarter contributions from the third quarter. This suggests that participants develop their
own expectations of the market and may not be affected by the adverse economic news. One
possible explanation is that the investors expect historically that high equity performance levels
will return and losses have not reached their reference points as suggested by Kahneman and
Tversky (1979). It will be interesting to see whether or not investors' habits change when a
financial crisis worsens and lasts over a significant length of time. During the period of this study,
only one participant withdrew the assets based on the hardship provision of the plan. That one
withdrawal was much lower than the 9% increase in hardship withdrawals during 2006 to 2007
reported by The Vanguard Group. It is comforting to know only one person out of the plan’s
sixty-four participants invoked the hardship provision of the plan.

RESEARCH PROPOSITIONS
Loss adverse investors are more sensitive to losses based on new information and tend to sell
winners to protect their gain (Kahneman and Tversky 1979; Odean 1998). That is, investors likely
rebalance their holdings from riskier equities to bonds/cash funds when the economy is nearing a
recession. Therefore, several propositions for future research are posited from this exploratory
study. These propositions will develop to form hypotheses for future larger sample studies:
P1 There will be more participant transfer-outs from riskier equity funds into bonds/cash
mutual funds in during a recessionary period (e.g., the 4™ quarter of 2008).
P2 Individual contributions to retirement plans will be less in the 4™ quarter of a
recessionary year (e.g., 2008) than the same quarter of the previous non-recessionary year
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(e.g., 2007).

P3 More new contributions will be invested in bonds/cash mutual funds during the last
quarter of a recessionary year (e.g., 2008) than the same quarter of the previous non-
recessionary year (e.g., 2007).

CONCLUSION

In analyzing the data from a small computer manufacturing company, this study found that,
during an economic crisis, conservative participants moved more of their assets into money
market funds, while more aggressive participants continued to contribute into riskier equity funds.
This finding implies that a period of economic recession did not appear to affect participants’
confidence in their contributions to their 401(k) plans. Most participants did not diversify and
maintained their investment habits. Of course, this finding is limited by the sampling units in this
one-firm exploratory study and presents a caveat that the present study has low external validity.
The authors plan to expand the study to the employees of other firms in different industries
thereby increasing the sample size and concomitant external validity so as to enable greater
generalization of the results. One conclusion that we venture is that conservative participants
should consider diversification of their asset holdings.

The purpose of the study was to better understanding of 401(k) investors’ behaviors during a
period of economic contraction. Companies and retirement plan institutions should educate
participants about the importance of retirement fund diversification during a contracting market.
Further research is needed to track plan participants’ investing behavior and their reactions to
financial return volatility over a longer period of time during recession. Future studies will
examine the factors of salary, age, financial returns, culture, and tenure relationship on 401(k)
investment behavior in samples from other firms in different industries.
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ABSTRACT

The mission statement has existed for well over thirty years as one of the primary tools of
strategic planning. Peter Drucker argued in the early 1970’s that a clear definition of a firm’s
mission and purpose is essential for the organization to establish realistic business objectives. In
recent years, virtually all large corporations have included a mission or core values statement on
their websites. These critical communications provide interested stakeholders with information
on the firm’s priorities, strategies, and plans. This paper reviews the development and
modifications made to typical mission statements. In particular, the stakeholders, goals, and
objectives mentioned in current mission statements are analyzed.

INTRODUCTION

Peter Drucker recognized the importance of developing a mission statement in many of his early
publications. He felt that defining the mission of the company was the foundation for establishing
plans, priorities, and strategies (Drucker, 1974). Drucker believed that “structure follows
strategy” and “strategy determines the key activities of the firm” (Drucker, p.75). He also felt that
firms must know “what their business is and what it should be” in order to determine appropriate
business strategy. Finally, Drucker thought that answering the “what is our business” question
could be difficult, and the answer was rarely obvious (Drucker, p.77).

Many authors are in agreement that a mission statement should communicate two things about an
organization: “who it is and what it does” (Falsey, 1989; Bart, 2000; Collins & Porras, 1991,
David, 1989). This statement is critical to communicate an accurate impression to both internal
and external stakeholders concerning the reason for a firm’s existence. According the Morphew
& Hartley, it has been over 30 years since “a furor over mission statements swept over corporate
America” (Morphew & Hartley, 2006). During the mid-1970s, the mission statement made its
appearance on a widespread basis. Prior to this date, a limited number of firms recognized the
importance of developing such a communication.

Fred David argues that a mission statement is a declaration of an organization’s “reason for
being” (David, 2009). A clear mission statement is necessary for the firm to effectively establish
objectives and formulate long-term strategies. David also states that every organization has a
reason for being and any organization that fails to develop a comprehensive and inspiring mission
statement loses the opportunity to present itself favorably to existing and potential stakeholders.
According to David, a good mission statement reveals an organization’s customers, products or
services, markets, technology, concern for survival, growth, profitability, philosophy, self-
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concept, concern for public image, and concern for employees. These factors, he believes, serve
as a practical framework for evaluating and writing mission statements.

Vern McGinnis believes that a good mission statement must accomplish a number of important
objectives (McGinnis, 1981). First, the statement must define what the organization is and what it
expects to be in the future. Next, the mission must distinguish the organization from all others. In
addition, it must be limited enough to exclude some ventures but broad enough to allow for
creative growth. The mission statement must also serve as a framework for evaluating both
current and prospective activities. Finally, it must be stated in terms that are clear enough to be
understood throughout the entire organization. This certainly shows that much is expected from
one short communication that affects both internal and external stakeholders.

Abrahams agrees with McGinnis in that a mission statement should communicate a number of
important facts such as its nature and reason for being; how it plans to get there; what its
priorities, values and beliefs are; and how it is distinctive (Abrahams, 1995). Other authors
including Bartkus, Glassman, and McAfee believe that the mission statement should have a much
narrower focus (Bartkus, Glassman, & McAfee, 2000). They argue that the mission statement is
solely a communications tool. In addition, these authors argue that most firms would be better off
if they narrowed the purpose of the mission statement to that of “realistically communicating
product and market objectives to stakeholders” (Bartkus, Glassman, & McAfee, 29). Other
authors including Ireland & Hitt agree with Bartkus, et. al. as they also feel that overextending the
scope of the mission statement is a mistake for most organizations (Ireland & Hitt, 1992).

In recent years, mission statements can be found on many company websites. In a previous 2006
study by Jones, Little and Lovett, the authors found that only 327 or 65% of the Fortune 500
companies included a mission statement on their website (Jones, Little, and Lovett, 2006). The
mission statements were located on the website predominantly (60%) under the “About the
Company” caption. The remaining 40% of the firms listed the mission statement under other
corporate information, investor relations, or elsewhere on the site. In many cases the mission
statement was not readily accessible by an interested party without a significant amount of
searching. The following section of this paper provides early examples of mission statements.

EARLY MISSION STATEMENT EXAMPLES
Graham and Havlick published a book that they assert to be the first and largest compilation of
mission statements (Graham & Havlick, 1994). The text includes 622 mission statement examples
from the United States and Canada. The examples encompass a period of over 100 years. The
authors state that of the 622 statements no two “follow the same exact format, formula, or
pattern” (Graham & Havlick, 3). One of the first brief definitions of a mission statement was
written by John A. Pearce Il (Pierce, 1982). He defined a mission statement as:
The company mission statement is a broadly defined but enduring statement of purpose
that distinguishes a business from other firms of its type but identifies the scope of its
operations in product and market terms. Not only does the company mission statement
embody strategic decision makers’ business philosophy, but it also reveals the image the
company seeks to project, reflects the firm’s self-concept, and indicates the principal
product or service areas and the primary customer needs the company will attempt to
satisfy. In short, the company mission statement describes the firm’s product, market, and
technology in a way that reflects the values and priorities of the strategic decision makers
(Pierce, 4).
This early definition provides an excellent summary of what an organization should include in
this especially important communication to stakeholders. Examples of early mission statements
are presented in the following paragraphs.
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One of the earliest mission statements included in the Graham & Havlick text was written by the
executives of Northwestern Mutual Life Insurance Company in 1888 (Graham & Havlick, 379).
The ambition of the Northwestern has been less to be large than to be safe: its aid is to
rank first in benefits to policyholders rather than first in size. Valuing quality above
quantity, it has preferred to secure its business under certain salutary restrictions and
limitations rather than to write a much larger business at the possible sacrifice of those
valuable points which have made The Northwestern pre-eminently the policyholder’s
company.
This is an excellent example of an early mission statement that stresses the importance of
customer satisfaction. Northwestern realized that it was more important to provide customer
benefits than become a huge organization. The company did not want to become so large that
they could not provide “personalized” service to their customers. This indeed is an example of the
marketing concept that stresses that “customers should come first.”

Eaton Corporation, an auto parts and related equipment company, issued a very brief mission

statement in 1911 (Graham & Havlick, 202). J.O. Eaton, the owner, wrote the following:
Eaton’s mission is: “Producing the highest quality products at costs which make them
economically practical in the most competitively priced markets.”

Many current mission statements also emphasize the importance of producing a quality product

that can be priced to satisfy the mass markets. This short mission statement did not specifically

mention any primary stakeholders such as customers or employees.

Dime Savings Bank of New York issued a mission statement somewhat similar to Northwestern
Insurance in that customers were the primary emphasis (Graham & Havlick, 185). Dime Savings
Bank’s concise mission statement was:
The secret of our growth lies in the fact that we have not tried to please ourselves, but to
please our customers. There is no chilly formality here, but friendliness, courtesy, and an
obliging spirit.
Dime, like Northwestern, realized that long-term profits are the result of satisfying customers.
This requires an attitude that is friendly and courteous.

Rand, formerly The Rand Corporation, introduced a concise mission statement in 1948 that
stressed the importance of public service (Graham & Havlick, 412). Their one sentence mission
was:
To further and promote scientific, educational, and charitable purposes, all for the public
welfare and security of the United States of America.
Rand, a consulting company, realized that one important goal was to maintain the welfare and
security of the U.S. by providing a quality service. This goal is now especially relevant since the
terrorist attacks of 2001.

Leo Burnett, the advertising giant, issued a mission statement in 1955 that, like Eaton
Corporation above, stressed the importance of a quality product or service (Graham & Havlick,
310). Burnett’s mission read as follows:
The mission of Leo Burnett Company is to create superior advertising. In Leo’s words:
“Our primary function in life is to produce the best advertising in the world, bar none.
This is advertising so interrupting, so daring, so fresh, so engaging, so human, so
believable and so well-focused as to themes and ideas that, at one and the same time, it
builds a quality reputation for the long haul as it produces sales for the immediate
present.”
Leo Burnett realized that a quality product would produce profitable operations in both the short
and long run. The importance of being the best in the industry is apparent in this statement.
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Armstrong World Industries, Inc., a large carpet, tile, and building supplies company, published
their mission statement in the form of core beliefs or core values. This is common in many
current mission statements in an effort for the firm to communicate all their identified goals and
objectives (Graham & Havlick, 72). Armstrong’s mission in the form of operating principles is:

Armstrong’s four Operating Principles go back to the company’s very beginnings in

1860. We believe that our adherence to these principles is a central reason for the success

we have attained. They have stood through successions of management and with tens of

thousands of employees working in numerous core businesses during periods of stability

as well as those of dramatic change. The principles are as meaningful to Armstrong

people today as when they were first set down in writing. Operating Principles include:

1. To respect the dignity and inherent rights of the individual human being in all dealings

with people.

2. To maintain high moral and ethical standards and to reflect honesty, integrity,

reliability, and forthrightness in all relationships.

3. To reflect the tenets of good taste and common courtesy in all attitudes, words and

deeds.

4. To serve fairly and in proper balance the interests of all groups associated with the

business, customers, stockholders, employees, suppliers, community neighbors,

government, and the general public.

These Operating Principles overlay the workday experiences of all Armstrong employees

as they strive to increase the value of the company and in this way to enhance the market

price of its stock.
These core values or operating principles are certainly as relevant today as in 1960 when this
statement was issued. The emphasis on human dignity and moral and ethical standards is
consistent with recent legislation such as the Sarbanes Oxley Act of 2002. The prominence of
good taste and common courtesy are also timeless qualities. Finally, Armstrong’s fourth operating
principle lists all primary stakeholders.

These historical mission statement examples show that it was common to identify both related
stakeholders and goals and objectives of the company. Although the various mission statements
are in no way standardized, it continues to be common today for businesses to include both
stakeholders and goals in this critically important management communication. A study
conducted in 2008 determined that mission statements did not dramatically change in the last 20
years in their content components and rhetorical strategies used to create an identity or image
(Williams, 2008). The authors of this paper feel that overall this may be true but there are
significant changes that can be identified when mission statements from 2001 and 2008 are
compared.

A previous study, by the lead author of this paper, in 2001 reviewed the top Fortune 100 mission
statements analyzing their content (King, 2001). These mission statements were analyzed to
determine the stakeholders mentioned in the statements as well as any identified goals and
objectives of the company. It is the authors’ intent in this paper to compare the 2001 mission
statement content with the 2008 versions. The appendix of this paper includes a listing of mission
statements from the top 50 companies found in the 2008 Fortune 100 list. The following
comparison of 2001 and 2008 mission statements highlights any significant changes over this
seven year period in both stakeholders and goals and objectives identified by the firm.

REVIEW OF 2001 AND 2008 MISSION STATEMENTS

This study utilized the CNN Money website (money.cnn.com) to obtain a list of the top 2008
Fortune 50 companies. The same website was used in 2001 to identify the top Fortune 100
companies in that year. The company website was then examined to determine if a mission
statement existed on the site. If the mission statement was not available from the website, the
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authors emailed the company to locate the current version of the statement. A vast majority of the
firms in the Fortune listing provided a mission statement for the author’s analysis.

The appendix of this paper includes a listing of the top Fortune 50 company’s mission statements.
Only two firms (4%), Berkshire Hathaway and Lehman Brothers Holdings, did not provide a
mission or vision statement, a corporate credo, or a list of core values. The appendix includes the
other 48 company’s communication in the form of one of the previously mentioned
communications. In the previous 2001 study of the Fortune 100 firms, a total of 13 (13%)
companies did not have a mission statement available for public review (King, 2001). It appears
that most organizations in 2008 realized the importance of providing a thoughtfully developed
mission statement to all stakeholders. The following summarizes the mission statement content of
the 2008 Fortune top 50 firms.

Table 1

2008 Fortune Top 50 - Mission statements that included the following stakeholders or goals:
Customers 31 Quality 26

Employees 17 Global 17

Communities 15 Ethics 15

Stockholders 14 Environmental 8

Core Values 7 Leadership 7

Suppliers 5 Profits 6

Government/Laws 2 Technology 1

This summary shows that for the top 50 Fortune firms’ in 2008 customers and employees
continue to be the most mentioned stakeholders. Consistent with mission statements from many
years ago, business enterprises realize the importance of the “marketing concept.” The firms
emphasize that if the customers are not satisfied, the business can not possibly succeed.
Employees, communities, and stockholders are other significant stakeholders that are commonly
mentioned in current mission statements.

Considering the goals and objectives identified in 2008 mission statements, the importance of
producing and selling a quality product was most commonly included. This is consistent with the
historical statements from many years ago presented earlier in this paper (see Eaton Corporation
and Leo Burnett above).The next two most common goals included in the mission statements are
an emphasis on global operations and the importance of ethical behavior.

The following Table 2 summary, presented in percentage format, compares the 2001 and 2008
mission statements based on both stakeholders and goals included in the communication.

Table 2

Percentages of Mission Statements Containing the Following Stakeholders & Goals:
Stakeholder 2001 Statements 2008 Statements
Communities 6% 30%

Competitors 9% 0%

Customers 61% 62%

Employees 21% 34%
Government/Law 2% 4%

Stockholder 34% 28%

Suppliers 6% 10%
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Goal/Objective

Core Values 25% 14%
Environmental 9% 16%
Ethics 3% 30%
Global 15% 34%
Leadership 17% 14%
Profits 6% 12%
Quality/Value 25% 52%
Technology 14% 2%

One of the significant trends from 2001 to 2008 appears to be the emphasis on the idea of
“communities” in the mission statements of the largest firms. In 2000, only 6% of mission
statements included the concept of communities. Only seven years later, 30% of the top
businesses have chosen to include this term. Examples of the “communities” concept found in the
2008 mission statements include:

e Chevron: Our Company’s foundation is built on our Values, which distinguish us and guide
our actions. We conduct our business in a socially responsible and ethical manner. We
respect the law, support universal human rights, protect the environment, and benefit the
communities where we work.

e Valero Energy: Commitment to our Communities - We are committed to taking a
leadership role in the communities in which we live and work by providing company
support and encouraging employee involvement.

e Cardinal Health: We consider the highest standards of personal and professional ethics as
the cornerstone of trust among our customers and ourselves; We deliver on the
commitments we make; We recognize our obligation to the communities where we live and
work; We hold ourselves accountable not only for what we achieve but how we achieve it.

Another trend apparent in the comparison of the 2001 and 2008 mission statements is the increase
in the percentage of firms that emphasize ethical and honest behavior. This is logical given recent
legislation such as the Sarbanes-Oxley Act which emphasizes ethical behavior and the reduction
of fraudulent acts. The percentage of firms identifying ethical behavior increase ten-fold from 3%
in 2001 to 30% in 2008. The authors expect this trend to continue as ethical and honest business
behavior increases in importance.
Examples of the importance of ethical behavior in 2008 mission statements include:
¢ Exxon Mobil: Ts committed to being the world’s premier petroleum and petrochemical
company. To that end, we must continuously achieve superior financial and operating
results while adhering to the highest standards of business conduct.
e Chevron: See above with communities.
e AT&T: We operate with unyielding integrity, obeying all laws and adhering to a stringent
code of business conduct. We will not tolerate unethical business conduct by our team
members.
e General Electric: Always With Unyielding Integrity.

This ethical theme is consistent with the mission of Armstrong World Industries, Inc.
presented earlier. Their mission statement from 1960 stressed the need “to maintain high
moral and ethical standards and to reflect honesty, integrity, reliability, and forthrightness
in all relationships.” The authors believe that all business firms must continue to improve
their “corporate climate” in an effort to maintain the highest level of ethical behavior.

ASBBS E Journal, Vol. 6, No.1, 2010 76




King, Case Mission Statement- A Communication Tool

Other observations in the comparison of 2001 and 2008 mission statements include the
fact that firms continue to emphasize product quality and value. In 2001, 25% of the
largest firms included this in their mission statements and by 2008 that percentage had
increased to 52%. Marketing campaigns emphasize that “quality counts” and our firm
maintains the highest quality standards. Emphasis on the development and maintenance
of global operations is also apparent as 34% of 2008 mission statements included this
concept compared to only 15% in the 2001 statements. Statements of concern for the
environment in the statements also increased during this seven year period.
Environmental statements increased from 9% in 2001 to 16% in 2008. This is consistent
with various media advertising stressing that firms are developing a greater interest in
protecting the global environment.

The largest percentage of either stakeholders or goals/objectives identified in modern
mission statements continues to be “marketing concept” related. Large corporations
realize that they must satisfy customer needs and wants both in the short and long run in
order to be truly successful. Customers were named in 61% of mission statements in
2001 and 62% in 2008. Except for the goal of providing a quality product at a good
value, which was included in 52% of 2008 statements, there were no other stakeholders
or goals that were mentioned in more that 34% of the statements. In summary, producing
a quality product or service, at a value price, to satisfy the firm’s customers was the most
common theme in 2008 mission statements.

SUMMARY

There is little doubt that the mission statement is critically important for any large company.
According to Pearce and David, the mission statement “may be the most visible and public part of
a strategic plan (Pearce & David, 1987). It is apparent that mission statements are constantly
evolving. In recent years, the emphasis on global operations, concern for customers, care of the
environment, and the attempt to produce a quality product or service at a value price had been
communicated in the large firm’s mission statements. It will be interesting in future years to
observe which stakeholders and goals/objectives increase and diminish in importance as reported
in this vitally important business communication. Mission statements will continue to evolve as
organizations and the environment in which they exist continue to undergo change.

Due to length restrictions, the Appendix containing the 2008 Fortune top fifty firm’s mission
statements is not included.
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Abstract

International studies and a study abroad are options that are offered by most colleges and
universities in the academic arena. These programs allow students to consider courses at locations
around the world, by semester, summer programs, or mini semesters. International studies is one
of the most effective ways to develop universal perspectives and promote global understanding,
yet at many colleges and universities, too few students participate in these programs. Recognition
of the added value of the international studies experience is not always acknowledged by the
institution or perspective employers upon a participants return to their home campus. Robert
Morris University is conducting a pre- and post survey of its specific international studies
program for hospitality students in an attempt to evaluate its effectiveness in developing an
engaged learner with a heightened awareness of the current international landscape. By using a
study abroad model as a planning tool, participation in the Cultural Geography course constituted
a vehicle for connecting pedagogical research, redesigning curriculum development, and creating
new and different student engaged experiences.

Introduction

International programs provide an undeniably valuable curricular activity while at the same time
fostering a wider variety of extra-curricular activities. The curricular activities provide students
with the opportunity to further their college course work with diverse offerings. At Robert Morris
University students in the hospitality program can participate in a course (Cultural Geography)
which is aimed at making the most of their study abroad time. The overarching program at Robert
Morris University is intended to advance and expand students’ knowledge and understanding of
different cultures throughout the world. Robert Morris University offers international study
programs in Australia, Chile, England, France, Germany, Italy, Norway, Switzerland, Monaco,
India, Japan, Mexico, Chile, Honduras, Africa, and many other countries. The purpose of the
hospitality international studies program is to assist students in learning in five areas. The
program helps students gain a deeper understanding of hospitality in a global environment,
enables students to understand the interaction of different cultures in the workplace environment,
helps to expand their knowledge and thought processes by finding different ways to problem
solve while developing new attitudes about different cultures, helps with the integration of the
cultural experiences they obtain with their existing schema, and the ability to communicate in a
global environment. It provides the students with the opportunity to participate in international
internships, an impressive asset in today's mobile marketplace, provides students with the
opportunity to learn what it really means to be an “American”, students will become part of the
elite 4% of undergraduates were participated in international programs. All of these skill sets are
important to hospitality students because these experiences create a well-rounded person who is
able to apply their diverse experiences in the workplace when they have completed a degree
program.
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In a more general sense there are many non hospitality related advantages to overseas travel.
According to IES Abroad, students gain academically, culturally, and personally. Study abroad
impacts students academically in the following ways; there is an impact on future educational
endeavors, foreign language study and increased interest in more academic studies. Students were
impacted culturally because study abroad helped them understand cultural values, mores and
biases. It also helped them seek out a greater diversity of friends. Study abroad helped students
personally and with their careers by helping them to obtain a specific skill set, increasing their
maturity and self confidence while impacting their world view.

The hospitality and tourism's international program makes students well-rounded individuals
especially in the world of business. With more companies beginning to outsource, students need
to be more cultural diversified, and meet the companies’ needs, wants and desires. Studying
abroad will provide the student with first-hand experiences in foreign business settings and allow
them to incorporate these lessons for their fellow collegians at Robert Morris University. A study
abroad model was created to design and fulfill a new and innovative faculty led program. The
following model helped guide the students and instructor through the different segments of the
study abroad experience.

International Studies Program Engagement Model

Student Engaged
Learning

Robert Morris

University
Student

Survey

Cultural
Hospitality
An International
Studies
Course

Educational CEPA Europe’s

Outcomes Role

Robert Morris University’s International Studies Program

Our program combines the best of worlds, an immersion experience at a host university with
extensive global, regional, local travel and intercultural experiences, and specific academics in a
traditional classroom. We know of no other international programs that combine traditional
classroom experiences, and contact hours, with the amount of international travel our program
contain. We scheduled the travel components of our program to enhance the academic and
personal experiences of the students without disrupting the traditional classroom work. For the
student who wants to get the most out of their summer experience, our program is ideal. The
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director of the Hospitality and Tourism program at Robert Morris University (RMU) believes that
international studies provide an important component to the overall education of hospitality
students. Students from the Hospitality and Tourism program at RMU have gone on to work in
Nassau, Bahamas, St. Thomas, Virgin Islands, Costa Rica, Brazil, Russia, Germany, Japan and
Australia. Because of the importance of such a program Robert Morris University is currently
attempting to establish a scholarship fund for the hospitality students who wish to participate in
the international program. Once the fund is in place every hospitality student who participates in
the international program will receive a scholarship that covers $1,000.00 of the cost of the
program. In addition there are other sources for scholarships for study abroad programs such as
the TES study a broad’s $1.1 million in merit award scholarships.

Cultural Hospitality an International Studies Course

This course is an introductory survey of world travel destinations, including an exploration of the
cultures, customs, habits, festivals, languages, religions and historic sites of other countries as
they relate to the tourism industry. Included in this course is an in-depth examination of the social
psychology of leisure. This course will focus on the study of hospitality, food, language and
intercultural communications to examine how these educational components bring together all
human beings in one form or another. The consumption of food is both personal and communal.
The Language of hospitality and food consumption reflects and shapes all cultures in regards to
general meaning and cultural adaptation. We identify a culture through the words and meanings
of food and the dispersion of meals. Hospitality and food, moreover, have a good claim to be
considered one the world’s most important cultural subjects. Hospitality and food is what matters
most to most people for most of the time in every culture. This course will also emphasize
research in and application of the historical and cultural aspects of food. As such, the course will
provide a vehicle wherein the preparation and presentation of an authentic experience is
representative of a particular culture, region and time. By the end of the course, the student will
be able to provide a framework for viewing cross-cultural experiences. The course allowed for
the student to engage on various concepts and ideas in regard to intercultural communication
(theoretically & experientially). The course engaged each student in reflective learning in-order to
share personal experiences in dining in regards to cultural adaptation. The assignments provided
students an opportunity to discover how food and intercultural communication work together to
offer rhetorical engagement with community and the meal. Each student developed a definition of
the determinants of cuisine and the effect of cuisine upon history. Each student had critical
exposure in the preparation, service and evaluation of foods from various historical periods and
geographical areas. The course examined how the distribution of population changed from one
culture to the next and how tourism activities changed from one country to the next. A total
geographic overview of the world and each major geographic region provided insights about the
geographic character of specific regions to show how they establish settings for tourism. The
class learned to move effectively and appropriately through a wide range of trans-cultural
situations by combining ethics, cultural-specific knowledge with mindful listening and
communication skills. The internet and/or other technologies were used strength student
knowledge.

Student Engaged Learning

At the end of the course each student had some form of student engagement in the following
areas. Each student sharpened their interpersonal and technical skills needed to visit an
international commercially oriented food service operation. Students developed an understanding
to the components of the dining experience from an international perspective and increased
awareness and continued to develop a critical ability to evaluate the dining experience. Each
student explored cultural diversity and ethical requirements in menu and world tourism
development. Students outlined possibilities for identifying a customer base by using on- line
tracking systems and menu analysis. Each student formulated a public relations piece that uses
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international recipes dining and international experiences to create a culturally diverse reflection
essay and power point presentation that can be presented to future students.

CEPA Europe’s Role

CEPA Europe customized educational programs abroad is a provider of quality study abroad
programs in Europe. This international travel consulting and educational program provider has
been a third party provider for the Robert Morris University Cultural Hospitality Course. Initially
when the course was developed the creation of site analysis and travel destination outcomes were
designed to meet the faculty led course objectives. CEPA read the course design and made to fit
destinations and events that met the overall course design. In sum the customization came to
development through the overall expected outcomes of the course. The trip itself lasted eleven
days and completed travel to three different countries, Germany Switzerland and France. Trip
itinerary is as follows.

Robert Morris University Geography and World Tourism Study Abroad Program in 2010 a
10 day study abroad program in Switzerland, France and Germany:

The study abroad package includes:

Day 1 >> Mon. May 10:

* Flight to Zurich, Switzerland (not included in the package price;

Optional: group flights can be arranged upon request)

Day 2 >> Tues. May 11: (Zurich - Freiburg - Strasbourg)

« Arrival at Zurich Airport

* Transfer by private bus from the airport to Strasbourg with a stop-over in Freiburg

» Guided walking tour of the university town of Freiburg to get a first impression of Europe

« Afterwards or before some free time for lunch at own expense (depends on flight)

* 2 nights in twin bedded rooms with shared bathrooms incl. breakfast

At the SIU Campus “Chéateau de Pourtalés” in Strasbourg, France

* Dinner at the Chéateau’s restaurant and Winstub “Le Jardin du Pourtalés”

Day 3 >> Wed. May 12: (Strasbourg)

* Breakfast at the Chateau

« Transfer by private bus during the day

 Guided walking tour of Strasbourg in the morning to get a first impression of the city

* Visit to the Kronenbourg brewery incl. beer tasting in the afternoon

* BBQ Dinner at the Chateau’s InteractionPark

Day 4 >> Thurs. May 13: (Strasbourg — Alsace - Engelberg)

Ascension - National holiday in France and Switzerland

* Breakfast at the Chateau

« Transfer by private bus during the day

* Guided tour of the Haut-Koenigsbourg Castle in the morning

« Drive along the Alsatian Wine route with a stop-over at an Alsatian winery (incl. wine tasting)
« 5 nights in twin bedded rooms with shared bathrooms incl. breakfast

At Hotel Europe in Engelberg

* Dinner at Hotel Europe

Day 5 >> Fri. May 14: (Engelberg - Lucerne)

* Breakfast at Hotel Europe

* Lecture by RMU professor at a classroom at Hotel Europe (10:00 am — 1:00 pm)

» Train ticket to Lucerne and return

» Guided tour of the Casino in Lucerne in the afternoon

Day 6 >> Sat. May 15: (Engelberg)

* Breakfast at Hotel Europe

« Visit to the cheese diary at Gerschnialp in the morning

* Lecture by RMU professor at a classroom at Hotel Europe (2:00 pm — 7:00 pm)

Day 7 >> Sun. May 16: (Engelberg - Lucerne)
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« Breakfast at Hotel Europe

* Train ticket to Lucerne and return

* Guided tour of the Convention Center Lucerne (KKL) in the morning

* Afterwards, free time to have dinner at own expense in Lucerne

« Late-evening return to Engelberg

Day 8 >> Mon. May 17: (Engelberg)

* Breakfast at Hotel Europe

* Guest lecture on “Marketing of Engelberg and Switzerland as a Tourist Destination”

By a speaker of the Engelberg Tourist Office in the morning

* Lecture by RMU professor at a classroom at Hotel Europe (12:00 pm — 1:00 pm)

* Guided tour of the Engelberg Monastery in afternoon

« Alplermaggronen Dinner at the cabin Fluehmatt in Engelberg to bid-farewell to Engelberg

Day 9 >> Tues. May 18: (Zurich)

* Breakfast at Hotel Europe

« Transfer by private bus during the day

* Guided tour of the 5-star Hotel Widder in the morning

« Afterwards, free time for sight seeing and last-minute shopping in Zurich...

« Farewell Dinner at a restaurant in Zurich in the evening

» Late check-in: 1 night in twin bedded rooms with private bathrooms

incl. breakfast at a 2-star hotel in Zurich

Day 10 >> Wed. May 19: (Zurich)

* Breakfast at the hotel

« Transfer by private bus to the airport

* Departure from Zurich Airport to the USA

Faculty Instruction and Educational outcomes

This course is designed to guide University students through a reflective European travel
experience. The evaluation of study was done by preparing, presenting, and reflecting a highly
developed form of literature know as the “Journal.” The Journal provides the student with
substantial practice in writing. It teaches the student the art of careful observation. It provides the
student with accurate reporting and engages the student in real time cross-cultural analysis. All of
these academic skills are to taught, learned and credited. In addition a study abroad experience
should provide some insight or passage into an experience that individuals are introduced to
regarding new and sometimes uncomfortable situations. Some people find new meaning and
direction in their lives. A study abroad experience will in many cases provide a life stage
awareness that can serve as a goal oriented progression. In student journal responses they will be
recording their observations of your life in the host culture. The program is designed so each
student will be experiencing and recording different events that engage their academic study,
living situation, and travel time. The faculty led program has been designed in a way that each
student will meet people from many walks of life. Each student will begin to know the richness,
variety, contradictions and complexities of the country and culture that has been chosen for study
abroad credit. As each student seeks to understand a host culture, they will also be reflecting
upon issues in their own life. In each student journal they may progress in areas that deal with the
meaning of beliefs, values, morals, ethics, and life choice direction. While serving and studying
in a new culture, each student will not just be an observer or academic tourist. Through each
course meeting and interaction with the people from the host culture each student will have a
lasting effect on others. Every student journal response should convey some of the following
information. A factual description of any event and its various meanings to those involved. A
comparison between a current event and past event, a reflection upon a personal experience or an
idea, cultural practice, or situation, a conversation reflecting the ideas and personalities of two or
more persons, or between two sides of yourself, a letter, note, or advertised item. Be honest, be
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specific, and be clear. But above all, enjoy the academic, enterprise of journal writing and
recording.

Robert Morris University Student profile Survey Results

In order to determine the program's effectiveness, we designed an evaluation instrument for
students to complete. From results obtained we have, implemented changes which students
requested or suggested. The result has been a stronger program and satisfied students. The
evaluation form is given to students on the same day of their final week in the states, and their
final week upon return from international travel. The survey is conducted online and the results
are tabulated by hospitality faculty. The multipage instrument includes questions on personal
background, the academic program, orientation and service at the host institution, and evaluation.
There is a comment section at the end of the Paris and post survey. The survey has three main
components, educational experience, social cultural experience, and individual development. Of
the 18 instruments distributed, 18 were returned, a response rate of 100%. All instruments
returned were usable for the study. Most of the participant are female, 21 years of age or older,
and between their junior and senior year in college. We did not attempt to identify student’s
social economic records, but there would seem to be a relationship with the level of Wolfowitz.
This is drawn out by our question on previous studies, travel and living abroad prior to entering
the program, 77% of the respondents have traveled outside the United States.

The purpose of the study was to determine whether or not the international studies program for
hospitality students was effective in enhancing students understanding of intercultural and global
issues. The study focused on the cultural geography course that took place in Germany,
Switzerland and France during the summer of 2009. The hospitality and tourism cultural
geography course had two distinct segments; segment one occurred during the spring semester of
2009. Students met with the instructor four times before their overseas experience to discuss
what would occur during their overseas class. The second segment consisted of the overseas
travel. Before the students traveled overseas they were given a pretest consisting of twenty
questions designed to evaluate the effectiveness of the pre-classes and students knowledge and
experiences in international travel. When the students returned to the United States they were
given a twenty question post test which evaluated their understanding of intercultural and global
issues. There were five questions that will be discussed in regards to the pretest. 100% of the
students stated that the study abroad program was not a deciding factor for attending the
university. This may indicate a lack of awareness by entering students about the international
program and that an introduction to the international studies program should be required by the
admissions office, counselors and the school of business. 100% of the students felt that the
international studies program would add to their global understanding. This concept was
reinforced during their classroom experience throughout the semester. 94% felt that the
experience would be beneficial for future job opportunities. This was also discussed in the pre-
class and there were suggestions given on how to incorporate their experiences overseas and in
the international studies program into their resume. 83% of students made arrangements for
communications with friends and family in the United States before they left the States.
Communications with friends and family was stressed during the pre-classes as a necessary
component of being successful in the program. 72% percent of students surveyed felt that they
were going to be going into a safe environment. The overall safety of the program and the
countries involved were discussed during the pre-class. There were six questions that will be
discussed in regards to the post test. 100% of the students felt the program for this particular
study abroad experience was marketed correctly. The hospitality program and international
student office produced brochures and had meetings discussing the proposed itinerary. 100% of
the students in the survey felt they had the freedom to explore in the host country. Students were
allowed to participate in unstructured tours on Saturday afternoons and Sundays. 100% of the
students indicated they were willing to try new things and were anxious to participate in social,
cultural, and culinary related activities. 100% of the students surveyed believed the study abroad
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program enhanced their future employment opportunities. The four classes the students had prior
to their study abroad stressed the importance of including their international participation on their
resume and vitae. 100% of students would consider another trip abroad. A number of students
volunteered to speak next fall and spring to students who are interested in participating in the
international program in 2010.

Conclusion

The results of this study might provide some guidance to other institutions contemplating study
abroad programming. It can be observed that such programs are dynamic and require
considerable planning. With increased numbers of students we anticipate that observable
differences in our program can be observed and results presented in the current paper are based
on a small sample size. We hope, in the future, to be able to present common characteristics and
differences among student groups. We see our initial study as a starting point to determine long-
range ramifications for hospitality and tourism programs. Perhaps we are at the beginning of a
new phase of academic preparedness for students who will be residing and employed in an ever
increasing international environment. Up until now Robert Morris University has focused on
Europe as the key location for its international studies program. In the hospitality industry a focus
on Europe is excellent, however it is also important for student to gain experiences in countries
with emerging economies such as China and India. This is especially important for hospitality
students since these two countries represent over 33% of the world’s population and 30% of the
world’s production. Tourism in both countries is booming and here in the US we are seeing an
increase in tourism to the US from both of these countries, making it imperative that hospitality
programs prepare their students for potential careers that will include extensive contact with a
diverse group of clients and customers. The future goal for RMU’s hospitality program is to
incorporate China and India into the International Studies program and to provide students with
financial aid through the development of scholarship and grant programs.
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ABSTRACT

This study identifies the factors that affect online purchase intention of potential e-shoppers in China. The
data were collected by distributing self-administered questionnaires to respondents in Fujian Province of
the People’s Republic of China. Descriptive analysis, Pearson’s correlation and one-way ANNOVA were
applied for data analysis. The results revealed that online purchase intention was influenced by
individual perception, subjective norms, incentive programs and personal characteristics with the
exception of personal need for interaction. Moreover, there was a difference in online purchase intention
when segmented by education levels and income levels.

INTRODUCTION

Internet and global online shopping have undergone rapid growth over the past ten years and the number
of consumers who purchase online is increasing rapidly (Johnson, 2005; Cateora, Gilly, and Graham,
2009). Motivated by rapid growth in the global online population, marketers have been simultaneously
enlightened and pressured to set up businesses on the Internet, regardless of consumers’ online purchase
intention. Different from selling in physical stores, selling via the Internet requires marketers to develop
an insightful and critical understanding of online consumer behavior (Zhou, Dai and Zhang, 2007). So,
Wong and Scuill (2005) reported that understanding consumer behavior on the Web is based on a good
appreciation of the factors affecting the consumer’s online purchase intention. Such knowledge will help
online shopping businesses adapt their marketing strategies to better satisfy customer requirements. This
will convert potential customers into real customers and help to retain them. Furthermore, in view of
increasingly intensified competition in e-commerce, understanding antecedent factors of the consumer’s
online purchase intention aids online retailers to outshine their rivals and to obtain a competitive
advantage (Zhou et al., 2007). Hence, it is of top priority to identify the determinants of online purchase
intention, a common effective measure of response behavior as reported by Li, Dougherty and Biocca
(2002).

Schiffman and Kanuk (2007) stated that it is very important that marketers understand consumers’
individual perception and its related concepts to more readily determine what affects consumers’ intention
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to buy. Solomon (2007) also implied that perception has strategy implications for marketers because
consumers make decisions based on what they perceive and consumer perception accounts for consumer
behavior intention. Moreover, personal characteristics impact online purchase intention (Solomon, 2007).
Personal characteristics of consumers are incorporated in marketing and advertising messages to enhance
potential consumers’ intention to buy a certain product or service. Consumer purchase behavior occurs
when consumers are motivated by external factors and form purchase intention based on their personal
characteristics (Kotler and Keller, 2008).

Peter and Olson (2002) reported that incentive programs are a kind of sales promotion to stimulate
potential purchase intention. According to Fishbein and Ajzen (1975), Ajzen (2002) and Schiffman and
Kanuk (2007), subjective norms influence an individual’s behavioral intention. In addition, many studies
have found demographics to be important in analyzing consumers’ online shopping intention and web-
shop behavior (Ratchford, Talukdar and Lee, 2001; Burke, 2002; Kim & Kim, 2004). Therefore, the
current study investigated the effects of perception, personal characteristics, subjective norms, incentive
programs and demographics on potential e-shoppers’ online purchase intention.

Online shopping in the People’s Republic of China is growing very rapidly. Overall, the growth rate of
China’s online shopping was around 100 percent each year between 2002 and 2007
(http://www.ccwresearch.com.cn/store/article_content.asp?articleld=34018&  Columnid=335&view=#,
visited on 23" April, 2008). As reported by China Internet Research Center in January, 2008, transaction
volume over the Internet totaled 8 billion US dollars in China in 2007. This was up significantly from the
4.3 billion us dollars spent online just one year earlier
(http://www.chinapost.com.tw/china/_business/2008/03/17/ 147480/E-commerce- gaining.htm, visited on
April 23, 2008).

Much like the rest of the world, the development of China’s online shopping has encountered some
problems. In 2007, online shopping in China only had a 0.63 percent market share of the overall Chinese
retail market. Furthermore, A CNNIC survey in 2006 indicates that only 25 percent of online population
in China transact via the Internet (CNNIC, 2006). Such obstacles will need to be will need to be overcome
for online shopping to reach its potential in China.

Most online shopping studies have focused on western countries with China (now representing the largest
number of online consumers in the world) receiving little research attention. Hence, to continue fueling
the robust growth of online shopping in China, it is important to understand potential e-shoppers’ online
purchase intention in China. The current study was conducted in Fuzhou City, Fujian Province of China.
Online shopping development in Fujian Province is very similar to that in China as a whole and Fuzhou is
the capital city of Fujian province.

LITERATURE REVIEW

The theory of reasoned action (TRA), the theory of planned behavior (TPB) and the technology
acceptance model (TAM) are the most popular and frequently applied theories related to the study of
behavior intention towards Internet-based technologies. The theory of planned behavior (TPB) was
created by Ajzen (1985) as an extension of TRA (Fishbein & Ajzen, 1975) to ponder over the situations
where individuals do not have complete control over behavior. TPB indicates that attitude, subjective
norms and perceived behavior control influence intention to perform an action. Actual usage is a function
of behavior intention and perceived behavior control (PBC). TPB paves the way for analyzing consumer
behavior (Conner, 1993; Taylor and Todd, 1995; Scholderer and Grunet, 2001). In relation to Internet-
based shopping behavior, it has been adapted as a framework for Internet shopping (Shim, Easstlick, Lotz
and Warrington, 2001; Vijayasarathy, 2002). Ramus and Nielsen (2005) found that TPB provided a
comprehensive structure of psychological factors to account for consumer’s intention to use or refrain
from Internet purchasing. George (2002) also studied web-based shopping, following the guidance of
TPB.
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The technology acceptance model (TAM) was constructed by Davis, Bagozzi and Warshaw (1989) to
predict adoption of new software and information technology. In accordance with TAM, attitudes towards
using the system can be determined by perceived usefulness and perceived ease of use. Actual usage is a
function of behavior intention, which, in turn, is predicted by attitude towards using the system. TAM has
been widely tested and regarded as a robust tool for measuring the acceptance of Internet-related new
information technologies such as use of e-commerce (van der Heijden, 2003; Yi & Hwang, 2003) and e-
banking ( Henderson & Divett, 2003; van Dolen & de Ruyter, 2002) in particular.

The research model as shown in Figure 1 was modified from TPB, while the research frameworks in
Figure 2 and 3 were designed on the basis of TAM.

Figure 1: a research model for understanding consumer online buying behavior

Perceived
+ consequences
Attitude towards
online shopping
Online purchase .| Internet shopping
intention -

Personal
innovativeness \

N
Perceived behavior
control

Subjective norms

Source: Limayem, Khalifa and Frini (2000), “What makes consumers buy from Internet”, IEEE:
Transactions on System, Man and Cybernetics Vol. 30, No. 4, p.423

As shown in Figure 1, Limayem, Khalifa and Frini (2000) attempted to find out key factors that determine
online purchase intention and actual behavior of buying online. This research model was developed from
TPB. The researchers explored new links (personal innovativeness and perceived consequences). It was
found that personal innovativeness, perceived consequences, subjective norms and perceived behavior
control are all important in determining a consumer’s intention to buy online.

Figure 2: Research framework for online purchase intentions
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Source: Chiu, Lin and Tang (2005), “Gender differs: assessing a model of online purchase
intentions in e-tail services”, International Journal of Service Industry Management, Vol. 16,
No. 5, p. 417

Proposed by Chiu, Lin and Tang (2005), the framework shown in Figure 2 was devised to identify
antecedents of online purchase intentions and consumer attitudes towards purchasing via the Internet.
Two critical variables (personal awareness of security and personal innovativeness) were integrated into
the original TAM to enhance its explanation power. The new framework suggests that both online
purchase intention and attitude towards buying on the Internet are influenced by four independent
variables: perceived usefulness, perceived ease of use, personal awareness of security and personal
innovativeness.

Figure 3: a research model for behavior intention to use 3G mobile services in Taiwan

Perceived
usefulness

1

Perceived ease of Attitude towards |  Intention to use
use using 3G services 3G services

A 4

Perceived
eniovment

Source: Liao, Tsou and Huang (2007), “Factors influencing the usage of 3G mobile services in
Taiwan”, Online Information Review, Vol. 31, No. 6, p.762

Liao, Tsou and Huang (2007) analyzed the factors affecting subscribers’ usage of 3G mobile services in
Taiwan (see Figure 3). The authors designed the research model on the basis of TAM but perceived
enjoyment was incorporated as an external variable in the research model.

Figure 4: Path diagram for prediction of online purchase intention

Transaction
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Incentive programs

Online purchase | Demographics
intention

Site design

Interactivity

Source: Kim and Kim (2004), “Predicting online purchase intentions for clothing products”,
European Journal of Marketing. Vol. 38, No.7, p. 891

Kim and Kim’s (2004) study discovered that only transaction, incentive programs and some demographic
variables (i.e. gender, income, education and number of children) can effectively indicate consumer’s
intention to purchase clothes, jewelry or accessories via the Internet (see Figure 4).

Figure 5: Research framework for adoption of e-government
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Source: Gilbert, Balestrini and Littleboy (2004), “Barriers and benefits in the adoption of e-
government”, The International Journal of Public Sector Management, VVol.17, No. 4, p. 292

As shown in Figure 5, Gilbert, Balestrini and Littleboy (2004) identified the factors that indicate
willingness or intention to adopt e-government, the technology service delivery option by using the
Internet. These antecedent factors are classified into two categories: perceived relative benefits and
perceived barriers. Through the survey, the researchers drew a conclusion that willingness or intention to
adopt e-government technology service is strongly influenced by perceived barriers of reliability and
security as well as perceived time and cost benefit.
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In addition, there are several empirical studies showing the linkage between purchase intention and
perception, personal characteristics, incentive programs and subjective norms. Lee, Fiore and Kim (2006)
found perceived usefulness, perceived ease of use, and perceived enjoyment all significantly predict
consumers’ intention to buy from a certain online retailer. As reported by Koufaris (2002), perceived
enjoyment affects intention to return to online shopping websites. Because the Internet is accessible 24
hours a day, this kind of time saving benefit leads to intention to shop online (Monsuwe, Dellaert and
Ruyter, 2004). Forrester (1998) discovered price sensitive individuals will be actively involved in e-
shopping so as to obtain lower prices. In addition, Gopi and Ramayah (2007) found perceived behavior
control to be an antecedent of behavior intention to use Internet stock trading.

Salisbury, Pearson, Pearson and Miller (2001) argued that personal awareness of security is crucial to
consumer purchase intention. The issue of online security of data such as credit card and back record
information has become an increasingly important factor in e-commerce worldwide.

Studies on consumer innovativeness (Citrin, Sprott, Silverman and Stem, 2000; Pedersen and Nysveen
2003) prove that there is a positive relationship between amount of Internet experience and online
purchase intention. Liang and Huang (1998) also found experienced Internet users tend to be engaged in
online shopping. Dabholkar and Bagozzi (2002) analyzed consumers with a high need for interaction
value human interaction, thus having low intention to use technology-based self-services. Walker, Craig-
Lees, Hecker and Francis (2002) discovered willingness or intention to accept technology-enabled service
is high when need for personal contact and interaction is low.

So et al. (2005) found that promotional offers are used as incentives to increase the intention of web-
shopping. Fusilier and Durlabhji (2005) verified subjective norms are significantly and positively related
to behavioral intention to use the Internet. Additionally, according to Monsuwe et al. (2004), the most
relevant demographic factors influencing online shopping are age, gender, education and income.

CONCEPTUAL FRAMWORK

Based on the five theoretical frameworks discussed above and supported empirical studies, the
researchers in this project developed the modified conceptual framework shown in Figure 6 to examine
the determinants of potential e-shoppers’ online purchase intention. The researchers were interested in
testing the differences in online purchase intention when segmented by the five demographic factors.

Figure 6: the modified conceptual framework for the research
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Research Hypotheses
Seventeen hypotheses were developed based on the modified conceptual framework. All the null
hypotheses are stated as follows: (OPI=Online Purchase Intention)
HZlo: There is no relationship between perceived usefulness and OPI.
H2o0: There is no relationship between perceived ease of use and OPI.
H3o: There is no relationship between perceived enjoyment and OPI.
H4o: There is no relationship between perceived time benefit and OPI.
H50: There is no relationship between perceived cost benefit and OPI.
H60: There is no relationship between perceived behavior control and OPI.
H70: There is no relationship between personal awareness of security and OPI.
H8o: There is no relationship between personal innovativeness and OPI
H9o: There is no relationship between personal need for interaction and OPI.
H100: There is no relationship between internet experience and OPI.
H11o: There is no relationship between incentive programs and OPI.
H120: There is no relationship between subjective norms and OPI.
H130: There is no difference in online purchase intention when segmented by gender.
H140: There is no difference in online purchase intention when determined by age.
H150: There is no difference in online purchase intention when segmented by education.
H160: There is no difference in online purchase intention when based on occupation difference.
H170: There is no difference in online purchase intention when segmented by income.

RESEARCH METHODOLOGY

Descriptive research and survey research method were applied for the study. The target population of
concern in the research was Internet users in Fuzhou City, Fujian Province of the People’s Republic of
China (P.R.C.), who buy products or services in traditional physical stores and once browsed online
shopping websites but have never bought any product or service online. The sample size was 385
respondents.

The questionnaire of the study constituted seven parts. The first part eliminates the people ineligible for
data collection. It uses dichotomous style. The second part through the sixth part are measured by 5-point
Likert scale, ranging from strongly disagree (1) to strongly agree (5). The second part deals with
individual perception. The third part investigates personal characteristics. The fourth part is concerned
about expectation of online shopping incentive programs. The fifth part measures subjective norms. The
sixth part inquires into online purchase intention. Totally, 38 questions are included from Part 2 to Part 6.
The last part collects demographic information of the respondents. Several rounds of pre-test were
conducted among 50 respondents from the research population and the alpha value of each variable in the
final reliability test is greater than 0.75, thus ensuring the reliability of the questionnaire.

Table 1: Mean score rating and standard deviation of all the variables

Operational Dimensions Standard
N Mean Deviation
Perceived usefulness 385 3.7117 .66296
Perceived ease of use 385 3.4485 .75520
Perceived enjoyment 385 3.4329 72701
Perceived time benefit 385 3.7108 .64734
Perceived cost benefit 385 3.5152 .68749
Incentive programs 385 3.9394 72154
Perceived behavior control 385 3.5541 .66452
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Personal awareness of 385 3.1056 713624
security
Personal innovativeness 385 3.2216 .78169
Personal need for 385 3.6199 .69564
interaction
Personal Internet 385 3.4433 .80528
experience
Subjective norms 385 3.1576 .76678
Online Purchase intention 385 2.2900 52305
Table 2: Summary of the hypotheses testing results
Statistical Significant | Correlation
Hypotheses Treatment Level Coefficient Results
H1o: There is no relationship between Pearson’s
perceived usefulness and online correlation .000 480** Reject H1o
purchase intention.
H2o: There is no relationship between Pearson’s
perceived ease of use and online correlation .000 371** Reject H20
purchase intention.
H3o: There is no relationship between Pearson’s
perceived enjoyment and online correlation .000 A55** Reject H30
purchase intention.
H4o: There is no relationship between Pearson’s
perceived time benefit and online correlation .000 .339** Reject H40
purchase intention.
H50: There is no relationship between Pearson’s
perceived cost benefit and online correlation .000 321** Reject H50
purchase intention.
H60: There is no relationship between Pearson’s
perceived behavior control and correlation .000 400** Reject H60
online purchase intention.
H70: There is no relationship between Pearson’s
personal awareness of security and correlation .000 448** Reject H70
online purchase intention.
H8o: There is no relationship between Pearson’s
personal innovativeness and online correlation .000 A418** Reject H80
purchase intention.
H90: There is no relationship between Pearson’s
personal need for interaction and correlation .051 .099 ~ailed to reject
online purchase intention. H9o
H100: There is no relationship between Pearson’s
Internet experience and online correlation .000 A413** Reject H100
purchase intention.
H11o: There is no relationship between Pearson’s
incentive programs and online correlation .008 134** Reject H11o
purchase intention.
H120: There is no relationship between Pearson’s
subjective norms and online correlation .000 562** Reject H120
purchase intention.
H13o0: There is no difference in online Independent
purchase intention when samples’ t-test .560 _ Failed to reject
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segmented by gender. H130
H140: There is no difference in online One-way
purchase intention when ANNOVA 293 _ ~ailed to reject
determined by age levels. H140
H150: There is no difference in online One-way
purchase intention when ANNOVA .014 _ Reject H150
segmented by education levels.
H160: There is no difference in online One-way
purchase intention when based on | ANNOVA .166 _ ~ailed to reject
occupation difference H160
H170: There is no difference in online One-way
purchase intention when ANNOVA .002 _ Reject H170
segmented by income levels.

DISCUSSION AND CONCLUSION

Based on the hypothesis testing results (see Table 2), it can be concluded that there is a positive
relationship between online purchase intention and each perception, subjective norms, incentive programs
and personal characteristics except personal need for interaction. Moreover, potential e-shoppers’ online
purchase intention differs only when segmented by education levels and income levels. The testing results
of the research are consistent with that of the studies conducted by Chiu et al. (2005), Heijden (2002),
Bayan (2000), Liao and Cheung (2001), Limayem et al.(2000), Crisp, Jarvenpaa and Todd (1997) and
Kim and Kim (2004).

According to the research findings, perceived usefulness was found to be the most important factor for
predicting potential consumers’ online purchase intention. It indicates that potential Chinese online
shoppers place great emphasis on usefulness when considering adoption of electronic shopping. However,
perceived ease of use does not generate as much effect on potential e-shoppers’ online shopping intention
as perceived usefulness. Moreover, among the perception factors, following perceived usefulness,
perceived enjoyment is the second strongest predictor of online purchase intention. Meanwhile, perceived
time benefit is only moderately associated with online purchase intention. This may be attributed to the
fact that life pace in Fuzhou is not as fast as that in major metropolitan cities such as Beijing, Shanghai
and Guangzhou. Therefore, potential online purchasers in Fuzhou do not sense much time pressure. Also,
compared with other perceptions, perceived cost benefit exhibits the weakest relationship with intention
of Internet-based shopping. It may be explained that for Chinese consumers, the rest of the perceptions
take precedence over perceived cost benefit in the context of online shopping.

Goldsmith, Freiden and Eastman (1995) proposed that consumer innovativeness is linked to early product
adoption. Consumer innovativeness in countries with a short history of online shopping such as China
may have more predicting power in anticipating online purchase intention than countries with a relatively
long history of e-shopping, such as the United states or western Europe. Although Chinese consumers
favor personal interaction with others, this factor does not forecast their online purchase intention. This
may be due to the fact that in China, online shopping mainly deals with financial transactions and
therefore, it may be regarded as more associated with the factor of transaction security. Furthermore, in
the Chinese context, the more Internet experience accumulated by potential e-shoppers, the more online
purchase intention they demonstrate.

RECOMMENDATIONS

Based on the findings of the study, several recommendations can be made to both e-marketers and e-
tailers wishing to do business online in China. First, maximize potential e-shoppers’ perception of
usefulness, ease of use and enjoyment. Software developers must communicate relevant and up-to-date
messages in shopping websites, post frequently asked questions (FAQs) on the home page and establish
virtual online communities. Moreover, e-tailers should develop a simple and easy-to-use system and
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ensure concise and easy-to-comprehend website contents. Furthermore, it is advisable to create an
enjoyable and entertaining shopping environment.

It is desirable to simplify the procedures required to conclude a transaction. It is also suggested that online
shopping businesses appeal to time-oriented, busy people as these people are very likely to be converted
into web-shopping lovers. Additionally, by making a comparison between online shopping and traditional
shopping, the advantage of time benefit brought by online purchase will be introduced to potential e-
shoppers.

Online marketers in China should adopt measures to minimize security concern in order to build
consumer confidence in Internet-based shopping. E-tailers must ensure the privacy of buyer information
and promise never to disclose or sell customers’ sensitive personal information. Website designers should
display the implemented measures guarding against online shopping fraud. Security payment systems
need to be established. For instance, two well-known online shopping website, e-Bay from the United
States and Alibaba from China have adopted PayPal and AliPay respectively to assure customers of
online payment safety.

In order to nurture consumer innovativeness, promotion should be targeted at consumers already equipped
with rich Internet experience. Although it is difficult to identify innovative people, e-tailers can try to
nurture consumer innovativeness by creating online shopping websites that reward exploration to
influence the Internet users to become innovative. On the other hand, online shopping businesses are
strongly recommended to seek cooperation with China telecom, the major Internet access service provider
in China, to identify the households and companies with a relatively long online history and direct
marketing activities at these households and companies to experiment with online shopping.

Online marketers in China should utilize the mass media for shopping website promotion. E-marketers
should select a Chinese friendly celebrity to be the spokesperson of their websites. This spokesperson not
only provides guidance on how to complete a transaction online easily and quickly, but also functions as a
promoter that effectively recruits potential e-shoppers. Television commercials introducing online
shopping websites should be produced as TV is still the most pervasive media in China. Finally, when
planning for marketing activities, online marketers must take education levels and income levels into
consideration for market segmentation and identification of the appropriate target market.
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ABSRACT

This event study tested the effect of the IndyMac Bank failure announcement on the stock prices’
rate of return for a randomly selected sample of 30 banks; 15 savings and loan banks and 15
money center banks traded on either the NYSE or the NASDAQ. Using standard risk adjusted
event study methodology with the market model, the study analyzed 6,541 recent observations on
the thirty publicly traded firms and the corresponding S&P 500 market index. Results show the
IndyMac bank failure announcement had a significant negative impact on the firm’s share price
up to 30 days prior to announcement day 0. The risk adjusted return of the stock price is not
significantly affected by this type of information on the announcement date. Likewise, the risk
adjusted return of the stock price of the two samples of banks is significantly affected around the
announcement date as defined by the event period. This finding supports the significance of the
information around the event since the market’s reaction was observed. Finally, results show the
reaction of risk adjusted return of the stock price of the sample of money center banks to the
IndyMac bank failure announcement is not significantly different from the reaction of risk
adjusted return of the stock price of the sample of savings and loan banks around the
announcement date as defined by the event period. Overall, findings support efficient market
theory at the semi-strong form level as documented by Fama (1970). Similar to many other event
study findings in the finance literature (stock options, repurchase, dividend announcements etc.),
apparently trading activity on the basis of this information surfaced prior to it being made public.
Likewise, evidence of the behavioral challenge was observed by the significant overreaction of
the risk adjusted rate of return of the sample of financial firms to the IndyMac bank failure news.

INTRODUCTION

On July 11, 2008, the leading mortgage lender, IndyMac was seized by the Federal Deposit
Insurance Corporation (FDIC) and filed for Chapter 7 bankruptcy. According to the efficient
market hypothesis, if the market is semi-strong efficient, this event will not cause a significant
fluctuation in stock price returns of other financial institutions since the stock prices and returns
adjust so rapidly to new information that no investor can trade on this public information and earn
an above normal return.

Many event studies in the finance literature examine how public announcements affect stock
returns. Both anticipated and unanticipated events can and do affect the market. However, when
does the market react to the public announcement of the event? The timing of the market’s
reaction or how quickly the stock returns respond to the new information could depend on what
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information the investors were able to obtain prior to the public announcement and whether other
similar events within the same range of time enable the anticipation of the event under study.
Because of known financial distress among many banks, the IndyMac failure may have been
predicted. IndyMac’s financial distress preceding its demise was characterized with the closing
of offices and employee lay-offs presumably to offset huge losses from defaulted mortgage loans.
Sen. Charles E. Schumer sent a letter to the FDIC and other federal agencies suggesting that
IndyMac may be having serious problems with its loan holdings. According to the Los Angeles
Times, Schumer said, “I am concerned that IndyMac’s financial deterioration poses significant
risks to both taxpayers and borrowers. The bank could face a failure if prescriptive measures are
not taken quickly.” Following this public warning, depositors pulled $1.3 billion out of accounts
causing IndyMac’s liquidity crisis and ultimate failure.

How did the announcement of the failure of IndyMac on July 11, 2008 impact banks’ stock
returns? Did stock returns react before, on, or after the public announcement? How efficient is
the stock market with respect to this public information? Is the market’s reaction to the public
announcement of the IndyMac’s failure weak form or semi-strong form efficient? In particular,
does the market’s reaction differ between savings and loan and money center banks?

The purpose of this event study is to test the semi-strong form efficient market hypothesis by
analyzing the effects of the announcement of the IndyMac failure on the stock price returns of
other banks. If the stock market is efficient, this study should not observe a reaction on the
announcement date since the stock price returns immediately reflect all the past and public
information regarding the public announcement.

This study tests the public announcement of the IndyMac bank failure for semi-strong form
market efficiency by analyzing two randomly selected samples: 15 money center banks and of 15
savings and loan banks. The analysis should explain if the stock return reaction to the public
announcement varies by type of bank.

LITERATURE REVIEW

According to the efficient market hypothesis stock price returns “fully reflect” all available
information. Stock prices react so fast to public information that no investor can earn an above
normal return by acting on any public announcements such as the IndyMac bank failure.

Fama defined market efficiency in terms of how quick the stock market reacts to the information
and suggested three kinds of market efficiency: Weak form, semi-strong and strong form
efficiency. If market is weak for efficient, then stock price reacts so fast to all past information
that no investor can earn an above normal return (higher than the market or the return on the S&P
500 index). This study shows how investors will not earn a high return from acting on public
information (bank failure announcement), while investors having access to inside information
will make an abnormal return.

A second kind of market efficiency is semi-strong. It states that stock price reacts so fast to all
public information that no investor can earn an above normal return (higher than the market or the
return on the S&P 500 index) by acting on this type of information. (Fama 1970). Public
announcements of events usually result in immediate price reaction, but study done by Fama
(1970), Dodd, Patell and Wolfson, found that there is no evidence of abnormal return after the
release of public information. They concluded that the market assimilates and takes into
consideration public information very fast, within 5 to 15 minutes after the disclosure (Malkiel).
This supports the idea that an investor acting on public information will not earn an above normal
return. When this happens the market is said to be semi-strong form efficient.
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If the market is strong form efficient, then stock price reacts so fast to all information (both public
and private), that no investor can earn an above normal return (higher than the market or the
return on the S&P 500 index) by acting on this kind of information. Studies made by Friend,
Brown concluded that profit can only be gained by having access to private or inside information,
which is illegal. Fama presents evidence supporting that efficiency is not met in the strong form
and that the semi-strong form is more accurate.

Accordingly to the study done by Brewer, announcement of bank failures could contribute to a
negative perception of the industry overall and have a spillover effect on other banks which
would be worse for the weaker banks. The announcement of a failed bank could raise concerns
about the long-term viability of surviving banks.

Is the concept of market efficiency merely academic and not practical in the real world of
investing? The three conditions that guide market efficiency are: rationality, independent
deviations from rationality, and arbitrage. In essence, the irrational pricing caused by amateurs is
cancelled out by the rational valuation of the professionals. Professional investors engage in
arbitrage by buying underpriced stocks while simultaneously selling overpriced securities or
correctly priced substitutes resulting in a balance of the mispricing caused by the amateur
investors and thus, keep the market efficient. If the effects of the two opposing groups, the
amateurs vs. the professionals, is about the same the market can remain efficient.

The behavioral challenge to the efficient market hypothesis argues that none of three conditions
(rationality, independent deviations from rationality, and arbitrage) remain true in reality. People
are not always rational which may cause them to over or under react to information causing a
bubble effect in the stock prices. The theory argues that arbitrage is too risky for the prices to
adjust to the correct levels. For example, suppose stocks A and B should have identical values
based rational valuation models. Upon observing in the market that stock A’s price is $30 per
share and B’s is $20 per share, the arbitrager immediately spots the market imperfection and sell
A short and buys B and waits for the market correction with A falling and B rising resulting in
profit on the spread. What if, after the arbitrager takes the position, good news comes out on A
and bad news is released on B causing the spread to increase. Clearly, market and stay out of
equilibrium longer than the arbitrager can stay liquid.

METHODOLOGY AND STUDY SAMPLES

This study examined two randomly selected samples consisting of 15 money center banks and 15
savings and loan banks in order to test the impact of the announcement of IndyMac’s failure on
stock price returns. The study event date was the IndyMac Bank failure on July 11, 2008. Bank
stock price and the corresponding S&P Index data was collected from 180 days prior to 30 days
after the event date.

Using standard event study methodology from the finance literature, this study analyzed the two
samples of money center and savings and loan banks against the corresponding S&P 500 Index
with 6,541 observations to test the semi-strong form efficient market hypothesis with respect to
the announcement of the IndyMac bank failure. The announcement date of the IndyMac failure is
day 0. Historical stock and corresponding S&P 500 prices used in this event study were obtained
from the Yahoo Finance website (http://finance.yahoo.com). The following steps were taken to
conduct the event study test. The historical stock prices for the samples of money center and
savings and loan banks as well as the S&P 500 index were obtained for the event period from -
180 days to +30 days from the event date. Days -30 through +30 are considered the event period
and day 0 is considered the announcement date of July 11, 2008. Next, the holding period returns
of the banks and the corresponding S&P index were calculated for each day in this study period
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using the following formula: HPR = (Current day’s closing price — Previous day’s closing
price) / Previous day’s closing price. Then, a regression analysis was performed for the pre-event
period from day -180 through day -31 using the actual daily return percentage for each of the
banks as the dependent variable and the corresponding S&P 500 daily return percentage as the
independent variable. Table 2 shows the alphas and betas for each bank. Next, the risk-adjusted
method was used in order to calculate the normal expected returns as follows: E(R) = alpha + beta
Step 5: After that, the excess return was calculated as follows: ER = Actual Return (R) —
Expected Return E(R). The Average excess returns (AER) were calculated for each day during
the event period (from —30 through +30) as follows: AER = Sum of all excess returns for each
day/ N where: N equals the number of banks which in this test is 15 money center banks and
15 savings and loan banks. Then, the Cumulative AER (CAER) was calculated for the event
period by added the AERs for each day for both the money center banks and the savings and loan
banks. After that, graphs of the AER and CAER were plotted for the event period and are
included in Chart 1 and Chart 2. Table 1 describes the two samples of money center and savings
and loan banks.

Table 1: Description of Study Sample

Money Center Banks
TICKER FIRM NAME TRADED
INDEX
BAC Bank Of America NYSE
BBT BB&T Corporation NYSE
C Citigroup Inc. NYSE
FCFL First Community Bank Corporation of NASDAQ
America
JPM JP Morgan Chase & Co. NYSE
KEY KeyCorp NYSE
OLCB Ohio Legacy Corporation NASDAQ
OFG Oriental Financial Group Inc. NYSE
PNC PNC Financial Services Group NYSE
STI Suntrust Banks, Inc. NYSE
BK The Bank of New York Mellon Co. NYSE
TCB TCF Financial Corporation NYSE
TD Toronto-Dominion Bank NYSE
UBOH United Bancshares Inc. NASDAQ
WFC Wells Fargo & Co. New NYSE
Savings & Loan Banks
ABBC Abington Bancorp Inc. NASDAQ
AF Astoria Financial Corporation NYSE
BKMU Bank Mutual Corporation NASDAQ
ESBF ESB Financial Corporation NASDAQ
FCJ Ford Motor Credit Co. LLC NYSE
HFFC HF Financial Corporation NASDAQ
KRNY Kearny Financial Corporation NASDAQ
CASH Meta Financial Group, Inc. NASDAQ
PBHC Pathfinder Bancorp, Inc. NASDAQ
PROV Provident Financial Holdings NASDAQ
PULB Pulaski Financial Corporation NASDAQ
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QCCO QC Holdings, Inc. NASDAQ
SIFI Sl Financial Group, Inc. NASDAQ
STSA Sterling Financial Corporation NASDAQ
WSB WSB Holdings, Inc. NASDAQ

Table 2 presents results from the regression analysis to include alphas and betas for each bank.
To calculate the alphas and beta, the actual daily return percentage from each bank’s stock is the
dependent variable and the actual daily return percentage from the S&P 500 index is the
independent variable in the regression analysis.

Table 2: ALPHAS AND BETAS OF STUDY SAMPLE

Money Center Banks
TICKER FIRM NAME ALPHA (o) | BETA(p)
BAC Bank Of America 0.00022 0.424974
BBT BB&T Corporation -0.00037 0.337494
C Citigroup Inc. 0.00067 0.319791
FCFL First Community Bank -0.00054 0.06366
Corporation of America
JPM JP Morgan Chase & Co. -0.00053 0.331144
KEY KeyCorp -0.00003025 | 0.274613
OLCB Ohio Legacy Corporation -0.00045 0.015138
OFG Oriental Financial Group Inc. -0.00117 0.188821
PNC PNC Financial Services Group -0.00048 0.437094
STI Suntrust Banks, Inc. -6.17915 0.334196
BK The Bank of New York Mellon | -0.00048 0.369346
Co.
TCB TCF Financial Corporation -9.852895 0.269
D Toronto-Dominion Bank -0.00058 0.540524
UBOH United Bancshares Inc. -0.00046 0.034486
WEFC Wells Fargo & Co. New -0.00025 0.342464
Savings & Loan Banks
ABBC Abington Bancorp Inc. -0.000777 | 0.45379
AF Astoria Financial Corporation -0.00046 0.310469
BKMU Bank Mutual Corporation -0.00077 0.4209
ESBF ESB Financial Corporation -0.00052 0.278909
FCJ Ford Motor Credit Co. LLC -0.00039 0.117404
HFFC HF Financial Corporation -0.00052 0.054079
KRNY Kearny Financial Corporation -0.00032 0.330277
CASH Meta Financial Group, Inc. -0.00037 0.039307
PBHC Pathfinder Bancorp, Inc. -0.00048 0.007145
PROV Provident Financial Holdings -0.00049 0.01038
PULB Pulaski Financial Corporation -0.00044 0.074733
QCCO QC Holdings, Inc. -0.00032 0.11896
SIFI Sl Financial Group, Inc. -0.00042 0.085237
STSA Sterling Financial Corporation 0.000523 | 0.193276
WSB WSB Holdings, Inc. -0.00045 0.022428
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To test for semi-strong market efficiency on the IndyMac Bank failure announcement, the
following null and alternative hypotheses are used for the two bank samples:

H1,: The risk adjusted return of the stock price of the two samples of banks is not significantly
affected by this type of information on the announcement date.

H1;: The risk adjusted return of the stock price of the two samples of banks is significantly
negatively affected by this type of information on the announcement date.

H2,: The risk adjusted return of the stock price of the two samples of banks is not significantly
affected by this type of information around the announcement date as defined by the event period.
H2;:  The risk adjusted return of the stock price of the two samples of banks is significantly
positively or negatively affected around the announcement date as defined by the event period.
H3,: The reaction of risk adjusted return of the stock price of the sample of money center banks
to the IndyMac bank failure announcement is not significantly different from the reaction of risk
adjusted return of the stock price of the sample of savings and loan banks around the
announcement date as defined by the event period.

H3:: The reaction of risk adjusted return of the stock price of the sample of money center banks
to the IndyMac bank failure announcement is significantly different from the reaction of risk
adjusted return of the stock price of the sample of savings and loan banks around the
announcement date as defined by the event period.

QUANTITATIVE TESTS AND RESULTS

Did the market react to the announcement of the IndyMac bank failure? Was the information
surrounding the event significant? A’priori, one would expect there to be a significant difference
in the Actual Average Daily Returns (Day -30 to Day +30) and the Expected Average Daily
Returns (Day -30 to Day +30) if the information surrounding the event impounds new, significant
information on the market price of the firms' stock. If a significant risk adjusted difference is
observed, then we support our hypothesis that this type of information did in fact significantly
either increase or decrease stock price. To statistically test for a difference in the Actual Daily
Average Returns and the Expected Daily Average Returns over the event period day -30 to day
+30, we conducted a paired sample t-test for the two samples and found a significant difference at
the 5% level between actual average daily returns and the risk adjusted expected average daily
returns. Average Excess Return (AER) graphs are shown below. Results here support the
alternate hypothesis H2;: The risk adjusted return of the stock price of the two samples of banks
is significantly affected around the announcement date (IndyMac bank failure) as defined by the
event period. This finding supports the significance of the information around the event since the
market’s reaction was observed.

Is it possible to isolate and observe the samples’ daily response to the announcement from day -
30 to day +30? If so, at what level of efficiency did the market respond to the information and
what are the implications for market efficiency? Another purpose of this analysis was to test the
efficiency of the market in reacting to the IndyMac bank failure. Specifically, do we observe
weak, semi-strong, or strong form market efficiency as defined by Fama, 1970, in the efficient
market hypothesis? The key in the analysis is to determine if the AER and CAER are
significantly different from zero or that there is a visible graphical or statistical relationship
between time and either AER or CAER. T-tests of AER and CAER both tested different from
zero at the 5% level of significance. Likewise, observation of the following CAER Graph 3
(graph of CAER from day —30 to day +30 for combined bank samples) confirms the significant
and consistent negative reaction of the risk adjusted returns for the two samples of banks up to 30
prior to the announcement of the IndyMac failure. Graph 3 demonstrates that the IndyMac bank
failure announcement had a significant negative impact on the firm’s share price up to 30 days
prior to announcement day 0. The evidence supports the null hypothesis H1o: The risk adjusted
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return of the stock price of the two combined samples of banks is not significantly affected by
this type of information on the announcement date when made public. For the samples of firms
analyzed, an investor is unable to earn an above normal risk adjusted return by acting on the
public announcement of the bank failure. As of the announcement date, the firms’ stock prices
had already adjusted to the new information embedded in the bank failure news. In fact, after the
announcement, stock price exhibited and positive overreaction from days +3 to +12 (suggesting
an over-reaction by investors to the news) then returning to announcement day equilibrium
thereafter. This observed overreaction is consistent with the behavioral challenge to market
efficiency explained earlier. Overall, the results are consistent with the semi-strong form market
efficiency hypothesis which states that the stock price reflects all publicly available information.
Interestingly, the results for this sample suggest significant trading activity up to 30 days prior to
the announcement of IndyMac’s failure possibly suggesting that investors may have anticipated
the event.

In addition, the study analyzes whether or not market efficiency varies by type of bank or savings
and loan versus money center banks. Observation and comparison of Graph 1 (AER for Savings
and Loan bank sample) and Graph 2 (AER for Money Center bank sample) show similar reaction
to the IndyMac failure announcement. Specifically Graph 1 shows that the savings and loan
banks were more responsive during days -6, 1, and 4. Graph 2 shows that the money center
banks were more responsive during days -7, 0, 3, and 7. While there are minor observable
differences in the two samples’ reaction to the bank failure news, overall the results support H3g,
The reaction of risk adjusted return of the stock price of the sample of money center banks to the
IndyMac bank failure announcement is not significantly different from the reaction of risk
adjusted return of the stock price of the sample of savings and loan banks around the
announcement date as defined by the event period.

Graph 1:
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Graph 2:

Money Center Banks vs AER
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Savings & Loan and Money Center Banks vs
CAER
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CONCLUSION

This event study tested the effect of the IndyMac failure announcement on the stock prices’ rate
of return for a randomly selected sample of 30 banks; 15 savings and loan banks and 15 money
center banks. These banks are all traded on either the NYSE or the NASDAQ. Using standard
risk adjusted event study methodology with the market model, the study analyzed 6,541 recent
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observations on the thirty publicly traded firms and the corresponding S&P 500 market index.
The findings reveal an increase in market activity and a fluctuation of returns for both savings and
loan and money center banks around the announcement date. Results show the IndyMac bank
failure announcement had a significant negative impact on the firm’s share price up to 30 days
prior to announcement day 0. The risk adjusted return of the stock price of the two combined
samples of banks is not significantly affected by this type of information on the announcement
date when made public. For the samples of firms analyzed, an investor is unable to earn an above
normal risk adjusted return by acting on the public announcement of the bank failure. As of the
announcement date, the firms’ stock prices had already adjusted to the new information
embedded in the bank failure news.

Likewise, the risk adjusted return of the stock price of the two samples of banks is significantly
affected around the announcement date (IndyMac bank failure) as defined by the event period.
This finding supports the significance of the information around the event since the market’s
reaction was observed. Finally, results show the reaction of risk adjusted return of the stock price
of the sample of money center banks to the IndyMac bank failure announcement is not
significantly different from the reaction of risk adjusted return of the stock price of the sample of
savings and loan banks around the announcement date as defined by the event period.

Findings support efficient market theory at the semi-strong form level as documented by Fama
(1970). Similar to many other event study findings in the finance literature (stock options,
repurchase, dividend announcements etc.), apparently trading activity on the basis of this
information surfaced prior to it being made public. Likewise, evidence of the behavioral
challenge was observed by the significant overreaction of the risk adjusted rate of return of the
sample of financial firms to the IndyMac bank failure news.
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ABSTRACT:

A casual visit to the Internet will demonstrate that the definition of kitsch no longer
applies. Kitsch is defined as something meant to emulate a higher class but winds up looking
lower class because of it. The original argument is steeped in Victorian snobbery and the basis
that high class is better than low class. This included social class as well as refinement or taste.
Kitsch is a derogatory term.

Now, it is used with endearment, entertainment, and nostalgia. In July of 2009, 711 eBay
sellers readily listed their items as kitsch. On Etsy, a website for handmade products, sellers
used the word Kitsch for their product or store name 34,998 times.

Is this a paradigm shift in consumer judgment or an overdue redefinition of a word? The
answer to this will have implications for both marketing practice and theory.

This paper will explore the etymology of Kitsch, tracking it to current use. Its historical
use, combined with changes in our society, will help to anchor the current usage with its original
definition. As the current place for kitsch is defined, the marketing and theoretical implications
will become clear. Recommendations will be given for both marketing researchers and
practitioners.

INTRODUCTION

A casual visit to the Internet will demonstrate that the definition of kitsch no longer
applies. InJuly of 2009, eBay listed 711 items as kitsch and Etsy (a website for handmade
products) 34,998. One hundred eighteen Etsy sellers willingly used the word Kitsch in the name
of their shop. You can read books entitled Star-Spangled Kitsch and Kitschy Crafts, or visit
TackyLiving.com. Obviously, we do not feel the shame originally intended by the term.

Is this a paradigm shift in consumer judgment or simply an overdue redefinition of a
word? The answer to this will have implications for both marketing practice and theory.

This paper will explore the etymology of kitsch, tracking it to current use. Its historical
use, combined with changes in our society, will help to anchor the current usage with its original
definition. As the current societal place for kitsch is defined, the marketing and theoretical
implications will become clear. Recommendations will be given for both marketing researchers
and practitioners.

ETYMOLOGY

It is believed the word kitsch comes from an adaptation of the German verb verkitschen
“to churn out cheaply”. It came into use during the period 1860-1880 when German artists would
turn out formulaic paintings to sell to tourists.

The first publication regarding kitsch was a 1925 pamphlet, Der Kitsch by Fritz Karpen.
It exemplified the use of kitsch in art criticism and the contempt for nouveau riche at the time.

To best understand the origin of the word, one should recall the consumer environment of
the Industrial Revolution. For the first time, manufactured goods were widely available. This
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meant products of all levels of quality. It also meant the rise of the bourgeoisie, those made
newly rich by the new economy.

Manufactured items made it easier for consumers to emulate classes higher than their
own. lronically, to the higher classes, many of these objects were inexpensive and inferior,
making them appear lower class. When the product is accepted by the owner as “higher class”
than the quality warrants, it is known as “kitsch”.

All agree that kitsch is derivative of higher class items, uses formulas as replacement for
creativity, and uses stock motifs (examples include gold embellishments, angels, fleur de lis,
rhinestones, and many, many more). It has been considered aesthetic corruption.

A kitsch item must have been taken seriously (being considered high class), at least at
one time, in order to be kitsch. Kitsch is inadvertent. The purchaser believes the object endows
him with an air of richness, elegance or sophistication (Brown 1975). It is rarely frivolous.

Most of what we think of as kitsch were originally decorative pieces of another era. The
leg lamp in the Christmas Story movie was a decorative item in the 1950s (perhaps of
questionable taste even then but that is beyond the scope of this paper). Today, it is a joke. Itis
also glorified as being a joke and instructions to make or purchase one’s own can be found on
numerous web sites.

The concept of kitsch is steeped in Victorian snobbery and the basis that high class is
better than low class. This included social class as well as refinement or taste. This judgment
coincided with the emergence of the middle class and nouveau riche. The middle class did not
know what to do in their new role in society while the upper class, in turn, did not know what to
do with the new middle class, a heretofore unknown entity. Many in the middle class dealt with
this uncertainty by emulating the upper class, a concept seconded by Veblen. But in actuality,
they purchased cheap imitations which reinforce the appearance of the (former) lower social
class. Authors have noted several time periods for this. Broch (1933) discusses the Industrial
Revolution, Binkley (2000), the 1920s, and Hines (1986) the late 1950s.

“If you’re a snob, kitsch is the stuff the neighbors collect, not the lovely things
that add to the joy and richness of living in your gracious home.” (Brown 1975)

But, there is also the outsider view, the perception that kitsch is a way of poking fun at
those who take it seriously. While we use the word kitsch to include the use of objects in an
ironic, self-knowing way it cannot be (Linstead 2002). Kitsch must be taken at face value,
considered by some to be high class items, in order to be kitsch. What we are really describing is
irony and the more extreme camp. Camp “exaggerates the staging of kitsch and brings it into
larger-than-life focus (Linstead 2002. p. 661).

An example from the 1950s could be seen in a Magnavox ad, “Free! Masterpiece replica
statue with any purchase of a new Philco solid-state stereo” That statue might have been of
praying hands, a Madonna, the head of JFK, or an eagle. To some it was art. To others it was
kitsch. Today, any and all of these items would show up in a collector's book and command a
high price.

Social Climate
While ever present, there have been three major periods of kitsch in U.S. history resulting
in a glut of consumer goods. This occurred first during the Industrial Revolution. The second
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was around the 1920s with products made to look like late 19" century statues, ceramics,
paintings and other trappings of the high class, Victorian interior. x

The third big wave came in the 1950s and 60s with the surge of consumerism and
availability of post war manufactured goods. In post World War Il America, there were many
changes in the middle class. More and more people were more and more prosperous. More
people able to own their own homes and consumer goods were more available and affordable,
especially plastic. (Note that a plastic item is not necessarily kitsch. If the plastic is made to look
like wood, and fails, it is Kitsch. If the plastic is made to look like plastic [as was much of the
style in the late 50s and early 60s] it is just plastic.)

Let us examine the concept of taste and judgment to see where kitsch fits. Then, the
current use of kitsch will be discussed.

THE JOY OF JUDGMENT

Opinions of the universality of taste vary. The Latin term, de gustibus non est
disputandum means there is no dispute about taste. Kant also believed that aesthetic judgments
have universal validity. But both of these quotes were made before the Industrial Revolution, the
rise of the bourgeoisie, and the common use of plastic.

David Hume, an18th century philosopher, said, “beauty is not equally inherent in things,
but exists in the eye of the beholder”. And who wasn’t raised with the adage, “One man's meat is
another man's poison”?

In North American society, the superficial belief is that there is no class hierarchy.
However, there is also acceptance that high and low cultures have more in common than
originally thought (Binkley 2000). This would imply that there is no such thing as kitsch, but that
it is a distinctive style. (This argument seems circular and so, we will accept that kitsch exists but
may be defined differently than the original condescension.)

Kitsch is “profound narcissism” for “a designer to insert oneself into a historical or
otherwise significant moment” (Engle 2007). It is always counterfeiting something, always
inauthentic. The OED calls it “worthless pretentiousness”.

Art Criticism

The origin of the use of kitsch in art criticism comes as no surprise. The word was
coined in response to “bad art”. Art criticism has a long history of assuming its own mantle of
superiority. This began when the church dictated the content and distribution of the art itself.
But the criticism continues. Bordieu (1984 [translation]) and later, Dorfles (1984) are considered
the two seminal works on taste both with strong opinions about the worthlessness of kitsch. For
example, Dorfles says that Superman is “idiotic”. But, does not an icon have value, if only as a
cultural symbol?

Joe Queenan’s (1997) book, Red Lobster, White Trash and Blue Lagoon, about common
culture was 188 pages of jubilant judgment. He had grown bored of his elite subculture and
desired to delve into another social class. This required him to “furlough that part of his brain
that have long revered rare, precious, and beautiful, and the instead zero in on the hopelessly
plebian”. Of his experience, he writes, “I gradually realized that mainstream American culture
was infinitely more idiotic than I ever expected.” (Queenan, 1997, p.9)

ASBBS E Journal, Vol. 6, No.1, 2010 112



Purinton The Joy of Kitsch

Upper class judgment

Before discussing social classes, it should be noted that the author uses seven classes.
Upper and lower upper class (old and new money, respectively); three middle classes (the lower
being “blue collar” working class) and two lower classes (the lower being homeless, destitute
and/or incarcerated) (Kotler 1988). This is important because this categorization delineates
professional and working class rather than aggregating them as “middle class”. It also does not
refer to working class as “lower class” in the manner of some other scholars.

In the grand tradition of marketing, a few concepts from sociology are borrowed. The
first is that when there is no legal barrier among classes, such as in democracy, the social
hierarchy must be maintained somehow (Lawler 2005). The second is that the upper classes have
the social power to define taste.

Victorian Society was quite fond of judging other classes and finding them lacking.
Judgment of others often results in an impression of firmer social barriers. Baudelaire once
remarked, “what is so intoxicating about bad taste is the aristocratic pleasure of giving offense.”

Kitsch provides an opportunity to feel superior that there are people out there who take it
seriously and without irony. From one of the premier purveyors of bad taste films, John Waters
comments, “In order to acquire bad taste, one must first have very, very good taste” (page 12).

Middle class judgment

There are three middle classes. The upper middle includes successful professional and
leaders. These are college graduates who have achieved the equivalent of middle management.
They value quality and “high culture”. Often, they have moved up from the middle middle class.
This, combined with the desire for quality will make social comparisons common and the desire
to “win” them strong.

The middle middle are average paying white and higher paying blue collar workers
interested in the “better life”. They will seek out houses on the “better side of town”, keep up
with trends and spend money on education. “Better” implies judgment, that something else has
been found lacking.

The lower middle is the working class. These are blue collar workers. The desire for
upward social mobility is prevalent in the upper and middle middle classes and less common
among the lower middle class. Social comparisons and judgment is much less common here.

KITSCH TODAY
While kitsch certainly exists today in its original definition, that is not the current
meaning of the word. Today, kitsch is nostalgic sentimental, reassuring and fun.

Consumers in the 1945 to 1965 era are predominantly elderly today. At the same time,
those people who were children in at the time are currently middle-aged. The combination of the
sleeper effect and the fact that kitsch is known for being nostalgic endear it to this population.
The sleeper effect states that over time, we lose the emotional impact and retain the memory.
Therefore with products from one's childhood, one remembers them but not necessarily that one
did not like them.

Binkley (2000) contends that kitsch is a style on its own celebrating repetition,
conventionality, banality and sentimentality. Why would one choose banality over creativity?
Modern society contains a copiousness of consumer choices, ethical outlooks, life plans, and sets
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of morality. All of these choices undermine security. Where there is too much creative freedom
it is unsettling. Creative freedom brings risk and danger. Too many consumer choices brings risk
and exhaustion (Dholakia 1995). We are removed from what is comfortable, safe and secure.

Kitsch is reassuring. It simplifies and sentimentalizes. It is familiar. It repeats common
themes in society. Remember, its original purpose was to provide a level of comfort to a social
group in unfamiliar territory.

Kitsch reduces all the complexity, desperation and paradox of human experience
to simple sentiment. (Binkley 2000, p. 145)

Where the avant-garde seeks new ways of expressing the inexpressible, kitsch
has as its objective precisely the opposite — new ways of expressing that which
has already been expressed so many times that it is instantly recognizable.
(Linstead, 2002, p 658).

Kitsch attracts attention, an almost childlike fascination with its gaudy colors, unusual
shapes, lack of sophistication, and nostalgia. It repels as it clashes with the authority of good
taste. It feeds the appetite for the “sick, the sentimental, the sensational, and the supercolossal”
(Brown 1975).

Think of bad taste as a kind of warehouse for fashion, whose time has run out,
decor that has disappeared, novelties that make you wince, and celebrities past
their best-before date. When this merchandise has been lying round gathering
dust for long enough, it appears to acquire a new aura. The previously,
unmitigated hideousness starts to suddenly shine with a new appeal and is
recharged with new energy. What was previously just awfulness starts to look
like naughty fun and we all want some. (Ward, 1997,p. 7)

The essence of today’s usage of kitch is cultural recycling, the idea of reinventing
cultural mores to fit the current environment and society. Kitsch allows us to recreate the world
as we would like it to be (Olalquiaga 1998). With kitsch, this could be “thumbing the nose at the
notion of good taste, social rules, and mores” (Brown 1975, p. 18).

Kitsch has become, instead of the upper-class making fun of the lower-class, the middle
classes making fun of themselves being made fun of. This is the notion that, “If we are going to
be judged and found lacking, we might as well flaunt our bad taste.” Gillian and Young (2000)
refer to this as inverted snobbery. As Brown (1975) put it “After all, if kitsch isn’t a pleasure.
Why bother?”

How is the word currently used by typical consumers? In one popular website discussion
the question was asked, “what is kitsch?” Some visitors’ answers were:

“so ugly it’s beautiful”

“...abundant at the time of its [sic] popularity but fell out of style”

“kitsch will often take time to ‘mature’”

“perverse charm”

“Things that are just awful today will become desirable for their awfulness in two or
three decades.”

e “that delicious ironic reverse — where it is SO bad it’s good.”
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e ‘“unapologetically aimed at the common mindset of the culture” (flickr.com)

Many of these reinforce the idea of the playfulness and attraction of objects today that
were taken seriously at one time. Or, they speak of the attraction/ repellent role of kitsch. It is
ugly enough to be considered “cute”.

CONCLUSIONS
Theoretical Implications

While those who live in a democracy like to believe in a “classless society” or at least
one with unlimited mobility, they will construct their own social boundaries and limitations.
Here, the discussion has shown an example of a genre of products that were once judged to be
tasteless that now are given significance and validity and enjoyed for their tastelessness.

The machinations of the social classes requires greater understanding in order to delve
into this phenomenon further. Exactly how do these judgments take place in different social
classes? While these assessments have been hypothesized here, they need empirical testing.

Future research into consumer judgments and taste can uncover a wealth of marketing
knowledge. Just when does one use a marketing campaign of social one-upmanship and when
would that backfire?

Marketing Implications

While the theoretical implications are interesting, it is the marketing implications that are
of immediate importance. How Kitsch is portrayed by the marketer and perceived by the target
market can be the difference between getting attention or alienating the customer.

As with any marketing, knowledge of the target market is crucial. With the use of kitsch,
in particular, and taste, in general, social class of the target market will play a greater role than
often considered. If the target market belongs to one of the middle classes, further delineation is
necessary.

If the target market belongs to the middle middle or upper middle, the use of kitsch is
appropriate, especially as nostalgia. It can be used to engender a feeling of “being in on the
joke”. This requires a use of irony that is not too subtle. Do not leave too much interpretation up
to the audience.

If the target market is exclusively middle middle class, use kitsch for nostalgia only.

The lower middle-class has experienced being made fun of all too often and will not
appreciate it even in fun. Furthermore, do not take the chance that they will not draw the right
conclusion.

For the upper classes and lower classes, do not use kitsch. For the upper class the visual
will probably turn away the audience before the copy can make the point. The multi-level
judgment of kitsch is not appropriate for lower class.

Conclusion
This paper has examined the etymology of Kitsch, its history and its current usage.
Explanation has been made of why the current usage is so different from the original definition.

Some research questions that have been raised include:
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¢ How do consumers judge good taste?

¢ When is bad taste considered acceptable?

¢ How long does it take for a tasteless product to take on nostalgic charm?
e Was the Edsel kitsch?

Kitsch, in this paper, is defined as an object that was once made in imitation of something
tasteful. Its attempt to emulate high class failed making the object low class and tasteless. When
enough time passes, especially when people to remember the objects from their childhoods, the
object passes from the reviled tasteless to the fond kitsch. And, in the words of one on-line
discussant, “of course, seashells covered in glitter or googly eyes never hurt either” (flickr.com).
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ABSTRACT

The internet makes it possible for financial transactions to be completed online at a
fraction of the cost of paper transactions. Such transactions have particular appeal to
businesses. Firms can improve their bottom line by shifting more of their transactions
online. Such of shift would require that consumers embrace online transactions and use
them extensively. In order for this to occur, consumers must view online transactions as
a viable substitution for paper transactions and must feel comfortable making financial
transactions online. This study seeks to ascertain what consumers in Brazil and the
United States actually think about utilizing the internet for financial transactions. It also
seeks to determine if there is a significant difference between consumer perception in the
two countries. The study is focused on perception rather than the actual state of the art
that exists for making financial transactions online. Consumer perception is a critical
element. If individuals do not feel comfortable with the internet based transactions then
they are not likely to make extensive use of them. The results show that consumers in
both countries still have serious reservations about using the internet for financial
transactions. The results imply that the business community has work to do if it is to reap
the full cost savings potential inherent in the internet.

INTRODUCTION

Commercial establishments in the United States offer a variety of online financial services to
consumers. Commercial banks and other depository institutions offer an array of online services
that have as a goal, inducing consumers to shift more of their financial transactions to electronic
means. Brokerage firms, insurance companies, and mutual funds are also trying to push more
consumer activity online. Online transactions are less expensive for commercial establishments
than paper transactions. Studies by the consultants Booz, Allen and Hamilton and by Lehman
Brothers found that in banks transactions involving a teller cost $1.07, ATM transactions cost
27¢, and a web transaction costs little more than 1¢ [Willis 2004].

Brazil, South America’s largest country, has also been quick to embrace electronic payment
systems. Banks in Brazil started investing in electronic banking components back in the late
1970’s. One reason for Brazilian banks’ early embrace of electronic payments systems was the
country’s persistent currency crises. In a twenty year period inflation destroyed three Brazilian
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currencies — the cruzerio, the cruzada, and the new cruzada. The electronic payments, while not
providing complete protection, did allow entities to make payments quickly without having to
deal with hordes of paper money that had the potential to be replaced.

A serious impediment for commercial establishments in this push toward more online financial
transactions has been the reaction of consumers. In 1998, checks accounted for 75% of all non-
cash transactions in the U.S. and credit card payments for 19% [Humphrey and Pulley 1998].
Improvements have been made. In 2004, for the first time, the number of electronic transactions
exceeded those made by paper. Debit card transactions led the growth in electronic payments
[Saranow 2004]. Americans still write almost three times the number of checks per person than is
the practice in Canada, France, or the U.K., which have the highest check use outside the U.S.
[Humphrey, Kim and Vale 2001]. Europe and Japan primarily favor the “giro.” The long
established giro is a centralized payment system usually operated by the post office and it makes
both paper and electronic transfer payments. It is roughly equivalent to the automated
clearinghouse (ACH) in the U.S. About 60% of Europe’s non-cash payments are made by giro,
rising to almost 90% in Japan [Wright 2003].

THE PROMISE OF THE INTERNET

The internet offers an intriguing prospect for improving services and lowering cost. Nearly every
bank now offers some services online [Stefanadis 2002]. There are many variants in the form and
nature of the online services offered by banks [Moody’s 2001]. Some online banking services are
“bundled” with popular software, such as Quicken or Microsoft Money, or offered through
internet service providers such as America Online [Yakal 1999]. Insurance companies, utility
companies, credit card companies, and brokerage firms all offer online financial transactions
options to their customers. The emergence of NASDAQ as a major market and the merger of the
New York Stock Exchange with Archipelago were driven by the increased emphasis on
electronic transfers [The Week 2006]. Firms seek to induce customers to use the internet to
transfer funds, pay bills electronically, buy and sell stocks and other securities, buy insurance,
apply for and receive loans and other common financial functions [Jullien 2005]. There is the
hope of offering even more services on the net such as obtaining cash by downloading it through
a computer using a special “smart card” and card reader. The smart card would be equipped with
a small computer processing unit that could process, store and share information [Xie and Shugan
2001]. Commercial establishments and financial institutions in Brazil have also made strides
toward moving more transactions online. The range of online financial options currently offered
in Brazil is not as extensive as those offered in the U.S. Nevertheless, they are extensive.

One of the strongest forces driving firms to the internet is the prospect of utilizing the internet to
build the infrastructure and systems to run as extremely low cost and efficient operation
[Massimb and Phelps 1994]. Electronic payments are faster, easier, and cheaper for shoppers,
merchants, and financial institutions alike. Banks, for example, have to transport an estimated
101 million checks, weighing 163 tons, each day. Clearing an E-payment costs banks only about
2 cents [Clark 2004].

Also, in the U.S., a group of internet-only banks have come into existence and are attempting to
revolutionize the way consumers do their banking [Alsop 1999]. Consumers cannot deposit or
withdraw cash over the net. However, the virtual banks can endeavor to build a healthy business
now in preparation for a huge business once smart cards do take hold [McAndrews 1997].
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CONSUMER PERCEPTION

Online transactions have the potential to provide lots of options, conveniences, and savings for
nearly all firms [Pascoe 2004]. But how do consumers really view online financial

transactions? How do they feel about making use of the online financial transactions options
currently available? The benefits of using the internet to make financial transactions will depend,
in part, on how extensively the online services are used. This is referred to in the economics
literature as the “network effects.” The value of the network rises as the number of participants
increases. If only a few participants are connected to a particular online financial services
network, potential new participants might not view the service as having much utility. If the
network is extensive and offers virtually unlimited services, consumers attach high utility to it
[Economides 1996]. This study seeks to ascertain how consumers in the U.S. and Brazil perceive
and use online financial transactions. Moreover, the study seeks to ascertain the differences
between consumers in the two countries with respect to their perception of online financial
transactions. A survey is used to query consumers in both Brazil and the U.S. about their
perceptions. The same survey is administered in both countries.

Respondents in both countries are segmented into two groups. Respondents between the ages 18
and 30 are grouped into a young adult group and respondents aged 31 and above are grouped into
a mature adult group. Differences in and between the two countries and between the two groups
within each country are noted. The study has important implications. It may provide clues as to
how firms can influence consumer perception and induce more people to conduct more financial
transactions online. The study may also reveal if Brazil or the U.S. has done a better job at
directing consumer transactions online. If so, there may be things that one country can learn from
the other.

SURVEY PROCEDURES

Respondents in the U.S. and Brazil were given a survey containing 16, questions, including an
optional open-ended question. The open-ended question allowed respondents to write a short
essay detailing their opinion of on-line financial transactions. The survey was administered to
100 persons in the U.S. and to 90 in Brazil. Fifty of the U.S. respondents were in the age range of
18 to 30 and sixty in Brazil were in this age range. Fifty of the U.S. respondents were age 31 and
above and thirty of the Brazil respondents were age 31 and above. The respondents were
residents of the east coast of the U.S.A. and the eastern area of Brazil. The Brazil respondents
included persons from the country’s three largest cities, Sao Paulo, Rio de Janeiro, and Salvador.
They included college professors, secretaries, delivery persons, nurses, graduate students,
undergraduate students, sales clerks, and others. A Kolmogorov-Smirnov test is used to analyze
the survey responses. Kolmogorov-Smirnov is a test if goodness of fit. It is concerned with the
degree of agreement between the distribution of a set of sample values (observed scores) and
some specified theoretical distribution. It determines whether the scores in the sample can
reasonably be thought to have come from a population having the theoretical distribution.

The test involves specifying the cumulative frequency distribution which would occur under the
theoretical distribution and comparing that with the observed cumulative frequency distribution.
The theoretical distribution represents what would be expected under H,. The point at which the
theoretical and observed distributions show the greatest divergence is determined. Reference to
the sampling distribution indicates whether such a large divergence is likely on the basis of
chance [SPSS 1998]. Two null hypotheses were tested. In one instance it is

hypothesized that consumers are indifferent to using online financial services. This option is
included because reality can often be more complex than “yes” or “no”. Also examined is the
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hypothesis that a majority of consumers exhibit a preference for using online financial
transactions. The survey results were also tabulated separately for respondents who were
between 18 and 30 years of age as compared to those who were age 31 and older. The former
group is designated as “Young Adult” and the latter group is designated as “Mature Adult”.

SURVEY RESULTS
The survey revealed a number of interesting findings. This paper analyzes the responses to a few
key questions on the survey. Responses from the survey questions were tabulated as:
f, = number of “yes” responses on an item
f, = number of “no” responses on an item
fm = number of “maybe” responses on an item
S (X) = cumulative distribution of observed responses
F (x) = theoretical cumulative distribution under H,
D = maximum | F (x) - S (X) |
The sampling distribution of D under H, is known. The Kolmogorov-Smirnov test
focuses on the largest of the deviations. The probability of occurrence of a D > maximum
| F (X) — S (X) | can be compared with the probability of occurrence of D under the theoretical
distribution.

In the test where the hypothesis that a majority of consumers exhibit a preference for online
financial transactions is examined, the “no” and “maybe” responses are collapsed into a single
category labeled “Other”. Table 1 presents the results for U.S. consumers and Table 2 for
Brazilian consumers. The top part of the tables presents the results for the hypothesis that
consumers are indifferent to using online financial transactions. If they are indifferent it is
hypothesized that a fairly equal proportion of the responses would fall into the “yes,” “maybe,”
and “no” categories. For the U.S. group all of the queries produce results that are significantly
different from the hypothesized response. Those related to using the internet for credit card
purchases and for buying stocks and bonds online are highly significant. Overall, the U.S. results
do not provide evidence to strongly and consistently refute the hypothesis that consumers are
indifferent to utilizing online financial services. For the Brazil group, only two of the queries
produced responses near the hypothesized outcome. One of the queries produced results that
were significantly different from the hypothesized outcome. This related to using the internet for
credit card purchases. Overall, the results do not provide evidence to strongly and consistently
refute the hypothesis that Brazilian consumers are indifferent to using the internet for financial
transactions.

The bottom part of Tables 1 and 2 presents results for the hypothesis that a majority of consumers
feel comfortable with online financial transactions. It is hypothesized that if a majority have a
positive perception of online financial functions, then at least 51% of the responses would fall
into the “yes” category on each of the four questions. For the U.S. group the results from all four
questions indicate a consistent and significant difference from the hypothesized result. For the
Brazilians the results from all but one of the questions indicate a consistent and significant
difference from the hypothesized results. The survey results do not

provide support for the hypothesis that a majority of Brazilian and U.S. consumers have a
favorable perception of online financial transactions.

The results for young adults, those between 18 and 30 are presented in Tables 3 and 4. Curiously
enough, in both countries they prove to be a bit more pessimistic about online financial
transactions than did older adults. Three out of four responses on the indifference hypothesis
proved significant in both Brazil and the U.S. But all four of the responses showed a wide
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divergence from the assumption that a majority of young adults had a favorable perception on
online financial transactions. What might account for this divergence between the perception of
young adults and older adults? Well, one possibility is that young adults tend to use computers
and the internet more than older adults. Hence, they may be more familiar with both the
internet’s potential and its dangers.

The survey responses also revealed a curious phenomena about the fraud and loss concerns of
Brazilians. If there was absolutely no possibility of fraud, then an overwhelming majority of
Brazilians would favor online transactions. Brazilians do not appear to have confidence in their
banks to protect them from loss in the event of fraud. The reason for this lack of confidence may
be historical. Many Brazilians suffered losses when the country changed currency and there have
been three currency changes in the past thirty years.

Respondents also had the option of writing a short passage to express their opinion about
online financial transactions. Most of the comments were in the vein: “it is still in the early
developmental phases and too much of a risk;” “a good idea but too many risks involved;”
“...comfortable with my present arrangement ...don’t see overwhelming benefits to make me
change;” and “if security gets better either by private industry or government intervention, I will
be all for online payments.”
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TABLE 1: EXPRESSED AND HYPOTHETICAL PREFERENCES OF U.S. CONSUMERS FOR

ON-LINE FINANCIAL TRANSACTIONS

Question Feel comfortable using the | | Think Internet has Think Internet has W
Internet to pay bills via sufficient security features sufficient features to use it ba
online transfer of funds? to use it for purchasing for security (stocks, bonds, off
items with credit cards? etc.) purchases?
ponse Yes Maybe | No Yes | Maybe No Yes Maybe No Yes | Maybe | N
f 196 240 417 134 299 420 127 35 691 158 401 2!
(X) 230 511 | 1.000 157 507 1.000 149 190 1.000 185 655 | 1.
-(X) 333 667 | 1.000 333 667 1.000 333 667 1.000 333 667 | 1.
D 103** | .156** 0 A176%* | .160** 0 A184** | ATT** 0 148** | .012 |
Response Yes Other Yes Other Yes Other )
F 196 657 134 719 127 726
S(x) 230 1.000 157 1.000 149 1.000
F(x) 510 1.000 510 1.000 510 1.000
D .280** 0 .353** 0 .361** 0 .
N =853 * Significant at .05 level ~ ** Significant at .01
level
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TABLE 2: EXPRESSED AND HYPOTHETICAL PREFERENCES OF BRAZILIAN CONSUMERS FOR

ON-LINE FINANCIAL SERVICES

Quer Feel comfortable using the Would you use the Internet Do you think the Internet
y Internet to pay bills via to purchase items online has sufficient features to
online transfer of funds? with your credit card? use it for securities
(stocks, bonds, etc.)
transactions?
esponse Yes | Maybe No Yes Maybe No Yes | Maybe | No Yes | Maybe | N
f 31 13 16 18 12 30 11 23 26 12 17 3
S(x) 517 | 734 1.000 300 .500 1.000 183 567 | 1.000 200 | .483 | 1.0
F(x) 333 | .667 1.000 333 667 1.000 333 667 | 1.000 333 | .667 | 1.0
D 184 | .067 0 033 167 0 150 .100 0 133 | .184* 0
Response Yes Other Yes Other Yes Other
f 31 29 18 42 11 49
S(x) 517 1.000 300 1.000 183 1.000
F(x) 510 1.000 510 1.000 510 1.000
D .007 0 210** 0 327** 0
N =60 * Significant at .05 level ~ ** Significant at .01 level
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TABLE 3: EXPRESSED AND HYPOTHETICAL PREFERENCES OF U.S. CONSUMER

ON-LINE FINANCIAL TRANSACTIONS - MATURE ADULTS

Question Feel comfortable using Think Internet has Think Internet has W
the Internet to pay bills sufficient security features sufficient security ba
via online transfer of to use it for purchasing features to use it for of
funds? items with credit cards? financial assets(stock,

bonds, etc.) purchases?
Response Yes | Maybe | No Yes | Maybe No Yes Maybe No ‘
F 142 102 174 86 141 191 123 31 264
S(x) 340 | 584 | 1.00 206 | .543 1.00 294 | .368 | 1.000
F(x) 333 | 667 | 1.00 333 | 667 | 1.00 333 | 667 | 1.00
D 007 | .083** | 0 1277 | 124%% | 0 039 | 299%* | 0
Response Yes Other Yes Other Yes Other Y
F 142 276 86 332 123 38 11
S(x) .340 1.000 .206 1.000 294 1.000 2
F(x) 510 1.000 510 1.000 510 1.000 )
D 170** 0 .304** 0 216** 0 22!
N =418 ** Significant at .01 level *Significant at .05
level
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ON-LINE FINANCIAL SERVICES - MATURE ADULTS

Question Feel comfortable using the Would you use the Would you use Internet L
Internet to pay bills via Internet to purchase to invest in stocks, bonds, I
online transfer of funds? items online with your and other securities? S
credit card?
Response Yes Maybe | No Yes | Maybe | No Yes | Maybe | No Y
f 16 5 9 10 6 14 5 12 13 ,
S(x) 533 .700 | 1.000 333 533 | 1.000 167 567 | 1.000 l
F(x) 333 667 | 1.000 333 667 | 1.000 .333 667 | 1.000 3
D .200 .033 0 0 134 0 .166 .100 0 2
Response Yes Other Yes Other Yes Other
F 16 14 10 20 5 15
S(x) 533 1.000 333 1.000 167 1.000
F(x) 510 1.000 510 1.000 510 1.000
D .023 77 0 .343** .3
N =30 Age = 31 or more * Significant at .20 level

**Significant at .01 level
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TABLE 5: EXPRESSED AND HYPOTHETICAL PREFERENCES OF U.S. CONSUMER
ON-LINE FINANCIAL TRANSACTIONS - YOUNG ADULTS
Question Feel comfortable using the | | Think Internet has Think Internet has W
Internet to pay bills via sufficient security features sufficient security features ol
online transfer of funds? to use it for purchasing to use it for security if
items with credit cards? purchases?
Response
Yes | Maybe | No Yes | Maybe No Yes Maybe No )
F 72 132 231 63 142 230 56 68 311 1
S() 166 | .469 | 1.000 | | .145 | .471 | 1.00 129 | 285 | 1.000 | |
F(x) 333 667 1.00 333 667 1.000 .333 667 1.000
D 167** | .198** 0 188** | [196** 0 204** | 382** 0 I
Response Yes Other Yes Other Yes Other \
F 72 363 63 372 56 379 ]
S(x) .166 1.000 .166 1.000 129 1.000 ¥
F(x) 510 1.000 510 1.000 510 1.000 !
D 344** 0 344** 0 .381** 0 2
N =435 ** Significant at .01 level
TABLE 6: EXPRESSED AND HYPOTHETICAL PREFERENCES OF BRAZILIAN CONSU
ON-LINE BANKING SERVICES - YOUNG ADULTS
Question Feel comfortable using Would you use the Internet Do you think the Internet D
the Internet to pay bills to purchase items with your has sufficient features to Ir
via online transfer of credit card? use it for securities (stocks, SE
funds? bonds, etc.) transactions? o
Response Yes ‘ Maybe ‘ No Yes ‘ Maybe ‘ No Yes ‘ Maybe ‘ No



On Line Financial Transactions Brazil Vs USA

Pyatt
f 15 8 7 8 6 16 6 11 13
S(x) 500 767 | 1.000 267 467 1.000 .200 567 1.000
F(x) 333 667 | 1.000 333 667 1.000 333 667 1.000
D 167 100 0 .066 .200 0 133 .100 0
Response Yes Other Yes Other Yes Other
F 15 15 8 22 6 24
S(x) 0500 1.000 267 1.000 200 1.000
F(X) 510 1.000 510 1.000 510 1.000
D .010 0 243* 0 310%* 0
N =30 Age =181t0 30 *Significant at .05 level
** Significant at .01 level
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CONCLUSIONS

The results of the Kolmogorov-Smirnov analysis provide support for the notion that consumers in both
the U.S. and Brazil are, at best, indifferent to using online financial transactions and, at worst, wary of
using the internet for making financial transactions. The survey reveals an overwhelming concern among
consumers in both countries about the safety and privacy of online financial transactions. Consumers are
also concerned about identity theft, a crime that has increased in tandem with internet use.

Research conducted a the University of California’s Berkeley Center for Law and Technology [Hoofnagle
2008] identified which U.S. banks had the highest reported incidences of identity theft claims during a
three month period in 2006. Bank of America, JP Morgan — Chase, and Capital One led the list. HSBC
and Wachovia Bank had lower incidences. The study implied that banks should be required to disclose
their track records with identity theft. It suggested that banks should report such basic statistics as the
number of attempts at identity theft, the number of successful attempts, the form of theft attempted, and
the products compromised (e.g. checking accounts, credit cards).

These concerns suggest that firms, must do two things if they are to achieve significant market
penetration with their online financial transactions. First, they must work to assure consumers that online
transactions are indeed safe and secure. New legislation and perhaps some form of regulation may be
needed to assure this. Second, firms must commit to an intensive campaign of educating the public about
the safety features of their online systems. At present much of the information that the public has and/or
receives about online financial transactions is by word of mouth. Few firms are making the effort to
provide the public with the details that could potentially make a difference in the way consumers perceive
online financial transactions. This is a mistake because it is consumers’ perception of online financial
transactions that will determine the extent to which they use it. Americans and Brazilians are not alone in
their concerns about online financial transactions. A study in Britain, commissioned by the internet firm
Symantec, found that two-thirds of the British think that online transactions puts them at risk of falling
victim to fraud. The report lays the blame for this squarely at the door of online businesses, which are not
giving customers the “confidence boost” they need [www.Symantec.com and Web User 2007].

A study by Forrester Research discovered that nineteen percent of affluent small business owners in the
U.S. declined to apply for a credit product online because of concerns about security and data privacy.
The study also found that victims of identity theft are more concerned than others about online theft and
fraud, and they curb their behaviors more than others due to privacy concerns. Yet these identity theft
victims tend to have higher incomes and more online experience. Hence these behavioral changes are
more pronounced among the types of customers

that financial firms most want to target [Penn and Gillespie 2005]. In some cases consumers just desire a
personal touch. Anderson [2007] cites the example of consumers being willing to use an online bank
portal to obtain a car loan but not to finance a house. The percentage of households owning computers is
increasing [Jarunee 2007] and consumers may respond more favorably than expected to a technology that
makes executing financial transactions very easy and more convenient provided they are convinced the
system is safe.

Perhaps the best way to overcome the reluctance of consumers is to be patient and to give them
more time to become informed and grow confident. As ordinary customers see more and more
people use the internet for making financial transactions with no apparent problems and as firms
step up the pace of disseminating information about their online security procedures, consumer
confidence should grow. More customers may then be drawn into making online financial
transactions thereby assuring that its potentials are realized.
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ABSTRACT

This study tests the trade-off and pecking order theories about the debt and dividend capital
decisions for non-stock electric cooperatives. Decisions to finance investments with debt or equity
are important because they determine the firm's capital structure. With the trade-off theory there
is an optimal balance of debt and equity, and the firm uses debt until it is more expensive than
issuing equity thus reaching the firm’s optimal capital structure. Meanwhile, the pecking order
theorem contends the firm should use internal funds first, then debt, and equity as a last resort.
Both theories have the same fundamentals for the payout of dividends. More profitable firms with
less risk and debt should pay out more dividends. This study examines non-stock firms, whose
dividend is referred to as a capital credit. Capital credits or dividends are the accumulated
profits (or retained earnings) the not-for-profit cooperatives payout to their owners who are also
the firms customers. Considerable debate in Congress over health care reform centers on using
the “cooperative model” to extend health insurance to millions of Americans. This study
analyzes rural electric cooperatives (RECs), firms identical to the “cooperative model” being
considered by Congress in the health care debate. Financial data from 807 RECs is examined in
an OLS regression analysis by testing the effects of selected financial variables on the debt and
dividend decisions. For the debt decision, results support the pecking order theory but are mixed
for the trade-off hypothesis. Results on the dividend decision are mixed for both theorems.

INTRODUCTION

This research study examines the pecking order and trade-off theories about debt and dividend
decisions for non-stock cooperatives. Do more profitable firms with more investment
opportunities have more financial leverage or less? Also how do these factors affect the non-stock
companies’ dividend payouts referred to as capital credits? Capital credits are the equivalent to
dividends for non-stock companies. Unlike previous stock company studies, this study will test
these theories and compare results from a large sample of non-stock companies.

A firm’s decision concerning the level of debt used to finance investments is important since the
choice between debt and equity determines the firms’ capital structure and cost of money. The
capital credit payout decision for the non-stock companies involves the choice between paying
out these credits to its owners/users or reinvesting these funds back into the company. The
pecking order and trade-off perspectives are the two most popular theories claiming to explain a
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company’s debt decision strategy. Both theories make predictions about dividend payouts and
this study will test these predictions on non-stock firms, an extension not found in the literature.

Considerable debate in Congress over health care reform centers on using the “cooperative
model” to extend health insurance to millions of Americans. This study analyzes rural electric
cooperatives (RECs), firms identical to the “cooperative model” being considered by Congress in
the health care debate. Thus, this research on the cooperative business model offers significant
and timely implications for the health care debate.

LITERATURE REVIEW

In the pecking order theory a firm would rather use internal funds before going outside the
company for debt and equity funds. Managers prefer this approach since there would be no
external stakeholders to get approval from. First the company would use retained earnings until
there were inadequate funds to finance the investments. The firm would then go to low risk debt
before getting to high risk debt. Finally if needed the firm would turn to equity for financing and
issue new common stock.

The trade-off theory is based on the assumption that there is a balance of debt and equity
financing that will maximize stockholder wealth. Debt interest is tax-deductible which gives it an
advantage over issuing equity. Though debt has this advantage there are disadvantages to using
debt. If profitability decreases while you are using debt to finance investments there could be
problems paying back the debt obligations and potential bankruptcy risks. Eventually there comes
an optimal degree of leverage where the cost of taking on more debt is more expensive than
issuing new equity.

One theory to explain dividends is the Modigliani-Miller (MM) Dividend Irrelevancy Theorem
which claims that mathematically (without tax considerations) the investor is indifferent about
whether the firm pays out the dividend or reinvests it into the company (Bacon and Kania 2).
There are behavioral reasons why companies pay out dividends and they include imperfections of
the market (taxes and agency cost) and the fact that most investors are risk-averse and they like
the predictability of dividend payouts. Some of the disadvantages of paying out dividends are
potential tax costs, agency costs, opportunity costs of reinvestment, and legal constraints (Bacon
and Kania 2). Since the study uniquely examines non-stock firms, application and comparison of
results to capital credits should add to the body of stock company debt and dividend literature.

According to the pecking order theory, more profitable firms payout higher dividends. Also it has
been found that investments and dividend payouts are positively correlated. Firms with high
leverage and less profitable assets are less likely to pay out dividends (Fama and French 11). The
trade-off theory has similar predictions to the pecking order when it comes to dividends (Fama
and French 6). The theory suggests that number of investments and profitability correlate
positively to dividend payouts. To explain this positive correlation between dividend payout and
profitability in the trade-off model the theory cites agency problems caused by free cash flows,
and that profitable firms need the discipline of dividend payouts to control the issue (Fama and
French 13).

Both theorems have been supported in previous studies. One study found that larger firms and
firms with more fixed assets take on more debt. The same study supported the trade-off theory in
that financial leverage was negatively related to risk. In contrast to the trade-off theory, but in
support of the pecking order theory, the study found that profitability was negatively related to
financial leverage. The pecking order was also disputed in this study as growth was found to be
negatively related to leverage (Bacon and Bacon 8).
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In another study, Fama and French (28) found that more profitable firms payout more dividends
and firms with more investments payout less dividends. These findings support both the trade-off
and pecking order theories. Also the same study found that larger firms payout more dividends
and take on more debt. This agrees with both theorems and the reason explained by the theorems
is that larger firms tend to be less volatile in their earnings making it easier to payoff debts and
payout dividends. In this study it was also found that more profitable companies take on less
financial leverage. This finding goes against the trade-off theory, but supports the pecking order
model. One problem found in this study is that there may be the collinearity problem with the
independent variables and how they relate to each other and leverage (Fama and French 29).

In a study about dividends it was shown that dividends payouts relate negatively to risk,
profitability, and growth. The risk and growth relations to dividends payouts match both the
models discussed. Surprisingly, this study found that profitability related negatively to dividend
payout (Bacon and Kania 9).

Both the pecking order and trade-off theory have been sustained in previous studies. More
evidence has surfaced to support the pecking order model in terms of the debt decision. As far as
dividends are concerned, firms with more investments and more leverage will be less likely to
payout dividends. Results have differed when deciding the relationship between dividend payouts
and profitability.

METHODOLGY

This study sample includes 807 non-stock companies in the electric utility industry. These non-
stock firms are known as rural electric cooperatives (RECs). They are all part of the National
Rural Electric Cooperative Association (NRECA). RECs serve more than 40 million people in
47 states (NRECA Overview). RECs mostly serve areas that are rural with low density or
consumers per mile of distribution line. The interesting thing about the cooperatives is that the
owners are the users. They are not-for-profit organizations so after the costs are paid off the
excess revenues are returned to the owners/users in the form of capital credits (dividends). The
ownership is based on how much they pay for electricity during the year. The financial data on
these firms was taken from the period of 2004-2006 and was provided by the industry’s major
banker, the Cooperative Finance Corporation.

The non-stock companies were analyzed using ordinary least squares multivariate regression
models to analyze the determinants of the debt and capital credit decision about the trade off and
pecking order theories. Hypotheses for the debt and capital credit studies are shown below. The
variables were selected from previous studies and include the following:

DEBT DECISION = f (profitability, capital credit payout, growth, size, power reliability)

The study proposes the following null and alternate hypotheses for the debt decision:

HOg4ept: There is no significant relationship between the debt ratio and the independent variables
listed.

Hlgn:: There is a significant positive relationship between the debt ratio and the independent
variables listed.

H240t: There is a significant negative relationship between the debt ratio and the independent
variables listed.
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TABLE 1: VARIABLES AND HYPOTHESIS FOR DEBT DECISION

FACTOR VARIABLES DEFINITIONS HYPOSTHESIZED
SIGN
FINANCIAL Debt as % of assets | 1 — equity as % of DEPENDENT
LEVERAGE assets VARIABLE
PROFITABILITY Operating margin Operating income to | PECKING ORDER (-)
per KWH sold. net sales on a per TRADE-OFF (+)
KWH sold basis
CAPITAL CREDIT Annual capital Portion of equity that | PECKING ORDER (-)
PAYOUT credit retired per is being returned to TRADE-OFF (-)
total equity members as capital
credits
GROWTH Growth in KWH Current year KWH PECKING ORDER (+)
sold sales minus previous | TRADE-OFF (+)

year KWH sales /
previous year KWH
sales

SIZE Total KWH sold Natural Log of Total | PECKING ORDER (+)
KWH sold at Dec. 31 | TRADE-OFF (+)
of reporting year

POWER System Average Natural Log of Total | N/A
RELIABILITY Interruption service interruption
Duration Index for consumers in
(SAIDI) hours

CAPITIAL CREDIT DECISION = f (profitability, liquidity, growth, size, power reliability,
financial leverage)

The study proposes the following null and alternate hypotheses for the capital credit decision:

HOgy: There is no significant relationship between the capital credit ratio and the independent
variables listed.

Hlg,: There is a significant positive relationship between the capital credit ratio and the
independent variables listed.

H24,: There is a significant negative relationship between the capital credit ratio and the
independent variables listed.

TABLE 2: VARIABLES AND HYPOTHESIS FOR CAPITAL CREDIT DECISION

FACTOR VARIABLES DEFINITIONS HYPOSTHESIZED
SIGN
CAPITAL CREDIT Annual capital Portion of equity that | DEPENDENT
PAYOUT credit retired per is being returned to VARIABLE
total equity members as capital
credits
PROFITABILITY Operating margin Operating income to | PECKING ORDER (+)
per KWH sold. net sales on a per TRADE-OFF (+)
KWH sold basis
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LIQUIDITY Current Ratio Current assets / PECKING ORDER (-)
Current liabilities TRADE-OFF (-)
GROWTH Growth in KWH Current year KWH PECKING ORDER (-)
sold sales minus previous | TRADE-OFF (-)
year KWH sales /
previous year KWH
sales
SIZE Total KWH sold Natural Log of Total | PECKING ORDER (+)
KWH sold at Dec. 31 | TRADE-OFF (+)
of reporting year
POWER System Average Natural Log of Total | N/A
RELIABILITY Interruption service interruption
Duration Index for consumers in
(SAIDI) hours
FINANCIAL Debt as % of assets | 1 —equity as % of PECKING ORDER (-)
LEVERAGE assets TRADE-OFF (-)

QUANTITATIVE RESULTS AND FINDINGS

TABLE 3: REGRESSION RESULTS FOR DEBT DECISION

FACTOR VARIABLES BETA HYPOSTHESIZED
COEFFICIENT SIGN
FINANCIAL Debt as % of assets | N/A DEPENDENT
LEVERAGE VARIABLE
PROFITABILITY Operating margin -0.583015*** PECKING ORDER (-)
per KWH sold. TRADE-OFF (+)
CAPITAL CREDIT Annual capital 0.493329*** PECKING ORDER (-)
PAYOUT credit retired per TRADE-OFF (-)
total equity
GROWTH Growth in KWH 0.181302** PECKING ORDER (+)
sold TRADE-OFF (+)
SIZE Total KWH sold -0.386018 PECKING ORDER (+)
TRADE-OFF (+)
POWER System Average 0.494841 N/A
RELIABILITY Interruption
Duration Index
(SAIDI)
R square 0.172267
F statistic 27.74937
N 807

*** Significant at the 1% level
** Significant at the 5% level
*  Significant at the 10% level

The regression analysis shows that the capital credit payout is positively related to the debt
decision and is significant at the 1% level. This was unexpected and is significant. There was an
unexpected negative relationship between size and the debt decision, but this was insignificant. A
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positive relation between growth and the debt decision was expected and is significant at the 5%
level. Power reliability was positively related but was insignificant also. Profitability is negatively
related and is significant at the 1%. This is in line with the pecking order but not the trade-off
theory. Overall, growth and profitability support the pecking order theory and both variables were
significant. As hypothesized, growth related positively to financial leverage and was significant in
support of the trade-off theory. Three of variables (profitability, capital credit payout, and size)
produced unexpected relationships under trade-off theory, but only two were significant. Two of
the variables (capital credit payout and size) did not support pecking order hypothesis, but only
one was significant.

TABLE 4: REGRESSION RESULTS FOR CAPITAL CREDIT DECISION

FACTOR VARIABLES BETA HYPOSTHESIZED
COEFFICIENT SIGN
CAPITAL CREDIT Annual capital N/A DEPENDENT
PAYOUT credit retired per VARIABLE
total equity
PROFITABILITY Operating margin 0.245967*** PECKING ORDER (+)
per KWH sold. TRADE-OFF (+)
LIQUIDITY Current Ratio -0.075600 PECKING ORDER (-)
TRADE-OFF (-)
GROWTH Growth in KWH 0.021728 PECKING ORDER (-)
sold TRADE-OFF (-)
SIZE Total KWH sold -0.118331 PECKING ORDER (+)
TRADE-OFF (+)
POWER System Average -0.157890* N/A
RELIABILITY Interruption
Duration Index
(SAIDI)
FINANCIAL Debt as % of assets | 0.018831*** PECKING ORDER (-)
LEVERAGE TRADE-OFF (-)
R square 0.073915
F statistic 10.64203
N 807

*** Significant at the 1% level
**  Significant at the 5% level
*  Significant at the 10% level

The regression analysis for the capital credit decision showed three variables that were positively
related to the capital credit decision: profitability, growth, and financial leverage. Two of these
were significant at the 1%: profitability and financial leverage. As hypothesized by both theories,
profitability related positively to capital credit payout and was significant. Financial leverage was
significantly positively related to capital credit payout, unanticipated by both the trade-off and
pecking order theories. Liquidity and size were both negatively correlated but insignificant.
Power reliability had no hypothesized relation but turned out to be negatively correlated at the
10%. Out of the six variables being tested three were found to be significant at the 10% or lower.
Three variables had unexpected results with one being significant at the 1%.
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The correlation results for the beta coefficients are based on individual regressions done for each
independent variable and also correlations between all the independent variables. A common
problem with multiple regression analysis arises when the potential for collinearity among the
selected independent variables or multicollinearity exists. We follow the process of Canavos
(1984) for testing for the presence of multicollinearity which is to employ a large sample of firms
and test the independent variables with a correlation matrix. According to Mason and Lind (1996,
pg. 541), “A common rule of thumb is that correlations among independent variables from
negative .70 to positive .70 do not cause problems.” As shown in Table 5, none of the selected
independent variables for each of four regressions were shown to be highly correlated since all
were within the —0.70 to + 0.70 guidelines. Therefore, we control for the problem of
multicollinearity.

TABLE 5: CORRELATION RESULTS

Annual
Debt % of Cap Current Op. Marg. Growth KWH  KWH
Assets Credits Ratio Per KWH Sold Sold SAIDI
Debt % of
Assets 1
Cap 0.07908793
Credits 6 1
Current 0.38969813 0.02547
Ratio 1 0036 1
Op. Marg. 0.13089218 0.23326 0.13684
Per KWH 2 8608 7823 1
Annual -
Growth 0.05919 0.04910 0.0452622
KWH Sold 0.08153737 9818 0023 44 1
0.08080312 0.05092 0.26412 0.1129338
KWH Sold 8 6733 9691 96 0.069053315 1
0.09197492 0.05219 0.15123 0.0251782 0.0287
SAIDI 2 6011 0331 82 0.008745464 88 1
CONCLUSION

This study analyzed financial data from 807 rural electric cooperatives to test the trade-off and
pecking order theories about the debt and capital credit decisions. Selected financial variables
from the finance literature were regressed on the respective debt and dividend/capital credit
payout decisions using OLS regression. The data was provided by the industry’s major banker,
the Cooperative Finance Corporation and covered the period 2004-2006.

The regression for the debt decision used the debt as a percentage of assets ratio as the dependent
variable, with the following independent variables: operating margin per KWH sold, annual
capital credit retired per equity, growth in KWH sold, total KWH sold, system average
interruption duration index (SAIDI). As anticipated by both the trade-off and pecking order
theories, growth was positively related to financial leverage. Capital credit payout was positively
correlated with financial leverage, while size was negatively correlated; both of these results were
unexpected based on research from previous studies of publicly traded stock firms. Perhaps
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electric cooperatives rely on debt capital to sustain capital credit or dividend payout. Higher
financial leverage leads to lower equity to support higher capital credit payout.

Profitability related negatively to financial leverage in support of the pecking order theory and
contrary to the trade-off hypothesis. The pecking order is correct with the assumption that
profitability is negatively correlated to financial leverage, which means that a more profitable
firm would rather use retained earnings to finance investments rather than take on more debt. This
contradicts the trade-off theory that more profitable firms would be able to take on more debt than
equity when financing investments. The results for growth show that it is positively correlated to
financial leverage which agrees with both theories. The more a firm is growing the more debt it
can take on to finance their investments. The pecking order contends that since the firm is already
using retained earnings for investments, the growth will cause the firm to look for external funds
for future investments. One variable that contradicted both theories was the capital credit payout
variable, relating positively to financial leverage when both theories hypothesized that dividend
payouts would be negatively related or firms with higher debt payout less dividends. This study
found that firms with more debt paid out more capital credits to its members and was at a
significant level in the regression. A logical extension of this study to examine this contrary
finding would be to duplicate this study on publicly traded stock firms in the electric utility
industry and compare results.

The study of the capital credit decision used the annual capital credit retired per equity ratio for
the dependent variable, with the following the independent variables: operating margin per KWH
sold, current ratio, growth in KWH sold, total KWH sold, system average interruption duration
index (SAIDI), and debt as a percentage of assets. Each of the following variables agrees with
both theories: profitability and liquidity. A more profitable firm is more likely to payout capital
credits. A firm with higher liquidity ratios doesn’t payout as much capital credits. Growth, size,
and financial leverage all disagreed with both theories, and financial leverage was at a significant
level. Firms with more debt paid out more capital credits to its members. This idea is unexpected
based on past studies of both theories. Again it may be because these RECs are technically not-
for-profit organizations, and their decisions to payout capital credits may be driven by different
forces than a stock firm paying out a dividend. One final interesting result from the capital credit
study was that power reliability was negatively correlated to the capital credit payout and it was
significant at the 10% level. This would mean that firms with less reliable power service may
payout more capital credits possibly to make up for their poor service. Possibly funds needed to
upgrade the electric distribution system to improve reliability were diverted to capital credits to
send a positive signal to members.

A logical extension of this study to examine these contrary findings would be to duplicate this
study on publicly traded stock firms in the electric utility industry and compare results.
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ABSTRACT

‘Best practices’ of leading and successful companies has been a topic of interest for businessmen and
scholars since the 1980s. However, in business, the use of a best practice by a firm as the foundation
for a sustainable competitive advantage may be problematic and misguided. Any advantage gained
by the firm from the development of a best practice may be short-lived due to competitors jumping on
the bandwagon’.

Perhaps of similar significance to researchers, the use of ‘best practice’ as a construct in scholarly
research may also be problematic. Best practice has become a commonly used label for numerous
organizational routines that have been considered constructs for the dynamic capabilities view of
competitive advantage. However, a dynamic capability by its theoretical nature is ever changing and
evolutionary, yet a best practice by its nature is codified, systematic and prescriptive in application.
Hence, a best practice has been characterized as a misleading proxy for dynamic capabilities
research. This paper attempts to revisit best practices as a useful construct for dynamic capabilities
by viewing the construct value of best practice through the lens of organizational learning.

INTRODUCTION

‘Best practices’ of leading and successful companies has been a topic of interest for businessmen and
scholars since the 1980s. Best practices are defined as those managerial practices that are
demonstrated by a company that lead to superior performance (Camp, 1989). Further defined in a
study of best practices by the American Quality Foundation, a best practice is not necessarily optimal
among all possible approaches, but it is a practice that has perhaps helped a low performing company
improve to medium or higher performance, or a medium performing company improve to the highest
of performance (International Quality Study, 1993). Thus, in this view, a best practice is a capability
of a firm that is context specific and relative to the set of firms in comparison. Yet, regardless of
whether a best practice is a capability that is best among all or simply a lead to better performance, it
certainly should be considered a valuable resource of the firm.

However, in business, the use of a best practice by a firm as the foundation for a sustainable
competitive advantage may be problematic and misguided. Any advantage gained by the firm from
the development of a best practice may be short-lived due to competitors ‘jumping on the
bandwagon’. Once recognition of a best practice by industry constituents, competitors, and/or
popular press occurs, attempts at imitation of the practice by competing firms commonly follows.
Once the best practice is imitated, the superior company no longer has the competitive advantage
once held based on this particular capability. Conversely, the imitating firm does not gain a
competitive advantage over the imitated firm since both now have the capability, i.e. parity.

Furthermore, and perhaps of similar significance, the use of ‘best practice’ as a construct in scholarly
research may also be problematic. Best practice has been considered a construct for the dynamic
capabilities view of competitive advantage. The central premise of theory application here is that a
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dynamic capability of a firm evolves into a best practice when it is recognized by others to be best for
a particular desirable result in a particular context or operational area. However, a dynamic capability
by its theoretical nature is ever changing and evolutionary, yet a best practice by its nature is codified
and inherently replicable in business application. Hence, a best practice has been characterized as a
misleading proxy for the dynamic capabilities view in research.

This paper attempts to revisit best practices as a useful construct for dynamic capabilities research by
viewing the value of a best practice through the lens of organizational learning. What the organization
learns from the development of best practices may indeed equip the firm to continually reinvent itself
to respond to an ever-changing competitive environment.

THEORY DEVELOPMENT

Dynamic capabilities, currently a capability centered view emerging from the broader resource-based
view of the firm (Helfat & Peteraf, 2003; McGuinness & Morgan, 2000; Zott, 2003), contends that an
organization’s strength is not only in the tangible and intangible assets that it holds, but also in how
the organization “integrates, builds, and reconfigures internal and external competencies to address
rapidly changing environments” (Teece et al., 1997). Dynamic capabilities are higher-order
organizational routines and practices that allow the organization to reconfigure its resources to take
advantage of a strategic opportunity (Adner & Helfat, 2003; Winter, 2000). Consequently, as a
higher-order resource of the organization, dynamic capabilities serve as an element of the broader
resource-based view (RBV) of the firm (Wernerfelt, 1984; Barney, 1991). The resource-based view
implies that firms obtain or develop idiosyncratic processes (Huber, 1991; Schroeder et al., 2002) and
unigue tangible or intangible assets.

Such higher-order resources require the element of knowledge within the organization; knowledge of
technology, markets, products, human resources, and processes. Knowledge gained through the path-
dependent process of internal and external learning leading to the development of unique processes
and technology (Schroeder et al., 2002). Hence, capabilities such as dynamic capabilities are
complex bundles (Barney, 1991) of skills and collective learning (Hooley & Broderick, 1998) that are
demonstrated through the processes of the organization (Amit & Schoemaker, 1993). Processes that
are refined and executed well enough to ensure superior performance of functional activities.
Subsequently, learning and the tacit knowledge that accompanies it are critical to achieving a
sustainable competitive advantage.

The dynamic capabilities view is not focused on the resources themselves but instead on the processes
and methods utilized to develop and deploy the resources (Teece et al., 1997). Zollo and Winter
(2002) describe dynamic capabilities as structured and persistent activity dedicated to process
improvements by an organization. In times of market stability dynamic capabilities are routines that
are complex, relying on existing organizational knowledge and path-dependent execution, i.e.,
routines often labeled best practices (Eisenhardt & Martin, 2000; Zott, 2003), not simply trial-and-
error or management improvisation (Winter 2003).

However, in high-velocity markets dynamic capabilities change to more experiential processes that
quickly adapt in an iterative fashion to the evolving environment (Eisenhardt & Martin, 2000). Thus,
a true dynamic capability is more experiential in nature than a best practice and relies to some modest
degree on management improvisation (Miner, et al., 2001) to quickly create a response for the firm in
an adaptive and iterative fashion to a change in the market or scope of operations. Dynamic
capabilities lead to an adaptable work organization. They become instruments of internal learning
characterized as “routine-changing routines” (Schroeder, et al., 2002) that emerge from problem
solving activities or tactics used for the exploitation of an opportunity or defense against a threat to
the firm. Dynamic capabilities emulate organizational learning (Winter, 2000; Zollo & Winter, 2002)
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and much of the knowledge gained from an organizational process evolving into a dynamic capability
is tacit. In this context, it is not easy to attach descriptive labels to processes that embody dynamic
capabilities. However, familiar examples may fall under the generic names of research and
development, technology collaboration, architectural innovation, alliance creation, and virtual
integration.

BEST PRACTICE AS CONSTRUCT FOR DYNAMIC CAPABILITY

Commonly, a best practice is a routine process that relies on the existing knowledge of the
organization to execute a complicated and detailed process by a methodical approach (Eisenhardt &
Martin, 2000; Morita & Flynn, 1997). Once recognition of a best practice by industry constituents,
competitors, and/or popular press occurs, attempts at imitation of the practice by competing firms
commonly follows. The recognition is prompted by significantly strong performance results of the
practicing firm and emerges when the practice is systematized and codified. Once the best practice is
imitated, the superior company no longer has the competitive advantage once held based on this
particular capability (assuming the imitating firm has successfully implemented the best practice in its
substantive form). Conversely, the imitating firm does not gain a competitive advantage over the
imitated firm since both now have the capability. By their systemic nature and codifiability, best
practices are somewhat homogenous across organizations, especially those competing in the same
product-market.  The practice is efficient and systematic and clearly methodical. Such a practice
creates few absolute barriers to other organizations for imitation. Familiar examples of best practices
that have pervaded the popular press and consulting ranks for years are Just-In-Time (JIT), Total
Quality Management (TQM), Materials Requirements Planning (MRP), Employee Involvement and
Concurrent Engineering (CE). Best practices that are presently emerging are Six-Sigma, Supply
Chain Management, Customer Relationship Management (CRM) and the High Involvement Work
Place (HIWP).

Eisenhardt and Martin (2000) in their effort to clearly define a dynamic capability as a non-vague
abstraction of RBV labeled best practices as dynamic capabilities. Perhaps here, as an organization
learns from exercising a superior and distinct organizational process, i.e. higher-order capability
(Hooley & Broderick, 1998) or dynamic capability, a best practice may emerge as a residual. The
dynamic capability becomes ‘routinized’ and evolves to a best practice as it is recognized by others to
be best for a particular desirable result in a particular context or operational area (see Figure 1).

Figure 1:
Firm learns how to The process As the practice is Once recognition
exercise a superior subsequently systematized and of a best practice
and distinct higher becomes codified, the dynamic occurs, attempts at
order organizational ‘routinized’ as a capability becomes a imitation of the
process result of best practice as it is practice by
i.e. Dynamic organizational recognized by others. competing firms
Capability learning follows.

e—— The dynamic capability emerges and is codified into a best practice n————)-

Zott (2003), in his attempt to link dynamic capabilities to firm performance, posited that routines
affecting the evolution of the firm’s resources are manifested when a firm imitates one or several
salient traits of the best performing firm in the industry.
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However, Helfat and Peteraf (2003) described the best practices of Toyota in manufacturing and Wal-
Mart in logistics as superior operational capabilities, but not necessarily higher-order dynamic
capabilities. According to Helfat and Peteraf, the dynamic capability is one that does not directly
affect the product or service output, but indirectly contributes by building, integrating or
reconfiguring the operational capability to better implementation. In an attempt to bring coherence to
the disparity among these views, this paper sets forth to further the understanding of the commonality
between a best practice and a dynamic capability of a firm. In this, dynamic capabilities are distinct
from a best practice in that the form and details of the higher-order capability differ across
organizations, however, similar in that important commonalities are present that lead to the efficacy
of the capability in its ‘routinized’ form across a variety of firms in different industries and markets.

GENERAL PROPOSITION FOR DYNAMIC CAPABILITY RESEARCH

To now, a question in dynamic capability research has been to what are plausible lenses that can be
used in the study of dynamic capabilities to reduce the vagueness surrounding the theoretical frame.
Here, we are proposing that the lens of organizational learning is appropriate for teasing out the subtle
but distinctive characteristic of best practice as a construct of dynamic capability. Subsequently, the
operationalization of dynamic capabilities through the construct of best practices could be quite useful
to help advance research.

CONCLUSION

This paper revisited best practices as a useful construct for dynamic capabilities by proposing that it
may be appropriate to view the value of a best practice through the lens of organizational learning.
The proposition of this study contends that the deployment of a best practice is often an evolution of a
dynamic capability of the firm brought about as the firm develops routines stemming from
organizational learning. By focusing empirical work in these areas perhaps a non-vague abstraction
of the dynamic capability can be captured.
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ABSTRACT

This paper is analyzing the new revolutionary aspect of ‘Management by Objectives’ (MBO) in
different Pakistani companies. In principle, implementation of MBO Practices improves
employee skills, motivation, and behavior and in turn, creates comparative advantage for the
organizations. This research study effectively contributes to the growing literature on the
influence of MBO practices on organizational and employee performance. The aim of this
research is to identify relationship between effective MBO practices, organizational and
employee performance. As a sample, 36 organizations were approached. The MBO practices,
Coaching & Mentoring, Performance Based Reward, Employee Participation and Job Description
were selected for analysis. Study concluded that all these practices are positively contributing
towards organizational and employee performance but employee participation (p = 0.43) and
Coaching & Mentoring (B = 0.40) are major contributors.
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INTRODUCTION

In the early stages of industrialization Management by Objective (MBO) was used primarily at
finder (strategic) level of management but now it is being used at minder (tactical), grinder (front
line management) and at reminder (non managerial staff) level. This implies that goals should be
designed at group and at individual levels, furthermore minimum base should be settled down to
measure the performance. Growth of international competition has lead to an increase in
customer’s expectations regarding quality. Success in today’s competitive world depends less on
tangible assets and more on intangible assets (Qureshi M. Tahir et al., 2007). To be competitive
through high quality an organization is required to implement a continuous and effective MBO
system as a goal -setting technique for management. MBO is also a mechanism for appraising
performance. In fact, it is often used for assessing managers and professional employee. With
applying different MBO practices such as coaching and mentoring, performance based rewards,
employee participation, and job description, employees can be evaluated based on how they
accomplish specific goals set up by the manager. Majority of MBO based organizations are
performing dramatically in the form of better employee as well as organizational performance.
MBO set nomenclature for performance base planning with clear goals setting that reduces
ambiguity.
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Antoni, C. (2005) said that MBO is an effective tool for leading self-regulating teams for high
performance. MBO offers a practical support at each management level and individuals job
satisfaction get improved through commitment towards goals achievement and by employee
participation in decision making. Proper coaching and mentoring promotes better organizational
productivity. MBO serves well as a means to attain control, especially if a systematic and proper
coaching program for teams is adopted. In practice, however, use of this type of control in
organization also requires support by a separate operation within the organization. Managers
should select best performing and most energetic employees who can utilize charisma with the
hope of attaining high performance based rewards.

A more positive view of MBO practices supported by the mutual research method would be more
reasonable when looking for scrutinize practical problems in organization. Studying practices in
industry is a better approach instead of theory or literature driven research. Conducting mutually
exclusive research is thus a means for communicating on a more equal balance with practicing
managers. Hopefully, this research approach will be further developed in the future. There is
more to MBO than objectives only. (Dahlsten F et al. (2005). Overlooking the use of MBO in
developed societies for better performance we planned this research study for finding impact on
performance of human resources and business joints in Pakistan. Different studies indicated an
extensive progress in employee and organizational performance by utilization of MBO rather than
tradition management practices. From efficiency point of view organizations giving power along
with defined goals to employees gets high return.

LITERATURE REVIEW

Antoni, C. (2005) said that MBO is very useful approach at individual, teams and organizational
levels. His study focused on group member’s commitment, job productivity, employee
satisfaction and off course organizational performance ultimately. Study concluded that MBO is
an effective tool for leading self-regulating teams. For efficiency and effectiveness of teams goal
should be clear and attainable. This influence is just achieved by team characteristics, team
competencies and decision making opportunity/employee empowerment. Team competencies
have to be developed in such a way so that they meet the assigned tasks and goal requirements.
Coaching and mentoring for team plays a crucial role, so accordingly coaches should be trained in
this aspect. Otherwise team members might not be able to understand the goals plan. This
highlights management and leadership tasks of team leaders, supervisors and necessity to discuss
these factors with teams in the goal-setting process. If these aspects are handled carefully,
employees’ and organizational performance will increase manifold. Drucker (1954) said that
MBO has come up to induce managers so that they incorporate their efforts in setting goals and
objectives for the group of employees within organization. Goals should be split at each
management level for ensuring that attaining goals at each level will help to reach the objectives
gradually at the next-higher level and finally appear as company goals (Carroll et al., 1973).

Recent research proposed that the settlement of higher specific group goals eventually caused
better group outcomes (O’Leary-Kelly et al., 1994). Group’s commitment towards their goals at
individual and group level is necessary. Setting the goal that a person or group supposes for
themselves cannot have subsequent action if they are not really trying for attaining these goals
(Locke et al., 1990). Goal commitment as the degree by which an individual or a group deems the
goal to be significance and achievability is determined to reach it by growing effort over time
(Klein et al., 1999). Determination and effects of goal commitment is such a crucial variable for
individual and group goal setting that these are still confusing (Tubbs, 1993). Extensive research
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concludes only direct and no reasonable effects of goal commitment (Donovan and Radosevich,
1998; Erez and Zidon, 1984; Hollenbeck and Klein, 1987).

Task is defined as the degree to which group members must actually work together to perform the
task and influence each other’s performance (Campion et al., 1993). Moreover task
interdependence, Weldon and Weingart (1993) supposes that task complexity is another variable
moderating the effects of group goals on group processes by influencing effectiveness of special
action strategies. Group planning is not important for simple tasks which are easy to evaluate, but
many choices exist for complex tasks, which are difficult to compare. Arbitrate processes are
assumed to explain how goal setting leads to higher performance. At the individual level, it has
been shown that goals influence the direction and determination of individual behavior (Locke et
al., 1990). On the other hand higher group goals lead to superior group efforts, commitment
towards goals, influence planning, co-operation and communication in the group (Weldon et al.,
1993). Antoni C. (2005) used goal-setting theory to develop a model of MBO at team level. The
model views group goals and goal commitment as influencing group effectiveness in terms of
organizational productivity, employee performance and employee satisfaction through the group
processes of joint planning and group effort. The key findings includes that MBO systems can
improve group effectiveness with respect to organizational performance, employee performance,
employee job satisfaction and can be an effective tool for coaching and mentoring employees in
self-regulating teams. However its usage depends on contextual factors with an addition of teams
influence in the way of goal achievement. This is completely dependent on team characteristics
such as team competencies and decision freedom. Secondly Prediction of group productivity is
the key of group goals whereas determining the commitment towards goal is another valuable key
towards explaining better employee performance as well as job satisfaction. The secret of
organizational and employee performance is hidden in commitment of group members towards
their goals. The points above denote the usage of MBO type of management results high
organizational as well as employee performance.

RESEARCH METHODOLOGY

Identification of captivating performance generating aspects is a difficult undertaking, many
global tycoons like Americans are strong believers of MBO and in developed world this
approach is very much famous with the slogan that “MBO is high performance generating
tool. Till now numerous organizations from the underdeveloped corporate world are still
highlighting MBO as stress creating buzz. This blurring is required to be unambiguous
therefore a research is required to be conducted to test the myth and reality. This Research
Study addresses this assumption directly and its focus is spinning around whether MBO
practices make a difference in organizational and employee Performance or not. If yes which
practices are appear to be burning? Based on this theoretical model we developed our two
research objectives, the first one is to examine and realize the scope of the association
between management by objectives practices and organizational performance, last but not the
least is to scrutinize and recognize the degree of association between management by
objectives practices and employees performance.

SAMPLING TECHNIQUE

In this research study, “Convenience Sampling technique has been used. This technique is
used to formulate research process faster by obtaining a large number of completed
questionnaires speedily and economically. Only listed companies having minimum five years
of corporate life were selected for the study. Management science research studies have used
surveys as methods of data collection many times in history. We followed the same approach
because secondary data in this field is not available in Pakistan. Due to the scarcity of time

ASBBS E Journal, Vol. 6, No.1, 2010 148



Qureshi, Khan, Sheikh, Ramay, Khan Management by Objectives

and limited budget, we used one-to-one interviewing survey for data collection.
Organizations operating in the twin city (Rawalpindi and Islamabad) were personally visited
and the questionnaires were distributed to the Executives of the organizations. 36
organizations replied back out of 40, with response rate of 90 %.

RESPONSE RATE

Table (1) is showing industries’ response rate of 36 organizations. Collected questionnaires
were coded and entered in Excel 2003 and for analysis Regression and Correlation are used.
Table No 1 (Industry Response Rate)

No. Industry Sample  No. Industry Sample
01 Banking Sector 05 02 Oil & Gas 05
03 Software Engineering 05 04 Pharmaceutical Sector 05
05 Manufacturing 05 06 Telecommunication 05
07 Automobile 05 08 Others 01

N= (20+16)=36

DESCRIPTION OF THE INSTRUMENT

Survey questionnaire was consisted on likert scaling 5 for Strongly agree 4 for Agree, 3 for
Indifferent, 2 for Disagree and 1 for Strongly disagree. Questionnaire included, age of
organization and number of employees as a control variables and MBO practices as
independent variables. Organizational and employee performance are selected as dependent
variables. Total 8 variables are considered for analysis, out of which, 4 are independent, 2 are
control and 2 are dependent variables.

RESEARCH MODEL
To test the impact of MBO practices Coaching & mentoring, performance based reward,
employee participation and job description are analyzed by using following regression equations.

Equation no. 01 Y1 =0 +fy (X0) +B2 (X2) + B (Xs) +Ba (Xa) + £
OP = o + B1 (C&M) + B2(PBR) + B3 (EP) + P4(ID) + ¢
Equation no. 02 ‘With addition of control variables’

Y1 = +B1 (x1) +B2 (x2) + B3 (x3) +B4 (x4) +B5 (X5) +B6 (X6) + &
OP = o +B1 (C&M) + B2(PBR) + B3 (EP) + B4(ID) + B5 (NE) +f6 (LO) + ¢

Equation no. 03 Y2 =o +p1 (x1) +B2 (x2) + B3 (x3) +B4 (x4) + ¢
EP =a + Bl (C&M) + B2(PBR) + B3 (EP) + p4(JD) + ¢
Equation no. 04 ‘With addition of control variables’

Y2 =a +p1 (X1) +B2 (x2) + B3 (x3) +B4 (x4) +B5 (X5) +p6 (x6) + ¢
EP = a +p1 (C&M) + B2(PBR)+ B3 (EP)+ p4(JD)+ B5 (NE)+B6 (LO)+e

Where as:
1. X; = C&M =Coaching and Mentoring
2. X, = PBR= Performance Based reward
3. X3 = EP = Employees Participation
4. X4 =JD = Job Description
5. Xs = NE = Number of Employees (Log is taken)
6. Xg=LO = Life of Organization in years (Log is taken)
7. Y1 = 0P = Organizational Performance (equation 1,2)
8. Y2 =EP = Employees Performance (equation 3,4)
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HYPOTHESIS

On the basis of an extensive literature review, one main and four supplementary hypotheses
are developed for this research study.

H1: There is a positive/significant relationship between the effective MBO
practices and Organizational and Employees Performance.
Hi-a: Coaching and mentoring positively affects organizational and Employees
performance.
Hi-b: Performance based reward positively affects organizational and Employees
performance.
H;-c: Employees Participation positively affects organizational and Employees
performance.
H;-d: Job Description positively affects organizational and Employees
performance.

Figure- 1 (Research Model)

Org.
Coaching & Mentoring @ Performance

Perf. base reward @

Employee Participation @
Job Description @

Org.
Success

Employee
Performance

TMQ-MBO Model

RESEARCH FINDINGS:

While Table 2 is showing correlations for all variables, Table 3 is indicating the descriptive
statistics indicating mean, standard deviation, variance mode, range, minimum, maximum
values and count. There is a positive correlation amongst the dependent variables.
Organizational productivity and employee performance, correlation is (0.46). Mean of the
Organizational productivity is highest (3.83), and standard deviation is lowest (0.65). Where
as Mean of the employee performance is (3.67), and standard deviation is (0.89) it indicates
moderately strong relationship of dependent variables. There is also high correlation amongst
dependent variables and independent variables. Coaching and mentoring has correlation of
(0.48) with Organizational Productivity and (0.24) with employee performance. Performance
based rewards have (0.40) and (0.33) correlation with Organizational productivity and
employee performance respectively. These correlations indicate that whenever proper
coaching and mentoring is provided to employees both organizational performance and
employee performance will automatically be increased. Correlation between independent
variables is showing high relationship with each other, in particular with employee
participation and coaching & mentoring e.g. (0.55), this correlation is indicating that a
mentoring system caused better employee participation. (0.60) correlation between Job
description and coaching & mentoring system is showing mentoring effect. Between
performance based reward and job description, correlation is highest (0.59) indicating that
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whenever a highly scientific and rigorous performance based reward is delivered to
employees, they act on job description in a proper manner therefore their performance
increased significantly. (0.59) correlation between Employee Participation and Job
description indicates that employee’s increased participation in MBO Practices automatically
describes his/her Job area and goal.

In a nutshell, coefficient of correlation between organizational and employees performance is
(0.46) results shows that usage of regular coaching and mentoring, performance based
reward, employee participation and job description lead to higher organizational and
employee performance.

Table (2) Correlations of Variables

or # of
o.P EP C&M | P.B.R E.P J.D Lifgl Em
p.
Organizational Performance 1
Employee Performance (EP) 0.46 1
Coaching and Mentoring 0.48 0.24 1
Performance Based Reward 0.40 0.33 0.47 1
Employees Participation 0.04 | 0.06 | 0.55 0.47 1
Job Description 0.37 0.26 0.60 0.57 0.59 1
Organization's Life in Years -0.10 | -0.06 | -0.31 | -0.24 | -0.19 | 0.08 1
No of employees -0.01 | 0.04 | -0.15 | 024 | -0.11 | 0.12 | 0.54 1

The significant association between Job description, organizational productivity and the
employee’s performance of organization (0.46) reflects that performance of employees is
measured on the basis of quantifiable results. The Coaching and mentoring system in these
organizations can be growth and development-oriented if the employees of the organizations
are provided performance based feedback. Counseling employees will increase their faith on
job description and employee participation will have a strong influence on individual as well
as team behavior.

The mean of employee participation/empowerment is (3.59) and standard deviation is (0.76)
which is comparatively higher than the job description. The impact of Coaching and
mentoring on the employee’s performance of the organizations is showing a positive
relationship up to (0.24). It is indicating that Pakistani industrialists are moving steadily
towards coaching & mentoring approach, further it indicates that among individual MBO
practices, coaching & mentoring in routine decision-making as well as in strategic decision-
making, is also a very important factor which is likely to increase the organizations’ market
share. It also indicates that the employees in the organizations are allowed to make decisions
related to cost and quality matters. They are asked by their supervisors to participate in
operations related decisions and suggest improvements in the way things are being done.

Table 3 Descriptive statistics mean standard deviation
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Vari/DS Mean SD Variance Range | Minimum | Maximum | Count
OP 3.83 0.65 0.43 2.33 2.33 4.67 36
EP 3.67 0.89 0.80 4.00 1.00 5.00 36
C&M 3.73 0.81 0.65 3.00 1.80 4.80 36
PBR 3.75 0.85 0.72 3.33 1.67 5.00 36
EP 3.59 0.76 0.57 2.40 2.20 4.60 36
JD 3.57 0.83 0.69 3.00 2.00 5.00 36
LIFE 11 14 193 54 3 57 36

Highest mean of performance based rewards (3.75) indicates that majority of managers in the
corporate sector are thinking that performance based reward is the most important factor in
organizational performance but job description is showing the lowest mean (3.57).

Table 4 gives the regression outcomes for Pakistani organizations from model A to D. These
regression models are noteworthy and significant. Not even a single control variable is
statistically significant. Four different varieties of models are used for analysis. Models A
and C includes all the MBO practices into the equation along with the control variables,
while models B and D contain MBO practices exclusive of the control variables. The output
in the case of model A is 29% variability and is explained through the organizational
performance. ‘Employee participation’ and ‘coaching and mentoring’ are high impact
creators in organizational performance. In model B, variability in dependent variable is
increase to 33% since ‘employee participation’ and ‘coaching and mentoring’ are having a
significant impact on organizational performance here. Similarly, in case of the ‘employee
performance’, under model C, variability has extended to only 9%. This is because
‘employee participation’ is the only significant factor having impact on employee
Performance. In model D, variability in dependent variable is increased to 14% and is
impacted by ‘employee participation’.

Table 4 Regression Model for Organizational & Employees
Performance because of MBO Practices
- Organizayiqnal Employees Performance
Coefficients Productivity
Model A Model B Model C Model D
Coaching & Mentoring **0.40 **0.40 0.19 0.22
Performance Based Reward 0.27 0.21 **0.40 **0.33
Employees Participation **0.43 **0.41 **0.56 **0.53
Job Description 0.14 vv0.16 0.25 0.25
Organization's Life in Years 0.00 -- 0.00 --
No of Employees 0.00 -- 0.00 --
R Square 0.41 0.40 0.25 0.24
Adjusted R Square 0.29 0.33 0.09 0.14
F 3.42 5.23 1.59 02.4
N =36, *** P<0.10, ** P<0.05, *P<0.01.
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The MBO Practices selected for the research study are coaching & mentoring, performance
based reward, employee participation and job description. Research study highlighted that
organizations involved in coaching & mentoring system and allow employee participation get
increased organizational and suitable employee performance. Confidence level; which refers
to the probability about estimations correctness, for coaching & mentoring and employee
participation p value is less than 0.05. Whenever managers assign tasks to the employee,
implement proper supervision on the employee while the employee is determined himself to
achieve their goals with competency, organizational productivity and employee performance
get increased.

The data in Table 2 is giving confirmation of association sandwiched between effective MBO
practices and organizational Productivity. The results have shown a positive correlation
amongst several MBO practices (coaching & mentoring, performance based reward,
employee participation, job description and employee performance.

CONCLUSION

Analysis is indicating positive relationship amongst effective MBO practices, organizational
and employee performance. Independent variables namely coaching & mentoring, employee
participation, performance based rewards and job descriptions are having positive effect on
organizational and employee performance. Job description system has a positive and
significant impact and is one of the main indicators of high organizational performance.
Employee participation/empowerment is another effective MBO practice that has a
significant impact on employee performance and proving that an employee participation in
decision-making leads organization to perform much better than its competitors in the
industry, performance base pay is also important indicator of high employee and
organizational performance. Finally organizations investing in coaching & mentoring tend to
have a high employee productivity level that ultimately contributes towards high
organizational performance.

Pakistani scenario varies to an extent from the western corporate world because of
investment, exposure, and technological differences. MBO globally known approach has
increased the popularity in Pakistani corporate sector as employees and mangers wants to get
rid of old stereotype ways of management. Currently they want to change with a new
revolutionary aspect of management. This study identified that MBO practices are positively
affecting Pakistani corporate sector, and is acting like a mechanism towards growth and high
performance.

Further area of research could be exploration of Management by Values, Management by
Care and Management by Inspiration with their impact on organizational and employee
performance.
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