


Purinton The Joy of Kitsch

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?

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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TABLE 4: EXPRESSED AND HYPOTHETICAL PREFERENCES OF BRAZILIAN CONSUN

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
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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
128
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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
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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

ASBBS E Journal, Vol. 6, No.1, 2010 151



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

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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