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AUDITING DUE DILIGENCE IN LAW AND ETHICS:
THE PONZI “FEEDER FUND” CASES

Albert D. Spalding, Jr., Wayne State University

ABSTRACT

Financial accounting is an information conveyance process. When financial auditors issue an opinion in
regard to financial statements, the auditors are providing assurance that those financial statements fairly
represent the entity, and are prepared in accordance with the relevant standards. If there is a problem
with the financial statements for which an unqualified audit opinion has been issued, the auditors may be
questioned in regard to their compliance with professional technical and ethical standards that require
competency, honesty, and full disclosure. These questions may be asked by the auditors’ professional
organizations, such as the American Institute of Certified Public Accountants (AICPA), by government
regulators who authorize the performance of auditing services, and by the judges and juries of the
judicial system. This paper considers how the judiciary, in particular, takes into account auditors’
technical and ethical standards when auditors are sued for professional negligence and negligent
misrepresentation. This investigation is done within the context of the recent lawsuits against auditors of
“feeder funds’ that invested with Ponzi scam artists such as Bernard Madoff. This paper concludes that
the auditing profession has a “teachable moment” in the wake of the feeder fund failures, and should not
overlook this opportunity to upgrade its ethical standards.

JEL: K23; M42; M48

KEYWORDS: Auditing, financial disclosure, due diligence, negligent misrepresentation, accountants’
liability, professional ethics, Ponzi, feeder funds.

INTRODUCTION

United States, the technical skills include both a thorough understanding of generally accepted

accounting principles (GAAP) employed by the audit client, and rigorous application of generally
accepted auditing standards (GAAS) in order to ensure that the auditors’ opinions are reliable. Auditors
must also adhere to rigorous standards of due diligence, honesty and full disclosure in order to ensure that
the auditors’ opinions are trustworthy.

I Vinancial auditing is a professional discipline that requires both the technical skills and ethics. In the

This paper provides a discussion of skills required of auditors. This paper considers how the judiciary, in
particular, takes into account auditors’ technical and ethical standards when auditors are sued for
professional negligence and negligent misrepresentation. Specifically, we discuss the issue in relationship
with the Bernie Madoff fraud case. In the following section the relevant literature and background are
provided. The paper continues with a discussion of Ponzi feeder funds. The next section provides a
discussion of red flags in Ponzi feeder fund audits. This paper continues with sections on legal and
ethical analyses of auditor due diligence. The paper closes with some concluding comments.

LITERATURE REVIEW AND BACKGROUND

Several systems operate to evaluate and assess financial auditors’ skills and ethics. First, financial
auditors attempt to self-regulate through organizations such as the American Institute of Certified Public
Accountants (AICPA) and affiliated state accounting societies. These organizations monitor member
compliance with the AICPA code of professional conduct and related industry-generated
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pronouncements. The AICPA maintains a joint ethics enforcement program that investigates complaints
about members who may have violated professional standards. When investigators conclude that
members have in fact failed to comply with these standards, disciplinary actions ranging from enhanced
continuing education requirements to suspension or termination of membership are enforced.

State regulators provide a second tier of oversight. Certified public accountants are licensed by state
licensure agencies who require licensees to abide by state laws and regulations designed to make sure that
they are performing reliable and ethical services. Unlike the AICPA and state professional societies,
whose primary objective is the enhancement and survival of the profession, state regulators are more
concerned with protecting the interests of businesses and consumers who rely upon the services of these
professionals. Sanctions for violating state accountancy requirements include warnings, fines, and, in
more severe cases, suspension or revocation of the accountant’s license.

Federal regulators also play a role in the oversight of accounting professionals. The Securities and
Exchange Commission (SEC), for example, reserves the right to prohibit an accountant from serving as
an auditor (or even as an officer or director) of public corporations. Auditors and other accountants who
do not comply with the technical and ethical standards of their profession can be sanctioned by the SEC
and temporarily or permanently “disbarred” from practice before the SEC. Similarly, the Internal
Revenue Service (IRS) requires accountants to maintain certain ethical standards as a condition of their
right to represent taxpayers before the organization.

Federal and state legislators also play an important role in the regulation of the auditing profession.
Federal and state laws governing the performance of financial audits are continually reviewed and
updated. Most recently, the Sarbanes-Oxley legislation bolstered the financial auditing process by
requiring corporate directors and officers to implement more rigorous internal controls, and to certify that
the financial information provided to external auditors is accurate and reliable. This legislation, enacted in
the wake of the Enron and related scandals, strengthen the role of auditors and provided additional
sanctions for misrepresentation and other violations of the public trust.

Finally, the ultimate arbiter of questions about auditors’ performance is the judiciary. Accountants whose
services may have fallen below technical and ethical standards may find themselves being sued by
plaintiffs, such as investors, lenders, and other users of audited financial statements. Allegations of
professional negligence (i.e., malpractice), negligent misrepresentation, and fraudulent misrepresentation
can result in liability on the part of auditors if the juries and judges of the court system conclude that the
charges are factual. Criminal charges can also be brought when accountants engaged in fraud or willful
misrepresentation (or, in securities cases and some other cases, gross negligence or recklessness).

After all of these safeguards, it would seem that the accounting profession is subject to sufficient
oversight, so that the risk of economic fallout from investor and creditor reliance upon faulty financial
statements would be minimized. History, has proven otherwise. In the recent past, the financial crisis that
resulted in the failure of many financial institutions, and triggered the collapse of the housing market, was
due in part to the willingness of financial auditors to allow faulty financial statements to be issued. Most
recently, questions have been raised about the role of financial auditors who approved the financial
statements of “feeder funds” that were invested with Ponzi scam operators such as Bernie Madoff.

This paper examines the technical skills employed by financial auditors who audited these feeder funds,
and considers whether both the technical and the ethical standards have been met in these cases. This
study considers the role of these financial auditors in light of standards enforced by the various oversight
bodies. To the extent that those standards have not been met, this paper serves as a critique of the
oversight systems. To the extent that those standards did not effectively serve to prevent auditors from
approving the faulty financial statements of these feeder funds, this paper also serves as the basis for



REVIEW OF BUSINESS & FINANCE CASE STUDIES ¢ Volume 3 ¢« Number 1 ¢ 2012

recommendations to improve the standards themselves.

The Madoff Ponzi scheme came to light in December 2008. Ionescu (2010) has considered the Madoff
system of fraud and its impact on, and implications for, global financial markets (Ionescu, 2010).
Similarly, Sinclair and McPherson (2011a; 2011b) have offered analyses in regard to the influence of the
Madoff scam on notions of due diligence generally. Others have studied specific “red flags” (e.g.,
Fuerman, 2009) or clusters of such warning signs (e.g., Gregoriou & Lhabitant, 2009; Benson, 2009) that
should have alerted auditors of and advisors to feeder fund dependencies upon Bernie Madoff’s system of
carefully controlled information fabrication and flow. To date there has not been an effort to examine the
duty of care of Madoff feeder fund auditors in light of both the legal standards as they have been
articulated in recent cases, and professional ethical standards.

Here, the Madoff scam is examined from the larger viewpoint of public policy, and also from the
perspective of individual victims. In particular, the G. Phillip Stephenson is studied. Mr. Stephenson did
not invest directly with Mr. Madoff, but instead invested in a feeder fund that, in turn, placed his funds
with Madoff. The role of the auditors of Mr. Stephenson’s feeder fund, as well as feeder funds generally,
is then considered, especially in light of the red flags that the feeder fund auditors either did not notice or
ignored. The actions (and inactions) of the auditors is viewed in light of both the legal standards of care,
and, professional ethical standards of care. The paper concludes with the observation that even if auditors
are able to avoid legal liability, it is in their best professional interests to adopt higher ethical standards
that would require greater diligence when suspicious circumstances such as those surrounding the Madoff
scandal are extant.

PONZI FEEDER FUNDS

In December 2008 Bernard Madoff revealed that his multi-billion dollar investment firm, Bernard L.
Madoff Investment Securities, LLC (BMIS), was a massive fraud (Efrati, Lauricella & Searcey, 2008).
Madoff was a prominent and respected member of the investing community, who used his investment
company BMIS to engage in a multi-billion dollar fraudulent scheme. Madoff deceived countless
investors and professionals, as well as his primary regulators, the Securities and Exchange Commission
(“SEC”) and the Financial Industry Regulatory Authority (“FINRA”). On December 11, 2008, Madoff
was arrested by federal authorities. Madoff, along with BMIS’s accountant and other associates, and on
March 12, 2009, Madoff pleaded guilty to securities fraud and related offenses arising out of his scheme.
He was eventually sentenced to 150 years in prison.

Madoff’s accountant, David Friehling of Friehling & Horowitz CPAs, P.C., and his chief financial
officer, Frank DiPascali, have pleaded guilty to conspiracy to commit securities fraud and related
offenses. Irving Picard, the trustee of Madoftf’s bankrupt estate, continues to try to claw back assets from
members of his family and various investors who over time “redeemed” more from the fraudulent
investment fund than they “invested” in the first place. Recently, Picard has begun suing banks, brokers
and accounting firms that allegedly failed to detect (or consciously avoided detecting) the true nature of
Madoff’s activities.

To facilitate his scheme, Madoff had claimed he utilized a “split-strike conversion strategy” to produce
consistently high rates of return on investment. This strategy, described in detail by Markopolos & Casey
(2010), supposedly involved buying a basket of securities corresponding to stocks in the S&P 100 Index
as well as options to hedge the risk of those securities. Since at least the early 1990s, however, Madoff
did not actually engage in any trading activity. Instead, he generated false paper account statements and
trading records. If a client asked to withdraw her money, Madoff would pay her with funds invested by
other clients. These tactics are the earmarks of what is generally referred to as a “Ponzi” scheme.
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Many individuals and institutions that invested with Madoff did so through “feeder funds.” Investors
would often become limited partners or account holders who invested in the feeder fund, which would
then invest its assets with BMIS. BMIS, in turn, acted as trader, broker, and custodian of all funds and
securities in the account and reported results back to the feeder funds. Feeder fund investors could usually
make monthly withdrawals of funds, funded either from a separate feeder fund account or from BMIS
itself.

Some feeder funds invested most, if not all, of their assets in BMIS. For example, as noted in the in the
case of Stephenson v. Pricewaterhousecoopers, LLC (2011 U.S. Dist. LEXIS 23244, 2011), the Beacon
Fund was a feeder fund that invested approximately 71% of its assets with Madoff. Between 1995 and
2008, Beacon invested approximately $164 million with Madoff and withdrew approximately $26
million, leaving a net investment of approximately $138 million. As alleged in the case of In Re: Beacon
Associates Litigation, the reported value of the Beacon Fund’s Madoff account in November 2008, just
prior to the revelation of Madoff’s fraud, was approximately $358 million (2010 U.S. Dist. LEXIS
106355, 2010). Similarly, Greenwich Sentry, a limited partnership affiliated with a larger firm known as
Fairfield Greenwich (Bermuda) Ltd., invested all of its investors’ funds into BMIS, as also observed in
the case of Stephenson v. Pricewaterhousecoopers.

G. Philip Stephenson, was an individual who invested on behalf of himself as well as on behalf the
revocable living trust he established for his family as part of his estate plan. He eventually lost $60
million as a result of his investment in Greenwich Sentry, a feeder fund. The following facts, taken from
the Stephenson v. Pricewaterhousecoopers, LLC lawsuit initiated by Philip Stephenson in January 2009,
tell the story of, and serve as an example of, the plight of feeder fund investors.

In February 2008, after expressing interest in Greenwich Sentry, Stephenson received documents about
one of Greenwich Sentry’s sister funds, Fairfield Sentry. He was told that analogous documents for
Greenwich Sentry were not yet available but that he could expect them to be similar, and that they would
be audited by PWC. These documents included a “due diligence questionnaire” that described protections
in the funds, including the role played by PWC. One week later, Stephenson received profit analyses for
Fairfield Sentry which he was told by FGG would be representative of results he could expect as a limited
partner in Greenwich Sentry.

In March 2008, Stephenson received the Greenwich Sentry Limited Partnership Agreement and fund
reports showing that Greenwich Sentry earned profits of just under one percent as compared to a multi-
percentage point fall in the Down Jones Industrial Average. Stephenson also received the Greenwich
Sentry investment prospectus which described the BMIS split strike conversion strategy and explained
that the strategy was implemented by through accounts maintained by Greenwich Sentry at BMIS.
Stephenson understood that PWC had approved some or all of these documents and would be serving as
auditor for Greenwich Sentry. That was critical for Stephenson as an experienced investor who knew the
value of strong risk management: he specifically asked the feeder fund representatives whether PWC had
identified any issues with Greenwich Sentry and now claims that he never would have invested in the
Greenwich Sentry fund if PWC or a firm of equal repute was not auditing the fund.

In April 2008, Stephenson executed a subscription agreement in his individual capacity and deposited
$60 million in Greenwich Sentry accounts. In May 2008, he received the 2006 and 2007 Greenwich
Sentry financial statements in which PWC delivered unqualified audit opinions affirming that the
statements were prepared in accordance with Generally Accepted Accounting Practices (“GAAP”) and
Generally Accepted Accounting Standards (“GAAS”). After receiving those opinions, Stephenson
executed a new subscription agreement in his capacity as trustee on June 1, 2008, and transferred his $60
million limited partnership interest to the Trust.
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At first, the Trust’s investment appeared to be paying off. By October 31, 2008, Citco Fund Services
(Europe) BV and Citco (Canada) Inc., the fund administrator and sub-administrator respectively, had
reported that Stephenson’s original $60 million investment was worth $62,540,565. And by the end of
November 2008, the same investment had realized a 6.59% gain at a time when the Dow Jones Industrial
Average experienced losses many times that percentage. Of course, as the world now knows, those gains
were illusory and Madoff needed money from investors like Stephenson to pay those prescient few who
cashed out before the truth came out. Indeed, on December 11, 2008, when Madoff revealed his fraud,
Greenwich Sentry refused to withdraw Stephenson’s investment and he has still never recovered a cent of
his $60 million.

FEEDER FUNDS AUDITS: THE RED FLAGS

In many cases, feeder funds were audited by prominent public accounting firms who issued unqualified
opinions. That is, the auditors, gave assurance to feeder fund investors that the financial statements of the
feeder funds, including balance sheets that provided values of BMIS investments, were a fair
representation of the underlying investment portfolios. As it turns out, the BMIS investments were
entirely fictitious, and so the feeder fund financial statements, as audited, were equally unreliable.

As noted above, Greenwhich Sentry was one of the feeder funds whose financial statements were audited
by Pricewaterhousecoopers (PWC). PWC is a prominent firm which provides auditing, accounting, and
other advisory services around the world. PWC conducted an annual audit of Greenwich Sentry. For
purposes of that audit (and the audit of other BMIS feeder funds), PWC developed an audit plan. As
outlined in the Stephenson lawsuit, the audit plan proposed that PWC would conduct discussion and
enquiry with BMIS in order to obtain an understanding of the key control activities as they relate to the
operations, sub-custodian and prime broker functions. The audit plan also indicated that PWC would
perform transaction testing on the investment strategy applied by BMIS for the applicable funds. And the
audit plan recognized the need to confirm the existence of investments with BMIS and derivative
contracts associated with BMIS’s split strike conversion strategy.

Among the items examined during a financial audit are the internal controls that serve to safeguard the
integrity of the audit client’s financial reporting system. In addition, GAAS requirements, including
Statement on Auditing Standard No. 99: Consideration of Fraud in a Financial Statement Audit (AICPA,
2002), require auditors to investigate “red flags,” or signals of possible fraud, when they become aware of
them.

In addition to the technical requirements of GAAS, such as Statement on Auditing Standard No. 99,
auditors are required to comply with the ethical requirements of the Code of Professional Conduct
promulgated by the AICPA. Rule 201 of that Code provides that an AICPA member shall undertake only
those professional services that the member or the member’s firm can: reasonably expect to be completed
with professional competence; exercise due professional care in the performance of professional services;
adequately plan and supervise the performance of professional services; and obtain sufficient relevant
data to afford a reasonable basis for conclusions or recommendations in relation to any professional
services performed (AICPA, 2010).

In their lawsuits against feeder fund auditors, investors have accused the auditors of violating GAAS. In
many cases, these investor-plaintiffs have charged the auditor-defendants with either fraud or gross
negligence, in part because these types and levels of culpability, if proven, would qualify as scienter, or
knowledgeable wrongdoing, as defined under the federal securities laws. If scienter is proven, the
plaintiffs can expect to recover higher levels of damages from the defendants than would otherwise be the
case. But even if scienter cannot be proven under federal laws, plaintiffs can look to lesser state law
remedies for negligence, including negligent misrepresentation and professional negligence (malpractice).
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Feeder fund auditors have been charged with wrongfully overlooking a variety of red flags, including: (1)
the centralization and combining of management, trading and reporting functions by the feeder funds with
BMIS, minimizing or eliminating any feeder fund controls over these functions; (2) inconsistencies
between the reported asset values of the feeder funds, and financial reports filed with the SEC; (3) the
extraordinary returns supposedly generated by BMIS;(4) the lack of market response to the supposed
large block trades the BMIS claimed to have transacted; and (5) the implausibility that the “over-the-
counter” markets could have supported the large hedge transactions reported by BMIS. Each of these is
addressed briefly below.

In many cases, Madoff had managed to wrest control of information flow from the feeder funds. BMIS
not only had exclusive control of the management of feeder fund assets, but was also the sole executing
broker for trades involving the feeder funds as well as for their trading strategies. BMIS was the sole
custodian of the feeder funds, and also the sole source of information for their trades and asset values.
Details of these arrangements were disclosed in the public documents filed with the SEC by the feeder
funds. Still, even though these arrangements were unusual in the industry, and even though
documentation of these arrangements was publicly available, they were not treated by auditors as being
indicative of an operational risk that required closer scrutiny.

A second red flag alleged against the feeder fund auditors generally, and PWC in particular, is that BMIS
reported asset values for feeder funds that in the aggregate exceeded the value of the total assets under
BMIS management that BMIS reported to the SEC. PWC, as auditor of several of the major feeder funds,
had access to the financial reports of feeder funds whose assets exceeded the value of total assets reported
to the SEC. Of course, PWC also had access to the public reports filed with the SEC. PWC either did not
analyze this information (despite internal policies requiring that the firm obtain and review regulatory
filings in general), or, did analyze the information but choose not to consider the information to be of
sufficient concern for purposes of any follow-up investigation as called for by Statement on Auditing
Standard No. 99.

The third red flag was the inexplicable rate of return offered to BMIS investors. Not only did BMIS
provide extraordinary returns, but it purported to do so at a very low risk by exiting the market on quarter-
ending days when its so-called split strike conversion strategy indicated that remaining in the market
would not have been profitable. As a general rule, many courts have found suspicious quarter-end
transactions to be red flags of fraud, but the feeder fund auditors remained unconcerned about these
phenomenal occurrences.

The fourth red flag was the observation that BMIS could not have executed its purported strategy to enter
and exit its positions en masse because, given the massive size of its holdings, these transactions would
have caused market volatility that never in fact occurred. That is, market data did not reflect the
transactions BMIS reported to make. To the extent that feeder fund auditors expressly or impliedly
indicated that they were adept at analyzing market returns, and that they would do so as part of their audit
procedures, this market impact would likely have surfaced. Nevertheless, the auditors did not identify the
lack of market fluctuation as a red flag.

The fifth red flag is the charge that the over-the-counter investment markets could not support the volume
of options BMIS would have had to place in order to execute its purported split-strike conversion policy.
To the extent that the feeder fund auditors held themselves out as management, the auditors had the
ability to recognize and understand the rationale for significant and unusual business transactions, and to
know about counter-party trading. However, these skills were not employed by feeder fund auditors in the
pursuit of red flags in the case of BMIS.
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LEGAL ANALYSIS OF AUDITORS’ DUE DILIGENCE

There have been several federal lawsuits filed against feeder fund auditors, and each of them has been
dismissed. In all of these cases, the presence of audit-significant red flags, including those described
above, has comprised the foundation for allegations of fraud or recklessness on the part of the auditors.
And in all cases, the courts have determined that as a matter of law the plaintiffs did not meet the legal
requirements for maintaining a claim of fraud or recklessness again the feeder fund auditors.

One of the largest feeder funds in the Madoff case was the Beacon Fund. In November 2008 (just prior to
the revelation of Madoff’s fraud) the reported value of the Beacon Fund’s Madoff account was
approximately $358 million. Friedberg Smith & Co. P.C. was the auditor of the Beacon Fund, and after
the demise of BMIS in December 2008, Friedberg was sued by Beacon Fund investors who allegedly
relied upon the unqualified Beacon Fund audit opinions issued by the auditor. In making their case
against Friedberg, the Beacon Fund plaintiff-investors in the case of In re Beacon Assocs. Litig. alleged
numerous red flags which they claimed should have prompted further inquiry by Friedburg. First, there
was no published SAS 70 audit report available for BMIS; an SAS 70 audit report is a widely recognized
auditing standard developed by the AICPA and represents that a service organization such as an
investment adviser has been the subject of an in-depth audit of their control objectives and control
activities. Second, the vast majority of the Beacon Fund was invested in BMIS, increasing risk. Third,
Madoff’s accounting firm, Friehling & Horowitz, had been telling the AICPA that it did not perform
audits for fifteen years, despite serving as Madoff’s auditor. Fourth, Madoff ran his own “back office,”
which entailed that BMIS calculated its own net asset values and prepared its own account statements.

To bolster their case against Friedberg, the Beacon Fund investor-plaintiffs also alleged that many
publicly available facts had suggested that Madoff was obviously a fraud, and that many private investors
decided Madoff was suspicious after examining the publicly available data. These additional red flags
included: Madoff’s intense secretiveness; investors’ inability to replicate Madoff’s results using his
claimed strategy; the low correlation of Madoff’s performance to the market, despite the fact that his
hedging strategy should have closely correlated to overall market performance; the suspiciousness of
Madoff’s claims to buy a security at its daily high and sell it at its daily low consistently; instances of
Madoff’s records reflecting a trade of a security at a price outside of the daily reported range for that
security; the fact that an insufficient volume of options were traded on certain days to support Madoft’s
stated strategy; Madoff’s decision to forego the standard hedge fund management fee of 1% plus 20% of
profits and settle for commissions on trades, possibly to avoid heavier audit requirements; Madoft’s stated
practice of liquidating all securities at the end of each reporting quarter and investing the proceeds in
treasury bills, ensuring that auditors could not verify the existence of Madoff securities for that period;
Madoff’s lack of a third-party custodian to hold BMIS’s securities; Madoff’s use of a small, unknown
accounting firm; the fact that BMIS audits did not show any customer activity; the fact that key positions
at BMIS were staffed by Madoff’s family members; and Madoff’s use of paper documentation of account
activity and trades despite BMIS’s supposed technological sophistication.

The Beacon Fund investor-plaintiffs also noted that although government regulators such as the SEC
failed to catch Madoff’s fraud, numerous private entities who conducted basic due diligence of BMIS
readily came to the conclusion that an investment with Madoff was unwise. As early as 2002,
Rogerscasey, a domestic registered investment adviser, warned clients away from Madoff feeder funds. In
2005, Harry Markopolos submitted a complaint to the SEC alleging that Madoff was a fraud. Hedge fund
adviser Acorn Partners doubted Madoff’s bona fides. Many European hedge funds avoided Madoff
because he did not pass their due diligence. In 2007, investment manager Akasia advised clients not to
invest with Madoff after becoming suspicious of him. In July 2008, Albourne Partners, a London due
diligence firm, advised a client to liquidate a $10 million investment in a Madoff feeder fund. Despite
these litanies of red flags and recognizable warning signals, the court in In re Beacon Assocs. Litig.
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concluded that the investor-plaintiffs failed to show that Friedburg ever became aware of them, and that
the red flags were either not so obvious that an auditor must have known of them, or not strong enough to
support an inference of recklessness on the part of the auditors.

The ripple effect of the Madoff fiasco impacted auditors of feeder funds, like Beacon, but it also affected
sub-feeder funds. Fulvio & Associates LLP was the auditor of FM Multi-Strategy Investment Fund, LP
(“MS Fund”), a sub-feeder fund that invested in larger funds such as the Beacon Fund, which in turn
funneled money to Madoff. When the Madoff scam came to light, the investors sued, among others, the
auditor, in the case of Wolf Living Trust v. FM Multi-Strategy Inv. Fund, LP (2010 U.S. Dist. LEXIS
118169, 2010). The investor-plaintiffs alleged that Fulvio conducted inadequate audits and knowingly or
recklessly disregarded numerous red flags with regard to the Fund’s investment in Madoff. Given its
failures, the investors alleged that Fulvio disseminated false audit reports that it knew would be provided
to limited partners and potential investors. The case was dismissed on jurisdictional technicalities, and the
court saw no grounds for jurisdiction under federal securities laws.

The Fairfield Greenwich Group was another feeder fund organization whose financial statements were
audited without qualification. The investor-plaintiffs in the case of Anwar v. Fairfield Greenwich, Ltd.
(2010 U.S. Dist. LEXIS 108929, 2010) charged that the auditors, PWC, overlooked an extensive array of
so-called “red flags” — ranging from the impossibility of Madoff’s returns to other financial firms
refusing to invest with Madoff — that should have alerted the defendants to infirmities in the Fairfield
funds. They suggested that PWC and other feeder fund defendants brushed off suspicions aroused by
Madoff’s use of an essentially one-person accounting firm for his multi-billion dollar investment
business, and by the unblinking acceptance of trade confirmations that were fraudulent on their face.

The Anwar investor-plaintiffs were very specific about the failings of PWC to exercise due diligence in
their audits of the Fairfield feeder funds. For example, they charged that PwC had originally claimed that
it would meet with BMIS to obtain an understanding of the key control activities as they relate to the
operations and process over the custodian, sub-custodian, and prime broker functions.. However, it
appeared to the plaintiffs that PwC accepted Madoff’s representations without any independent
investigation. For example, Madoff stated to PwC that BMIS’s trades were mostly electronic, with
records and reconciliation updated daily. But PwC allegedly knew that Madoff did not provide electronic
confirmations to the Funds, but instead provided delayed paper records of his trades. The feeder fund
investors alleged that had PwC analyzed and tested Madoftf’s investment strategy, it would have detected
that the strategy could not have functioned as described, and that the returns claimed by Madoff were not
achievable. In short, the plaintiffs alleged that if PwC had performed a proper audit, it would have
discovered that Madoff did not actually engage in any legitimate trades and that the assets of the Funds
did not exist. Despite these detailed allegations and charges, the court in the concluded that the investor-
plaintiffs failed to allege facts that give rise to a strong inference of anything more than a neglect to
uphold professional auditing standards. As such, the complaints against PWC and several other Fairfield
feeder fund defendants in the Anwar v. Fairfield Greenwich, Ltd. case were dismissed.

A group of accounting firms was sued in the case of Saltz v. First Frontiers, LP (2010 U.S. Dist. LEXIS
136140, 2010), which involved another sub-feeder fund (First Fontiers) that invested in the feeder fund
Beacon Associates LLC rather than in BMIS directly. The plaintiff-investors in that case alleged that the
auditors aided and abetted the lack of due diligence by First Frontiers by approving inaccurate and false
financial performance statements, and that the auditors knew, or should have known, but for their
conscious avoidance, that the statements far overstated the value of each investor’s account because they
included the value of worthless BLMIS holdings. The plaintiffs also alleged that the auditors had to have
known of at least some of the red flags (unless they were egregiously reckless), but took no action to
investigate or disclose the red flags. The court, however, concluded that the plaintiffs were not prepared
to prove that the auditors actually knew of the red flags that supposedly would have led them to discover
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Madoff’s fraud, and dismissed the case against the auditors. The more plausible competing inference, for
the court, was that these auditors, like others in the industry, did not find the information available to
them so disturbing as to merit further investigation.

Another recent case, In Re J.P. Jeanneret Associates, Inc., et al., involved the accounting firm of
Margolin, Winer & Evens LLP. (2011 U.S. Dist. LEXIS 9630, 2011). The Margolin firm audited the
Income Plus Fund, a feeder fund that enabled individuals, charities, pension funds and retirement
accounts, institutions and other entities including other hedge funds to invest with Madoff. Participation
in The Income Plus Fund was offered to investors through confidential Offering Memoranda (OM) that
were released in 1993 and in 2003. The plaintiff-investors in that case asserted that Margolin had a duty
to understand details of Income Plus’ investments, and that in so doing the firm was required to do more
than rely solely on the procedures it performed. Much of the Income Plus Fund’s investment and income
information made available to Margolin was based on information from Madoff, and the plaintiffs
charged that the Margolin firm should have looked more closely at the Income Plus Fund. In dismissing
the case on behalf of the Margolin firm, the court considered the federal securities law claim asserted
against the firm to have been a fraud-by-hindsight claim that is often brought against the auditors who
happen to have been engaged to audit feeder funds.

The most recent of these dismissals involved G. Philip Stephenson. As noted above, Stephenson sued
PWC and several other parties, alleging, among other things, fraud and malpractice on the part of PWC.
The initial lawsuit, Stephenson v. Citco Group Ltd., was filed shortly after the Madoff scam came to light,
was dismissed in its entirety on March 31, 2010 (700 F. Supp. 2d 599, 2010). Stephenson appealed the
dismissal, but the dismissal was upheld on appeal (2011 U.S. Dist. LEXIS 23244, 2011). The courts
determined that under established legal precedence, allegations of GAAP or GAAS violations do not, by
themselves, establish scienter of their own force. The court also concluded that Stephenson was unable to
prove that PWC both knew of, and ignored, the alleged red flags.

ETHICAL ANALYSIS OF AUDITORS’ DUE DILIGENCE

All of the dismissals of the lawsuits against feeder fund auditors, described above, involved claims of
recklessness (or worse) on the part of the auditors. To the extent that some feeder fund investors decide to
press their claims in state courts under a theory of professional negligence, or malpractice, they might be
somewhat more successful than have the plaintiffs in these securities laws cases. Nevertheless, these cases
have made it clear that the courts are reluctant to impose liability on feeder fund auditors based on legal
interpretations of their standard of care in such circumstances.

Whether or not there is legal liability for overlooking the red flags in the Madoff Ponzi scheme, questions
can and should be asked about whether or not the auditors of the feeder funds fulfilled their professional
ethical duties. In particular, auditors are required to comply with the AICPA Code of Professional
Conduct (2010). That code includes Rule 201, which requires that auditors exercising due professional
care in the performance of professional services, that they adequately plan and supervise the performance
of those services, and that they obtain sufficient relevant data to afford a reasonable basis for conclusions
in relation to their audits.

To the extent that one or two red flags may have been missed by the feeder fund auditors, the case could
be made that the auditors were acting in full compliance with the ethical requirements of their profession.
But the cumulative effect of the laundry list of red flags, of which the auditors were either aware or
arguably should have been aware, is compelling. And while such notions as do care, adequate planning,
insufficient data are difficult to define precisely for purposes of deciding whether an auditor might have
acted unethically, the auditing profession is not necessarily well served if it does not consider the long-
term impact of the failures in these feeder fund cases. If the auditing profession does not assume
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responsibility for upgrading its ethical sense of responsibility in cases where danger signals are so
numerous and voluminous, it may find that its usefulness and relevance to the investing public may
diminish.

As it happens, there are ethical protocols in place that would be helpful and instructive if the AICPA
chooses to come to grips with the ethical implications of the feeder fund failures. Ironically, in November
2008 (approximately one month before the Madoff failure), the AICPA published guidelines for
complying with most of the rules of its Code (2008). Those guidelines describe an approach that auditors
and other accountants can use to evaluate those relationships or circumstances that can impact the due
diligence of an auditor, but that are not explicitly addressed by the Code itself. Those guidelines require
that auditors carefully identify threats to their compliance with the ethics rules, and evaluate the
significance of those threats. If the threats are not at an acceptable level, the threats and safeguards
approach involves determining whether safeguards are available to eliminate the threats or reduce them to
an acceptable level and, if so, applying such safeguards or, if not, avoiding the situation increase the
threats. Threats are identified and evaluated both individually and in the aggregate because they can have
a cumulative effect on an auditors compliance with the requirements of due diligence.

This type of analysis of the threat of non-compliance with the due diligence requirements (and other
professional ethics standards of the auditing profession) was not conducted by the auditors of the feeder
funds in the Madoff Ponzi scheme, for two reasons. First, the threats and safeguards guidelines were not
published by the AICPA in time to have had an impact on the feeder fund audits. Second, and much more
importantly, the AICPA chose not to make its threats and safeguards guidelines authoritative. That is, the
AICPA chose to avoid treating these guidelines as anything more than mere suggestions. This, despite the
fact that the AICPA was willing to issue fully enforceable, authoritative threats and safeguard guidelines
in regard to one specific rule (that is, the independence Rule 101 of the Code). Instead, the guidelines for
Rules 102 to 505 of the Code were explicitly not required, and were published only as a means of
assistance to members in their efforts to comply with the actual rules of the AICPA’s ethics code.

CONCLUSION

Lord Moulton famously referred to ethics as “obedience to the unenforceable” (1924). In the case of the
feeder fund audits, auditing standards of care that would have required auditors to be alert to, and to
respond to, red flags such as those in the Madoff Ponzi scheme, may be unenforceable. The goal of this
paper was to consider, through legal research, how the judiciary, takes into account auditors' technical and
ethical standards when auditors are sued for professional negligence and negligent misrepresentation. The
primary finding of this paper is that that courts have been unwilling to enforce those standards of care in
such a way that auditors are held responsible for disregarding any number of danger signs that went into
problems in the financial statements of the feeder funds. This finding is limited by the fact that not all of
the Madoff-related feeder fund cases have found their way through the courts, and so there is the unlikely
possibility that one or more of the courts could change direction in the years ahead.

It would not serve the auditing profession well to hide behind these court decisions. The auditing
profession is entirely dependent upon its reputation for credibility, integrity and diligence. That reputation
would be enhanced if the auditing profession treated the failures to exercise sufficient care, planning, and
data gathering in these cases, as a “teachable moment.” The profession could begin this process very
easily, by simply dusting off its own guidelines for managing the risks of noncompliance with its own
ethical standards, and making them enforceable. Future research could result in suggestions for how this
might be done.
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ABSTRACT

This paper examines the components of the innovative organization in Thailand. The mixed method was
used in gathering the data that can be categorized in two parts. Qualitative collection used focus
group discussion in an R&D unit. The findings revealed that employees understood the innovation
concept and the importance of innovation. This understanding could enable the company to compete in
new business environments. In the quantitative element of the study, data were gathered from 152
employees by questionnaire. The results showed the means of innovative firm factors, company
infrastructure, external confidence, clear objectives, team constitution, external influence, freedom,
attitude toward risk, internal confidence, department growth and development, were not very different
and the work period affected the perception of employees. The employees recommended that firms should
create an innovative culture, set innovative behaviors as the work standard, and that communication
among individuals, groups, and organizations would help employees create new ideas and implement
their ideas.

JEL: M10, M12, M14
KEYWORDS: Innovation, Innovative Organization, Corporate Structure, Biotechnology, Strategy

INTRODUCTION

processes of genetically-modified organisms. It is used in important industries including the food

industry, pharmaceutical industry, and energy industry. Each of these industries are related to the
quality of people’s lives. The governments of the United States, China, Japan, Singapore, Malaysia, and
India have intensively invested in biotechnology research and development, and have allocated resources
and set clear directional frameworks to obtain a world market share of biotechnology products as shown
in Figure 1.

B iotechnology is the process of improving and utilizing the DNA of small cells, including the

An examination of biotechnology products reveals that energy products represent the highest proportion,
followed by food products, chemical products, agricultural products, health products, and mining.
Moreover, a report of the National Science and Technology Development Agency found that the
economic value of biotechnology products in the world in 1983 was about 5,400 million dollars and
increased to 11,000 million dollars and 58,000 million dollars in 1994 and 2003, and will increase to
300,000 million dollars in 2020.

The Thai government has also realized the importance of biotechnology and has developed a
biotechnology development policy framework. The goal of the framework is to increase the nation’s
competitiveness as well as to develop the health and well-being of the people. Further, the government
expects to receive investment from both domestic and international companies, cooperation between local
firms and large countries in technology development, and expanded local trade to neighboring countries
(National Science and Technology Development Agency, 2003). For this reason most local biotechnology
companies have changed their strategy to an innovative and compete in the new business environment.
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Figure 1: Market Share of Biotechnology Products
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This figure shows the proportion of biotechnology product global market share in 2003 taken from the National Science and Technology
Development Agency report.

Scholars have provided many definitions of innovation; however, in this paper the authors offer a simple
definition. Innovation refers to new products or new processes that enable organizations to maximize the
value of production, reduce costs, increase efficiency, and respond to the customer.

With innovative strategies, the organization would be wealthy and sustainable in the long run. However,
successful innovation is not easy, it depends on several factors, such as marketing, funding, networking,
and personnel and corporate management (Hawitt-dundas, 2006). Tidd & Bessant (2009) have noted that
the challenges of modern management are to create an innovative organization. Executives should be a
role model in changing and setting clear directions, preparing infrastructure, permitting employees to
think and work on their own, and recognizing the employees’ potential and developing their capabilities.

The aim of this paper is to examine the components of the innovative organization in Thailand. The paper
is divided into five parts; the first part is the introduction, the second part is the literature review, the third
part concerns methodology.  The fourth part reports the findings, and the last part presents come
concluding comments.

LITERATURE REVIEW

In the competitive economic era, innovation strategy is critical. Many organizations have tried to start
new policies and create a learning environment and corporate culture that encourage employees’
creativity and innovation (Hewitt-Dundas, 2006). These managerial practices will help the company
obtain an advantage in the short and long terms (Hsueh and Tu, 2004; Santos-Rodrigues, Dorrego and
Jardon, 2010).

Innovation has many meanings depending on the scholar’s area of study. For instance, Burton and White
(2007) suggested a broad definition of innovation that refers to the process of new products or new
service development. Meanwhile, Roger (1995) stated that innovation is a new idea regarding
implementation, that sometimes may be related to technology. One business expert also describes
innovation as an entrepreneurial tool for obtaining property (Drucker, 1994).

Jain (2010), divided innovation into three levels: the individual level, group level, and organizational
level. At the individual level, the organization focuses on innovative behavior, idea generation, and idea
implementation. Group innovation was the culmination of individual result. This process also affects
knowledge sharing and knowledge absorption within the group. Finally, the organization level is
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impacted by the system, policy, strategy, organizational structure, corporate culture, and other factors. All
innovation levels result in new products, processes, and service.

Rothwell (1994) noted that the innovation process has many and varied models; however, the innovation
model that is widely recognized is comprised of five models: the Technology Push Model, the Market
Pull Model, the Coupling Model, the Integrated Model, and the Networking Model.

In this paper, however, the authors present Hansen and Birkinshaw’s innovation model (2007) that
described the stages of innovation process based on the value chain concept as follows: 1. Idea
Generation which is the first stage of the innovation process. Ideas can be both from internal sources
(employees), and external sources, such customers, users, suppliers, etc. 2. Conversion is the process of
idea selection and development. The organization assesses the feasibility of the ideas and chooses
potential projects to implement. 3. Diffusion is the commercialized stage. The organization distributes
new products or services into the market.

Figure 2: Innovation Value Chain

IDEA GENERATION > CONVERSION DIFFUSION >
. CROSS- EXTERNAL DEVELOPMENT SPREAD
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Collaboration
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This Figure shows the innovation value chain.

In organizational management, some academics have stated that the organization should emphasize the
decision-making abilities of the manager, technology, and the work environment that helps employees to
think, create, and implement ideas (Chalhoub, 2010; Craig and Dibrell, 2006). Additionally, Rosenfeld
(2008) stated that executives not only have multi-skills, but also can motivate the employee to innovate.
Meanwhile, the organizations have to create the appropriate infrastructure, corporate structure, and trust.

Tidd and Bessant (2009) have noted that the new challenge of organizational management is to create
innovative organizations that focus on creativity and innovative behavior of employees though job design,
reward systems, employee participation, and team building. Further, Tidd and Bessant described the
critical components of the innovative organization as follows: 1. Company Infrastructure which refers to
the resources, management models, and corporate structures that affect the operation. 2. External
Confidence which refers to the attitude and confidence of the executive concerning employees. 3. Clear
Objectives that guide employees in what needs to be done to achieve organizational goals. 4. Team
Constitution which refers to the characteristics of team members and interaction between members. 5.
External Influences that affect the operations of the organization such as funding, new technology,
government policy, etc. 6. Freedom refers to the extent to which the organization permits employees to
have the authority to decide, plan, and control their work. 7. Attitude toward risk, meaning the attitude of
both the top executive and employees. They should have the characteristics of proactive thinking, being
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ready to change, and learning from mistakes. 8. Internal Confidence refers to trust in a group of
employees or the team, and the belief in the team members’ potential. 9. Department Growth and
Development realizes the employees’ potential and develops their skills continually, including setting a
clear career path.

Katz (2004) stated that the emergence of innovation often occurs in the organization because of the large
investment in research and development and knowledge management system. He demonstrated the
characteristics of a successful innovative organization, called the human side of the innovation, as
follows: 1. Corporate Culture which focus on the innovation process and support the innovative behavior
of employees. 2. Architecture/Structure meaning the relationship between the manager and subordinates,
including the interaction among individuals, teams and the department. 3. Roles meaning the employees’
role, both formal and informal, in the innovation process: project leader, product champion, supporter,
and gatekeeper.

A pleasant environment and good management will result in effective innovation. Moreover, Francis and
Bessant (2005) have noted that different types of innovation (incremental innovation and radical
innovation) require different resources and management support.

METHODOLOGY

The research design of this paper is the mixed method, and the study focuses on a well-known
biotechnology firm in Thailand. The case here is the import-export company that distributes raw animal
feed materials and initiates new agriculture products through investment in research and development to
expand the domestic and ASEAN market. The main products include shrimp feed, shrimp head protein
extracts, soybean processing, organic minerals, organic agricultural supplement, and protein and probiotic
enzymes. The current target is to accelerate to research and develop of human functional food.
Additionally, the company works with government agencies, research institutes, and academic institutions
to develop technology and to transfer knowledge. Further, the company has many valuable patents and
won a National Innovation Award in 2007.

The methodology is categorized into two parts: the qualitative method and quantitative method. The
qualitative collection used focus group discussion in the R&D unit. The participants consisted of a
manager, an assistant manager, a supervisor, and two employees. The data analysis described the nature
of the participants and grouping information followed the components of the innovative organization
(Tidd and Bessant, 2009). The quantitative collection consisted of an employee opinion survey
concerning the components of the innovative organization. The samples were 152 employees in all
departments selected with the simple random sampling technique.

Table 1 shows the sample distribution. Most respondents were male (N = 99), age between 20-30 years
(N = 81), and graduated from high school (N = 115). An average of 52.5% of employees were operators
and 44.7 % of employees had stayed with the organization from 1-5 years.

FINDINGS

In this part, the authors divided the findings into two sub-parts based on the gathering methods: the
findings from the quantitative method and the qualitative method.

The Quantitative Method Findings

Employees were surveyed concerning the components involved in the innovative organization: company
infrastructure, external confidence, clear objectives, team constitution, external influence, freedom,
attitude toward risk, internal confidence, department growth and development. A Likert scale ranging
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from 1 (fully disagree) to 5 (fully agree) was used for the measurement. Table 2 shows the means and
standard deviation of the components perceived to be involved in the innovative organization.

Table 1 Sample Distribution

Topics Number of Employees Percentage

Gender

Male 99 65.1

Female 53 34.9
Position

Officers 72 47.4

Operators 80 52.6
Age

20-30 Years 81 53.3

31-40 Years 61 40.1

41-50 Years 10 6.6
Education

High School 115 75.7

Certificate 14 9.2

Bachelor Degree 23 15.1
Work Period

0-1 Years 43 28.3

1-5 Years 68 44.7

6-10 Years 26 17.1

More than 10 Years 15 9.9

This table shows summary statistics from the sample.

The team responses ranged. The high value was for constitution and external influence of (x = 4.34),
followed by attitude toward risk (x = 4.18), company infrastructure (x = 4.14), clear objectives (x = 4.01),
and internal confidence (x = 3.99). Department growth and development and the freedom dimension were
at the same rate (x =3.96). Finally, external confidence was rated at a low level (x = 3.89). This suggests
that all components were equally critical.

Table 2 Means and Standard Deviation of the components of the Innovative Organization

Components Mean SD
Company Infrastructure 4.15 0.86
External Confidence 391 1.02
Clear Objectives 4.02 0.78
Team Constitution 3.94 0.74
External Influence 4.34 0.79
Freedom 3.98 0.73
Attitude toward Risk 4.19 0.59
Internal Confidence 4.01 0.75
Department Growth and Development 3.97 0.93
Total 4.06 0.64

This table shows means and standard deviations of the sample responses.

When we tested the sample characteristics and the components of the innovative organization we found
that the work period and almost all components of the innovative organization were significant. Table 3
shows the sum of squares, mean square, and F- test. The statistics revealed that the employees that had
different work periods had different opinions concerning all of the components of the innovative
organization, except the company infrastructure dimension.

Findings from the Qualitative Method

Almost all employees understood the innovation concept, that innovation implies new products, services
or processes. The innovation novelty has multiple levels: new to the world, new to the nation, new to the
organization, or new to the market. However, the importance of innovation is the extent it can be
commercialized. This company planned to create a learning organization and to transfer the basic
innovation concept to all employees.
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Table 3 Work Period and the Factors of Innovative Organization

Factor Sum of Squares df Mean Square F Sig.
Company Infrastructure Between Groups 3.45 3 1.15 1.55 0.20
Within Groups 109.92 148 151 0.74
Total 113.38 151
External Confidence Between Groups 30.95 3 10.31 11.83 0.00**
Within Groups 128.52 148 0.86
Total 159.48 151
Clear Objectives Between Groups 10.76 3 3.58 6.39 0.00%*
Within Groups 83.08 148 0.56
Total 93.85 151
Team Constitution Between Groups 14.00 3 4.68 9.95 0.00**
Within Groups 69.44 148 0.46
Total 83.45 151
External Influence Between Groups 9.765 3 3.25 5.55 0.00**
Within Groups 86.67 148 0.58
Total 96.44 151
Freedom Between Groups 8.40 3 2.8 5.59 0.00%**
Within Groups 74.04 148 0.50
Total 82.42 151
Attitude toward Risk Between Groups 12.14 3 4.04 14.73 0.00**
Within Groups 40.65 148 0.27
Total 52.79 151
Internal Confidence Between Groups 22.17 3 7.39 16.91 0.00%*
Within Groups 64.69 148 0.43
Total 86.87 151
Department Growth and Between Groups 24.42 3 8.14 11.11 0.00**
Development Within Groups 108.37 148 0.73
Total 132.79 151
Total Between Groups 11.33 3 3.77 10.77 0.00*
Within Groups 51.86 148 0.35
Total 63.19 151

This table shows test of Work Periods and Factors of an innovative Organization. ** indicates significance at the five percent level.

Moreover, all processes in the organization were based on the innovation process concept: idea
generation, conversion, and diffusion. This could be seen from the development of innovative products
and on-going research. In addition, top executives also played a supporting role in encouraging life-long
learning of employees and creating external networking. When considering the components of the
innovative organization proposed by Tid and Bessant, the authors grouped the company data from the
case as follows:

1. Company Infrastructure refers to the resources, management models, and corporate structures that
affect the operation. The company had tools and equipment, but for some scientific equipment, which was
often less used and required high investment, the company contacted outside provider agencies. Further,
the organization not only restructured to a flat organization, but also created a suggestion system that was
a direct channel between employees and executives via e-mail. This created close contact among
employees, departments, and top management positions.

2. External Confidence means the attitude and belief of executives about employees. In this case, top
executives recognized the employees’ capability and supported staff in attending training at technology
institutions and development programs, including socializing the innovative values.

3. Clear Objectives refers to the company setting clear directions and communicating with employees in
monthly meetings and on prime occasions. For instance, meeting president had focused on company
vision, mission and strategy to ensure that all staff received the same directions before starting new
discussion topics.
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4. Team Constitution is associated with team member characteristics and the interaction between them.
They often coordinated and shared information, such as production problems, new research and
development knowledge, and customer needs among various departments. This information was essential
for the innovation process, at the stage of idea generation, and all employees became involved in goal
setting and corporate directions.

5. External Influence refers to the external environment, such as funding, new technology, and
government policy that affect the organizational operation. In this case, The company was benefited from
the biotechnology development policy framework. Therefore, the company had the cooperation with the
National Innovation Agency (NIA) and the National Science and Technology Development Agency
(NSTDA) in funding support and knowledge transfer, including also work with the Science Park,
universities, educational institutions, and research and technology agents.

6. Freedom refers to the company permitting the employees to work on their own, express their opinion
and delegated authority in decision making about their job. This helped to encourage the creativity of
employees because the staffs’ proposals and ideas would not be blocked, thus bringing about a sense of
belonging and creating the challenge of work.

7. Attitude toward Risk refers to the company investing in high technology projects with high risk.
However the staff understood characteristics of innovation that sometimes may face failure and
sometimes may be successful, as well as have the ability to learn from past experience.

8. Internal Confidence refers to trust within a group or a team, and the belief in the team members’
potential. This company not only made an effort to create a happy work place and quality of work life, but
also focused on open communication to retain good interpersonal relationships and trust in the team.

9. Department Growth and Development involves emphasizing continuous learning of the staff at all
levels. Especially in the research and development unit, the company invited technology experts to be
employee consultants, and coaches. Further, the company highlighted on internal and external training
programs as well as set clear employee career paths.

CONCLUSION

In biotechnology development policy framework, Thai local companies have realized how to compete in
the new business environment and innovation strategy has become an alternative way to achieve a
competitive advantage in the long run. Therefore, several Thai companies have changed their strategies
and action plans.

However, successful innovation is not easy, and it depends on several factors. This study aimed to
examine the components of the innovative organization and used the mixed method to gather the data on
a well-known biotechnology firm that categorised two parts. The qualitative collection used focus group
discussion in the R&D unit. The quantitative section involved collecting data from 152 employees via
questionnaire.

The findings revealed that the survey and focus group discussions aligned. The staff understood the
concept of innovation, and all of the components of Tid and Bessant’s innovative organization concept
affected the company’s innovation process. When considering the quantitative data it was found that the
means of all factors (company infrastructure, external confidence, clear objectives, team constitution,
external influence, freedom, attitude toward risk, internal confidence, and department growth and
development) were not different and the work period affected the perception of employees. This implies
that all components were important and that companies needing to set innovation strategies should be
concerned about these components.
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Finally, the employees mentioned organizational development and the idea that the company should
emphasize creating an innovative culture and establish innovative behavior, idea generation, and idea
implementation as a performance appraisal standard. Moreover, the employees also offered some
opinions regarding the government. They indicated the government must take a proactive role in
promoting and supporting biotechnology firms more than is apparent with current action.

This study had some limitations, as the population was small and included only a single company. As
such, the results are not complete or reliable. Further study that increases the size of the population and
compares the results with other biotechnology companies or other industries would be beneficial.
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CREDIT POLICIES IN SOUTHERN ITALY SOLID
WASTE FIRMS

Pina Puntillo, University of Calabria, Italy
ABSTRACT

The aim of the present work is to analyze how relations between financial choices and the capital
structure of firms condition the business dynamics of the companies involved. The paper involves an
analysis of the balance sheets for the three year period 2005-2007 of firms dealing with urban waste
disposal in a region of Southern Italy. The results show how economic dynamics and current tariff
policies have resulted in conditions of financial imbalance that, in more than one case, have led to
financial bankruptcy. The massive credit given to insolvent public bodies has resulted in excessive risk
exposure. The result is levels of debt that it is hard to imagine would be tolerated in companies working
under normal market competition. This paper analyzes waste disposal companies dealing in a part of the
country that has been defined as underutilized. This sample provides an interesting opportunity to study
the policy implications of the crisis and failure of such companies.

JEL: M4
KEYWORDS: Public Utility, Capital Structure

INTRODUCTION

the scientific and academic levels because of the absence of any precise legal definition (Sorace,

2001). National legislation has never provided a definition of local public service, nor of public
service in general, neither has it laid down a basis on which to build an exact description (Cattaneo,
1990). Indeed, it is this lack of a systematic frame of reference governing legislative measures that has
made it impossible to arrive at a clear definition in the academic and theoretical field (Maggiora, 1986;
Fresa, 1983). There is no theoretical consensus on how to define public service. Various and often
conflicting criteria are used to identify services which can be labelled public.

r I Yhe expression “public service” has diverse definitions and interpretations. This is true especially at

One line of theory suggests it is necessary to make use of subjective criteria. From this standpoint,
ervices offered by public subjects or all those carried out by Public Administration in general can be
defined as public (Borgonovi, 1984). From another theoretical view, it is essential to link the
determination of public service to objective data. What is considered necessary is not the quality of the
subject that undertakes the activity but rather the nature of the service. Thus, it is irrelevant whether the
service provider is public or private. There is no shortage of authoritative theoretical positions that claim
that the two approaches, if applied rigidly, can be inadequate because the definition of public service
implies consideration of various criteria including: subjective, objective, teleological, institutional and so
on (Zucchetti, 2002). In fact, to be defined as a public service, the goods and activities produced must
respond to basic and widespread needs of the local community and to realize social, economic and civic
ends (Landolfi, 1999).

Regarding local public services, legislators have taken up a midway position between the objective and
subjective conception, privileging a mixed notion of public services. Article 112, first section of the legal
decree 267/2000 on the one hand focuses attention on the role of the local body whose job it is to manage
service provision. It tries to give some content to public service, by claiming that it must have as its aim
the production of goods and activities to fulfil social ends and to promote the economic and civic
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development of local communities. This mixed notion adopted by the legislation does not pose any
substantial limits to the activities of local government administrations in the Single Text formula. All
activities to do with economic and social development are included except for those activities mentioned
in the list of “functions”.

Service allocation can be direct or indirect. In any event it must satisfy the needs of the local area under
the control of the public service provider. In other words, the service is public as it is provided to the
community and because of the fact that a public subject defines the characters which it assumes as
obligations (Casetta, 1999).

A public service should consist of a certain type of economic activity whose aim is to satisfy needs so
widely felt as to be considered belonging to the community. One can claim that public services have as an
essential precondition the achievement of social ends (Picarelli, 1975). The service becomes public only if
public institutions recognize it as such. Public services are addressed to the community to meet its public
needs. The task of the Government is to make available the necessary means to satisfy these needs. There
is a collective interest in ensuring progress in public service management to bring it in line with best
international practices.

Public services provide a clear sign of the well-being of a country and characterize its ability to supply
citizens with a quality of life considered acceptable, and the ability of companies to satisfactory compete
on a global scale (Rassu and Saporito, 2009). Satisfactory levels of efficiency in the supply of general
services by public administrations can contribute to the quality of public policies, to increase productivity,
thereby allocating other services to the community and to general improvement in the local environment
for both firms and citizens (Onida, 1967; Massei, 1992). Obviously low efficiency levels in the supply of
local public services, especially related to productivity, act as a brake on territorial development. Indeed,
inefficiency and backwardness in services carry a heavy burden for citizens and users alike. This cost
weighs heavily both directly and indirectly on the local economy (Tretola, 2004).

Studies of demand levels, supply and the efficiency of certain collective services show, in line with Istat
data, a marked backwardness in southern parts of the country compared to the north and center with
regard to the quality of overall provision of local public services. In more dynamic parts of the country,
legal reforms started in the 1990s aimed at liberalizing various sectors and introducing elements of
competition, and favored a process of rationalization and reorganization of the industrial supply side base
with significant gains in efficiency and a growing entrepreneurial ethos in certain subjects running the
system (Severi, 1991; Montrone, 2006). In the south of the country, however, reforms were introduced
more slowly and often resistance to the changes was much stronger. The system of supply, was also
handicapped by a less developed demand. It remained fragmented and tied to public management models
reluctant to any market opening.

The reform process of local public services began in the final decade of the last century. The main driving
force behind this process can be found in the municipal model crises, brought about by the unsustainably
high cost of such services, the increase in the complexity of the public’s needs and the related inadequacy
of the bureaucratic structure in meeting those needs (Ammannati, 2008).

The need to reduce costs and streamline the structure connected to community pressure for the
liberalization of certain sectors of public services resulted in a process of reform related to running the
public services, shown by law n. 142 of 1990. This law represented the evolution of various regulations
which had been introduced one after another over time. This law introduced new forms to manage public
services providing an opening towards third parties and economic management open to an influx of
capital from local sources. Later, there was a further move towards introducing a business structure for
the management of local public services (Corso, 1997; Delli Santi and Santiapichi, 2000).
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The structure of local public services underwent another change through the legal decree 269 of 2003,
that converted into law n. 326 in the same year. The first significant element of this change was the
distinction between local public services with economic importance and others. This substituted the old
distinction between local public services with an industrial importance and others, hitherto used by the
Italian legal system. Legal decree 269 underscores that network ownership belongs to the local bodies
and stipulates that in running the network administrations can delegate service provision to suitable
companies chosen through open tenders, to publicly listed companies who could take over to run the
service, providing the public body providing the public money continues to exercise the same control as
would be the case under direct management and that the new service provider cooperates in its activities
with the controlling public body or bodies.

The discipline regulating the offloading of economically important services was completely overhauled.
Strict conditions were stipulated for awarding private contracts, which had to meet standards of the sector
in question as well as those fixed by EU norms as follows: 1) private companies are selected through an
open public tendering system; 2) mixed private/public companies in which the private partner was
selected through public tendering procedures; 3) companies financed by public money on the condition
that the bodies controlling the public capital apply the same control and monitoring as would be the case
with their own services, and the companies work closely and cooperate with controlling bodies.

Services of no economic importance, awarding control through a system of tendering to third parties was
eliminated and the business model to run such companies was reformulated, substituting mixed
companies with companies financed by public money. With the ruling n. 272 of 27" July 2004 the
Constitutional Court declared illegitimate article 14, section 1, e) and section 2 of the legal decree n. 269
of 30™ September 2003, which afterwards became law n. 236 on 24™ November 2003, being in conflict
with articles 117 and 118 of the Constitution. The Court decided for public services of economic
relevance that the government intervention must limit itself to laying down the guiding principles, leaving
the detail to the local public bodies concerned. With regard to public services of no economic
importance, the court declared that government intervention was not legitimate since competition had no
relevance.

After this judgment the Italian government intervened once again in the question of public services with
the aim of encouraging the widest possible application of competition. They determined that awarding
control to a mixed company through public procedures for the selection of the operative partner, the so-
called “dual objective tender”, is covered by ordinary modes of allocating tenders for the running of local
public services, stipulating that the private partner be awarded a percentage of no less than 40%.

Significant innovations in public services have been introduced by the Bersani Decree, converted
amendments into Law No. 248/2006. This decree was intended to curb the proliferation of regional or
local companies, which had been included in market’s related to areas other than those institutionally their
local public services (Clarich, 2006; Longoni, 2006). Further amendments to the regulations were
introduced by Finance Act 2008. This law introduced a model of triangulation negotiation between the
operator and user control, aimed at achieving higher levels of quality of public services provided.

The much-troubled reform of local public services has took place in 2008 (for further details, see
Lucarelli, 2008, and Bassi, 2008). In 2009 the law was further amended. The subject matter covered by
the new art. 23-bis, Law 166/2009, included two modes of local public services: The award for employers
or companies in any form consisted of identification through a public competitive procedure. Our reliance
on joint venture companies and private public companies provided that the selection is carried out by the
member using a public competitive procedure and should transfer to the private partner a share of at least
40 percent of the tasks
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In the course of 2010 was also approved the DPR No 168 of 2010 amending the Regulations on local
public services of economic interest. Lastly the government has recently approved the Decree Law No.
138/2011, currently under conversion, article 4 provides for the adjustment of the discipline of public
services to local referendum and the law of the union the European Union. This decree applies to local
public services of economic interest with the exception of water service, the service distribution of natural
gas distribution services of electricity, the regional rail service and the operation of pharmacies.

In this context of reform, privatization and liberalization, it is interesting to analyze the companies dealing
with municipal solid waste in southern Italy, an area of the country defined underutilized. The Italian case
represents an interesting natural experiment because both privatisation of utilities and market
liberalisation were launched at the same time - the 1990s - with the intervention of the regulator and other
supervision mechanisms.

Specifically, this study aims to analyze how relations between the financial and capital structure affect the
dynamics of firms in the regulated businesses. Researchers have long hypothesized there exists an
important interaction between the pricing choices of regulators that set rates in regulated environments
and the capital structure decisions of firms which operate in those markets. The general consensus that
can be drawn from the theory is the existence of price regulation in the output market provides the
regulated entity with incentives to utilize additional levels of debt to finance the operations of the firm.
Literature on the subject is conspicuous and will be analyzed in the following section.

Data on regulated industries such as cable television, local telephone, electricity generation, and natural
gas distribution, find considerable empirical evidence consistent the predictions from the theory - rate
regulation creates an incentive for firms to increase their debt levels. For example, De Fraja and Stones
(2004) have investigated the role of capital structure in a regulated firm. They have show that it affects
the prices set by the regulator: the expected price is lower the higher the proportion of debt finance. Also,
Cambini and Rondi (2006), with data from the four largest public utilities Italian companies - Eni, Enel,
Autostrade and Telecom - conduct a descriptive analysis of the interrelation between leverage, price,
profitability and investment rate. This article analyzes the relationship between the financial and capital
structure in the solid waste management company in Southern Italy city.

The article is organized as follows. The next section gives the basic framework of the strategic regulation
process. The empirical analysis section discusses the aim of the present research. The subsequent sections
describes the data, the research method and the empirical results. The last section concludes the paper.

LITERATURE REVIEW

The process of privatization determined a new scenario for public utility companies, opening the field to
competition both national and international (Marchetti, 1995; Bonelli, 2001; Clarich and Pisaneschi,
2000). The economic and financial crisis at the beginning of the new millennium showed up the extreme
debt situation of these companies and sometimes an clear abuse of leverage for financing activities and
acquisitions. The levels of debt of many of the regulated companies, also, were it would hardly have been
tolerated by the banking system in normal market conditions.

The regulation has some implications. First, the regulation increases a monopolist’s cost efficiency (Coco
and De Vincenti, 2004). When the firm’s cost-reducing effort depends on the output supplied, a binding
pricecap, by compelling the monopolist to produce more, finally results in lower costs. There may be
several reasons for which an unregulated monopolist or a firm regulated by non-binding caps may lower
its cost-reducing effort below the socially optimal level. For example, insufficient market discipline could
originate phenomena similar to those correlated with soft budget constraints create separation between
management and property of the firm. When management maximises its discretionary budget with a
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profit constraint. Coco and De Vincenti (2004) provides another, simpler, reason. Management builds on
the so-called “Arrow effect”: comparing the incentives to process innovation under a monopolistic and a
competitive market structure, Arrow (1962) concluded that they are greater under competition because the
marginal gain from innovation in terms of cost-reduction is positively correlated with output. Cabral and
Riordan (1989) exploited this intuition in a natural monopoly regulation model to highlight the positive,
but discontinuous relationship between the X parameter of the pricecap and the level of a one-shot effort
exerted by the firm at the beginning of the regulatory period.

A regulated monopoly may be more cost-efficient than an unregulated one, so that regulation may not
only improve allocative efficiency but also productive efficiency (Coco and De Vincenti, 2004). The
behavior of regulated companies is subject to many variables that affect- often in an irreversible manner-
their economic and financial stability. The classical circular relationship between debt, internal
performance and company expected value is interrupted in regulated companies because the performance
rate is decided by the regulator and the capital structure by the company. The performance of a regulated
company depends on the way in which prices for services offered by the company are controlled. In
general the price is set in such a way that the expected earnings equal the company’s expected earning
needs (Cavallo & Coco, 2002).

The capital structure of regulated firms is a key determinant of regulated rates. Under traditional cost-of-
service regulation and some forms of price—cap regulation, commissions set regulated rates so as to
ensure firms a “fair” rate of return on equity (see e.g., Bonbright, Danielson, and Kamerschen, 1998;
Phillips, 1988; and Spulber, 1989). Consequently, regulated firms have an incentive to choose their
capital structure in anticipation of its effect on their rates. Given the size and political sensitivity of the
regulated sector and the fact that stocks of regulated firms are widely held, it is clear that an
understanding of strategic interaction between firm capital structure and the rate setting process is needed.

Spiegel and Spulber (1997) examine two key aspects of financing strategies of regulated firms. First, due
to the limited commitment ability of regulators, a regulated firm may have an incentive to become
leveraged. Debt may deter regulators from lowering rates because they seek to minimize the likelihood
that the firm will go bankrupt and incur a deadweight loss. Second, asymmetries in the information that
regulators, investors, and the regulated firm possess about the firm’s costs significantly complicate the
leverage effect. Recognizing the information conveyed by its capital structure fundamentally alters the
financing incentives of the regulated firm.

In the last thirty years, a large literature has emerged that studies optimal rate regulation under
asymmetric information (e.g., Baron and Myerson, 1982; Laffont and Tirole, 1986; Lewis and
Sappington, 1988; and Spulber, 1989), these models assume that regulators can precommit to optimal
regulatory mechanisms and apply the principal agent framework to derive incentive schedules.

Regulated firms make large investments in infrastructure and generally finance them with a mix of debt
and equity. Spiegel and Spulber (1997) show that in such cases, firm capital structure is uncorrelated with
their expected values, reflecting the pooling of diverse firm types. This results suggests that
countervailing incentives should be taken into account in future empirical studies of capital structure and
cost of capital of regulated firms. Moreover, this result can explain why Miller and Modigliani (1966), in
their classic study of the electric utility industry, found “no evidence of sizeable leverage or dividend
effect on firm value of the kind assumed in much of the traditional finance literature. This empirical result
supports the Modigliani and Miller irrelevance theorem (1958). However, it conflicts with later financial
signaling models in which capital structure conveys the firm’s private information about its value. The
countervailing incentives identified in Spiegel and Spulber (1997) can serve to reconcile these two
approaches to the case of regulated industries.
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The effects of countervailing incentives on the capital structure of firms have been studied by Gertner,
Gibbons, and Scharfstein (1989). They examine a model in which a firm uses its capital structure to signal
private information to both the product and capital markets. In their model the firm competes in an
oligopolistic product market.

A leverage effect is identified by Taggart (1981) although not in a strategic setting. This effect has been
observed empirically by Taggart (1985) and by Dasgupta and Nanda (1993). The effects of regulatory
opportunism in a full-information setting were considered by Spiegel and Spulber (1994) and Spiegel
(1994) in the context of capital structure and by Spiegel (1997) in the context of the choice of technology.
Lewis and Sappington (1995) examine optimal incentive regulation under asymmetric information when
the firm obtains investment funds from the capital market.

Capital structure plays an important role in rate regulation due to the interaction between the investment
and financial decision of a regulated firm and the pricing choices of regulators. First, regulatory
commissions set rates that depend on the firm’s level of investment and capital structure, thus reflecting
not only ratepayer interest, but also those of investors. The capital market, in turn, values the equity and
debt of the regulated firm on the basis of its investment and capital structure, as well as on present and
future regulatory policies. Second, the regulated firm makes its investment and financial decisions in
anticipation of regulatory policies and the capital market’s reactions.

Spiegel and Spulber explain these interactions and examine their implications for the regulatory process.
Specifically, Spiegel and Spulber (1994, 1997) and Spiegel (1992) have developed models that examine
the strategic interaction between capital structure, regulated price, and investment. Spiegel and Spulber
(1994) study the strategic interaction between interaction between the firm’s capital structure and the rate-
setting process, finding that rate regulation induces firms to become leveraged. They show that by issuing
debt, a regulated firm can induce the regulator to increase the regulated price in attempt to reduce the
probability that the firm becomes financially distressed. Moreover, it show that this price increase as a
positive effect on the firm’s incentive to invest and on its choices of technology.

The regulatory process is modelled has a three-stage game in which the payers are the firm, outside
investors, and consumers. At the beginning of the game, the firm is all-equity and has no liquid assets. In
stage 1, the firm chooses how much to invest in enhancing the quality of its output, and it issues a mix of
debt and equity to outsiders to finance this investment. The market value of this securities is determined
in a competitive capital market in stage 2. Finally, in stage 3, the regulated price is determined in a rate-
setting process.

The sequential structure of the model reflects two important features of rate regulation. First, the
sequential structure of the model reflect the fact that “the selection of the class and the amount of
securities to be issued for utility purposes ordinarily is a management function in the first instance”
(Tuner 1969). Second, it reflects the inability of regulators t commit to particular rates before the firm
makes irreversible investment decisions. The absence of regulatory commitment to rates is also explored
by Banks (1992) in the context of regulatory auditing and by Besanko and Spulber (1992) in the context
of the choices of investment.

This structure reflects the dynamic nature of the regulatory process in which regulators can observe the
investment and capital structure decisions of firms as well as the capital market equilibrium. The
framework recognizes the greater flexibility of regulated rates in comparison with the capital investment
and capital structure commitment of the regulated firms. This implies limited commitment by regulators.
Howe (1982) finds that in many states (e.g., Michigan, Oklahoma, Kansas, Delaware) courts restrict the
scope of state commissions’ inquiry in security issue proceedings by directing the commissions to inquire
only whether the proposed projects are within the range of the utility’s corporate activity, and not whether
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they are “reasonable” or “necessary”. Today, rate regulation of public utilities in electricity, natural gas,
telecommunications, cable TV, water services, and other industries is practiced by state regulatory
commissions as well as federal regulatory agencies. Given the significance of this sector, it is useful to
understand the interaction between rate regulation, capital structure, and investment.

A number of studies suggest that rate regulation creates an incentive for regulated firms to increase their
debt levels. Others show that debt has a positive effect on regulated prices and on the allowed rate of
return on equity. Bradley, Jarrel and Kim (1984), in a study of 25 industries over the period 1962-1981,
find that regulated firms such as telephone, electric and gas utilities, and airlines are consistently among
the most highly levered firms. Hyman, Toole and Avellis (1987) compare the Bell Regional holding
companies (BHCs), as a proxy for the telephone industry, to 104 industry groups and find that these
companies remain highly leveraged even when risk is taken into account. Taggart (1985) studies state
electricity and natural gas regulation in the period 1912-1922, and concludes that the establishment of
regulation increases the utility’s debt-equity ratio. Taggart attributes this in part to reduction in the firm’s
risk due to regulation, but cannot reject a “price influence” effect of debt on regulatory decisions. Besley
and Bolton (1990), in a survey of 27 regulatory agencies and 65 utilities, find that approximately 60% of
the regulators and utilities surveyed believe that an increase in debt relative to equity increases regulated
prices. Hagerman and Ratchford (1978) show that, for a sample of 79 electric utilities in 33 states, the
allowed rate-of-return on equity is increasing in the debt-equity ratio. Dasgupta and Nanda (1991, 1993),
in a cross-section of U.S. electric utilities for the years 1980-1983, show that increased debt is taken on to
cope with a regulatory environment that is harsher to stakeholder. They find support for the view that debt
precommitment can raise rates by causing the regulator avoid bankruptcy costs.

Dasgupta and Nanda (1991,1993) address debt precommitment under more restrictive demand
assumptions with a fixed investment level. The Averch-Johnson effect and capital structure issues are
discussed by Meyer (1976) and Sherman (1977). Greenwald (1984) address the issue of rate base
measurement in an interesting dynamic setting. Taggart (1981) identifies a “price-influence effect” of
debt due to price increased by regulators seeking to reduce the risk of bankruptcy.

Capital structure theories have focused on tax considerations, agency cost, asymmetric information, and
corporate control as the forces driving capital structure. See Myers (1984) for a discussion of tax-based
theories, and Harris and Raviv (1991) for an extensive survey of theories based on agency costs,
asymmetric information, and corporate control. Also, the implications of symmetric information for the
capital structure of regulated firms are examined in Spiegel and Spulber (1997), Lewis and Sappington
(1992), Myers and Majluf (1984), Sappington and Stiglitz (1987), Stiglitz and Weiss (1981); and the
interaction between agency costs, risk management and capital structure is analyzed by Leland (1998).
Although these theories may also provide an explanation for the capital structure of regulated firms, they are not
entirely satisfactory because none of them addresses the important interrelations between a regulated firm’s capital
structure, its investment, and regulated rates (Spiegel and Spulberg, 1994).

Most of the models on the interaction between price regulation, capital structure and investments levels of
regulated companies have been produced by Spiegel and Spulber. They have found evidence of company
underinvestment about the best socially desirable level (Spiegel and Spulber, 1994). This is due to the
opportunistic behavior of the regulator reacting to company investment by lowering the regulated price. It
is clear that the regulator allows the company to take on debts only if the debt increases the level of
investment ex ante, so the benefits derived are enough high to overcome the likely costs of insolvency.

Spiegel and Spulberg (1994) have showed that in equilibrium the firm issues a positive amount of debt as
a consequence of regulation. The regulator responds to this debt level by raising the regulated price to
reduce the probability that the firm will become bankrupt. Nevertheless, in equilibrium the firm becomes
bankrupt with a positive probability because the regulator does not increase the regulated price the point
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where the firm is completely immune to bankruptcy. Because debt has a positive effect on the regulated
price, it mitigates regulatory opportunism. This suggests that regulators permit debt financing as a means
of making implicit binding commitments. However, despite the positive effect of debt on the regulated
price, underinvestment persist in equilibrium, reflecting the lack of regulatory commitment to specific
prices.

The consequences of limited regulatory commitment are examined by Banks (1992) in the context of
regulatory auditing, and by Besanko and Spulber (1992) in a model of investment. This article goes
beyond those studies by focusing on the crucial financial issues. The use of debt as a commitment device
was examined in an oligopoly setting by Brander and Lawis (1986, 1988).

Klein, Phillips and Shiu (2002) later tested the model of Spiegal and Spulber (1994) by analyzing the
USA insurance sector, where once again the main aim of the regulator was to minimize costs through
excessive debt. The empirical evidence confirms two main theories: i) debt burdens in regulated
companies operating in the insurance sector are higher than those of companies operating in an
unregulated context; ii) debt burden has a growing role in severe regulation, estimated on the basis of
various parameters.

The Italian case represents an interesting natural experiment because both privatization of utilities
(change of ownership from public to private) and market liberalisation (regime change) were launched at
the same time - the 1990s - with the intervention of the regulator and other supervision mechanisms.

This dual change of regime had far-ranging results because before liberalization regulation geared toward
political ends. In utilities, especially where there was public participation, the main objective was both to
redistribute income and maintain employment, and to provide a comprehensive service to the public.
These diverse objectives, not all concerned with maximizing profits, make the relationship between
company and regulator similar to that between a publicly owned company and the government, where the
taxpayers have the final say. In the regulation regime in which the process of privatization has been
carried out, interaction takes place between the regulator and a private subject, shareholder or owner of
the regulated company. The main difference is that the regulator is still acting as agent of the citizens,
users and customers, but the latter are no longer the final owners of the private regulated company; they
become so only in the sense that they become shareholders. This suggests a change in the regulator’s
perspective towards the opposite side in the bargaining on tariffs because the regulator can only act in the
interest of the public or users of the service if and only if there is a clear separation of roles and interests
and the company is privately owned.

Decisions on investment and financing, privatization and regulation introduce in the rapport between the
regulator and the regulated a new conflict of interests. This occurs because it creates (at least in theory)
separation between the person who decides the price and the actor who makes decisions regarding
financing and investment.

Spiegel and Spulber (1994) show that threat of company failure, resulting from leverage, allows the
company to raise prices. Yet this result crucially depends on the ownership structure and the private or
public nature of the owner. In practice the threat of failure becomes real only when ownership is in
private hands. The case analysed in the present study, focused on an economically weak area of the
country, supports Spiegal and Spulber’s theory. We find the real threat of failure has not only prevented
operators from charging higher prices but also prevented them from carrying out strategies aimed at
efficient restructuring. This occurs because the largest shareholder of the company providing the local
public service is itself public.
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EMPIRICAL ANALYSIS

Since 1997 there has been an environmental state of emergency in Calabria with regard to refuse
collection. Refuse collection has always occupied an important position in environmental policy for the
EU. Since 1972 the need to prevent and reduce the production of rubbish and encourage recycling has
been accomplished through a key policy instrument called “action programmes”. At the outset refuse
disposal in Italy was regulated under TU (single text) of the laws on public health that delegated to local
councils the task of organising the service through the issuing of local health regulations and by the law n.
366/1941 that governed the collection, transportation and disposal of solid waste in urban areas.

Over the years various other measures were taken, but it was the legal decree 22/1997, also known as the
Ronchi decree, which reformed the area. Later the legal decree 152/2006 aimed to unify regulations
governing the same sectors within a single text (7esto Unico) in order to avoid duplication and confusion
and to put into practice directives from the EU. In particular, Optimal Territorial Ambits were
introduced, coinciding with the provinces. The role of these ambits is to ensure unified management of
urban refuse disposal and the drawing up of management plans.

Part of the role of the ambit authorities is to choose companies to run the service. The discipline in force
is applied to the allocation of local public services. The relationship between ambit authorities and subject
awarded the job of operating the integrated service is regulated by the service contract.

The ambit authority has legal powers in each of the Optimal Territorial Ambits, delimited by Region, to
which local bodies must participate, and to which the exercise of power regarding matters of integrated
refuse collection is transferred. The ambit authority organizes the service and determines the objectives to
be pursued in order to guarantee functioning in accordance with criteria of efficiency, sound economics
and transparency. The management and allocation of the integrated service and the fulfilment of the
objectives laid down by the ambit authority are entrusted to subjects under art. 113 section 7 of the TUEL.

The aim of the present research is the analysis of the management and disposal of solid refuse in an
economically underutilized area such as Calabria which is representative of Southern Italy as a whole. In
areas which are considerably less developed than other parts of the country, from an economic point of
view, public service companies can act as a break or a catalyst to wealth creation and, in this sense, they
play a crucial role in the territory.

The research hypothesis to be tested, in line with the thesis of Spiegel and Spulber, is that the results
concerning the income, capital and financial situation of public service companies examined, that
constitute a real threat to their ability to continue to operate, do not allow the companies to charge higher
prices, or to adopt a management policy that would enable the company to be saved from bankruptcy and
work efficiently. Nor can these companies embark on a restructuring to improve efficiency because the
majority shareholder of the company is public.

DATA AND METHOD

The study plan differentiated rubbish disposal into 5 Optimum Territorial Ambits coinciding with the 5
regional provinces: Optimal Territorial Ambit Cosenza refuse (ATO-Rn.1), Optimal Territorial Ambit
Catanzaro refuse (ATO-Rn.2), Optimal Territorial Ambit Crotone refuse (ATO-Rn.3), Optimal Territorial
Ambit ViboValentia refuse (ATO-Rn.4), Optimal Territorial Ambit Reggio Calabria refuse (ATO-Rn.5)
The territory of each OTA is further subdivided into sub-ambits, called Collection Areas, which are the
effective units.
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There are 14 Collection Areas, each run by a joint private public company whose task it is to organize
distinguished collection throughout the area. Looking at the situation in greater detail we examine the
results obtained from a study of the 14 companies operating in the refuse collection and waste disposal
sector, created by the Environmental Emergency Commission in Calabria for the three year period 2005-
2007. The budget analysis is geared towards studying the company from three perspectives: 1) the
economic profile; 2) capital adequacy; 3) financial solidity.

The first expresses the ability of the company to obtain positive results thereby remunerating adequately
all the factors of production employed. The second is the ability of the company to maintain over time a
capital basis, in the form of a composition of resources and investments that allow it to operate in stable
conditions. This means that the sources of finance, i.e. the mode of raising capital, must be in line with the
investments. The third perspective is management’s attitude towards maintaining a financial balance
between income and expenditure both in the short and medium to long term.

In the light of the above considerations the following phases were followed for the analysis of the 14
companies: 1) interpretation of budget data, including identification of the meaning and content of the
single items (e.g. accruals and deferrals, risk capital and debts); 2) reclassification of profit and loss
accounts and the balance sheet. The first was reclassified on the criteria of collectible liquid assets. For
the second the value added criteria was used to identify the contribution of different business areas to the
formation of the company’s economic results; 3) calculation of indicators to highlight the company’s
weaknesses and strengths and 4) critical evaluation of the results.

The 14 companies of the Calabrian OTAs are as follows: Sibaritide, Proserpina, Schillacium, Presila
cosentina, Alto tirreno cosentino, Ambiente e servizi, Vallecrati, Lamezia multi servizi, Pollino, Piana
Ambiente, Akros, Appennino Paolano, Fata morgana, Locride ambiente. The mixed companies with
majority public shareholdings were set up under the commission’s ordinance n. 1057/2000 with the aim to
create a basic structure to provide the know-how and the operative capacity on the ground and to quickly
set up a differentiated refuse collection service. The majority holding of 51% is publicly owned, while
the remaining 49% is private.

RESULTS

From the analysis of the companies’ equity in Figure 1, we see in the three year period, the companies
recorded a positive result with high levels of net capital growth (Piana Ambiente, Locride Ambiente, Fata
Morgana, Sibaritide, Alto Tirreno Cosentino, Presila Cosentina, Vallecrati and Ambiente and Servizi).
Companies whose assets were positive, but decreasing over the period considered, (Akros, Prosperina),
recorded losses. Companies with net losses (Appenino Paolino, Pollino and Schillacium) find themselves
in serious difficulties because these losses are significant enough to erode their capital base. The other
companies show a variable capital structure on account of mixed earnings results.

From the ROE analysis in Table 1, it emerges that, in the companies considered the ROE is negative or is
decreasing, with the exception of Lamezia Multiservizi, for which there is an increasing ROE trend in the
three years considered. So, the ROE calculation shows the inability of firms to reward their shareholders.
In the cases where an increase in annual profits was recorded in certain years (Locride ambiente, Alto
tirreno cosentino, Presila Cosentina, Lamezia multiservizi and Schillacium) the result can be attributed
not to a successful attempt to contain costs or to an increase in earnings, but to the arrival of regional
funds.
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Figure 1: Equity (in €)
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This figure shows the analysis of the companies’ equity. It emerges that, in the three year period, the companies recorded a positive result with
high levels of growth of net capital (Piana Ambiente, Locride Ambiente, Fata Morgana, Sibaritide,, Alto Tirreno Cosentino, Presila Cosentina,
Vallecrati and Ambiente and Servizi). The companies whose assets were positive, but decreasing over the period considered (Akros, Prosperina),
recorded losses. Appenino Paolino, Pollino and Schillacium are the companies with net losses that find themselves in serious difficulties.

Table 1: Roe (in %)

Company Roe (in %)

2005 2006 2007
Piana Ambiente 10.98 7.75 413
Locride ambiente 0.05 0.14 0.32
Fata Morgana 2.01 3.69 2.64
Sibaritide -8.17 3.48 -5.30
Appennino paolano -56.08 -297.02 104.26
Alto tirreno cosentino -24.10 9.66 9.71
Presila cosentina 0.18 0.53 0.58
Pollino 128.23 37.16 ND
Valle crati -78.03 497 1.60
Akros -14.53 -28.89 -15.85
Proserpina -52.83 2.04 -421.90
Lamezia multiservizi 5.55 8.86 17.60
Schillacium -540.78 137.55 2.85
Ambiente e servizi Catanzaro -100.07 2.79 1.09

This figure shows the analysis of the companies’ equity. It emerges that, in the three year period, the companies recorded a positive result with
high levels of growth of net capital (Piana Ambiente, Locride Ambiente, Fata Morgana, Sibaritide,, Alto Tirreno Cosentino, Presila Cosentina,
Vallecrati and Ambiente and Servizi). The companies whose assets were positive, but decreasing over the period considered (Akros, Prosperina),
recorded losses. Appenino Paolino, Pollino and Schillacium are the companies with net losses that find themselves in serious difficulties. This
table shows the trend in Roe (ROE =(net profits/net assets)*100) during the period 2005-2007. In the companies considered the Roe is negative
or is decreasing, with the exception of Lamezia Multiservizi, for which there is an increasing trend in Roe in the three years considered. So, the
calculation of ROE shows the inability of firms to reward their shareholders.

The analysis of operating income in Figure 2 shows negative values for all the companies analyzed except
four in some years (Locride Ambiente and Vallecrati in 2007, and Presila Cosentina and Lamezia
Multiservizi in 2005 and 2007). The ROI analysis in Figure 3 (ROI= (operating income/invested
capital)*100) confirms the overall lack of efficiency that characterises many companies. ROI expresses
the maximum remuneration that normal operations are able to produce for €100 of financial resources
acquired as loans or risk capital. In particular: i) the numerator considers the result of ordinary business
and not of extraordinary and fiscal operations or of financial management; ii) the denominator includes
resources of a financial nature collected by the company in the form of debt or risk capital. As above,
where the calculation of ROE demonstrated the inability of some firms to reward their shareholders, the
negative ROI shows that some firms are even incapable of remunerating their creditors. In order to
interpret this index accurately it is necessary to compare it with the average cost of borrowing expressed
by the index of the credit burden on capital Shown in Table 2 (ROD=(financial burdens/borrowed
capital)*100).
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Figure 2: Operating Income (in €)
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This figure shows the analysis of operating income. It registers negative values for all the companies analyzed except four in some years (Locride
Ambiente and Vallecrati in 2007, and Presila Cosentina and Lamezia Multiservizi in 2005 and in 2007).

Figure 3: ROI (in %)
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This figure shows the analysis of ROI in years 2005-2007. Calculating ROI = (operating income/invested capital)*100) confirms the overall lack
of efficiency characterizing many companies. In particular, the negative ROI shows that some firms are even incapable of paying their creditors.

The comparison clearly shows that ROI is always less than ROD, hence the earning power generated by
the companies fr