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Abstract

Stakeholder theory has scarcely dealt with value dynamics. The way the firm
creates value is the first step of a two phase cycle. The second step is the distribution
(appropiation) of the created value to the stakeholders. As a consequence the value
dynamics is a central factor in order to understand the relationship between firm and
stakeholders through time and how these relationships condition the social economic
progress of society.

The Spanish Health care sector has been used as a framework for the study of these
dynamics, particularly putting the focus on the effect of the main stakeholder, the Spanish
public sector, in its role of customer and regulator simultaneously. Using its power and its
capacity of influence it has been able to change the value dynamics capturing a significant
part of the value created by the firms. In the second chapter we have analyzed in depth the
relationships between firm and stakeholder in a pin factory study focusing the attention on
a multinational firm that operates in this market. The particular characteristics of the
stakeholders involved allow the study of the value dynamics at a level of detail that has not
been achieved in the past, to our knowledge.

The dynamics of influences between firm and stakeholders have also been studied,
taking as a reference Frooman’s model (1999) and its four propositions. A new
methodology has been developed through an economic approach. It can be applied using
quantitative data. Five hypotheses have been formulated and contrasted statistically with
data coming from the Spanish pharmaceutical industry. We find strong empirical support
for Frooman’s model.

Finally, the fourth chapter is about social economic progress. As the Nobel Prize
winners Joseph Stiglitz and Amartya Sen and Professor Jean-Paul Fitoussi (Stiglitz, Sen
and Fitoussi 2009) concluded, measures of social progress are often confused with
measures of economic performance, such as GDP. The purpose of this chapter is to
develop a concept and a measure of social economic progress that integrates the economic
and social aspects. The concept is inspired by Davis (1947), an early precursor of
stakeholder theory. We develop an analytical framework where social economic progress
and its components can be measured together with the social responsibility of the firm and

its sustainability.






Contents |9

Contents '
Acknowledgements . .......... ... ... 5
ADStract . .. 7
COoMtents . ... ... 9
Listof Figures ... ... ... . 13
Listof Tables . ... ... ... 15
Nomenclature . .. ... ... . . 17
Chapter 1.
Introduction to Stakeholders, Value Dynamics and the case of the Spanish Health
CATE SECLOT . . . . ottt e e e e e e e 19
ADSIIACE . ..o 19
1.1. Theoretical Framework. The Stakeholder Theory ......................... 21
1.2. The approaches to the Stakeholder Theory . ........ .. .. ... ... .. .. ... ... 24
1.3. The definition of the stakeholderconcept . . ............ .. ... ... ... .... 28
1.4. The influence of the stakeholders . . ......... ... ... .. ... . ... . .. .. 29
1.5. Creation and distributionof value . . . ... ... ... .. . L 32
1.6. The stakeholder relationships . . ....... ... .. ... . . 36
1.7. The Spanish healthcare sector (2003-2012) . ......... ... ... ... 39
1.7.1. The control of healthcare expenditure. The pressure of the main
stakeholder . . ... ... 43
1.7.1.1. First period. 2003-2006 . . . .. ... .ot 43
1.7.1.2. Second period. 2006-2009 . . .. ... ... . 46
1.7.1.3. Third period. 2009-2012 . . ... ... . 47
1.8. Concludingremarks . .......... ... ... . e 50

! The thesis follows The Chicago Manual of Style.Version 16"



10| Contents

1.9. Appendix A. Regulation implemented in the Spanish Pharmaceutical Sector.

Period 2003-2012 . .. ... o 52
Chapter 2.
Main Stakeholder Influence as a “Shaker” of Value Dynamics . ................ 55
ADSEIaC . . .o 55
2.1, Introduction . .. .. ..ot 57
22, The Firm . ... 60
2.3. Background . . ... 61
2.3.1. Willingness to pay and economic value creation. .. ................. 62
2.3.2. Economic profit decomposition . ................cuiiiiina.... 66
2.3.3. Creation and distributionof value ............. ... ... ... ....... 69
2.4, Data .. e 72
2.4.1. Output definition .. ...... ...ttt e 72
242, Inputdefinition ... ... ...t e 73
243, Theperiodofstudy ........ ... .. 75
2.5. Results and disCuSSION . . ... ...ttt 75
2.6. Concluding remarks.. . . ... .ot 82
2.7. Appendix B. Tables .............o 85
2.8. Appendix C. Stakeholder management and value creation..... ............... 93

2.9. Appendix D. Corporate Social Responsibility and Corporate Financial

Performance . . ... ... e 95
Chapter 3.
Stakeholders, Power and Strategies of Influence: The case of the Pharmaceutical
Industryin Spain . ... .. .. . 99
ADSIIACE . ..o 99
3.1 Introduction . . ... .ot 101
3.2. Relevant facts in the Spanish health care sector . . . .......... ... .. ... ... 103
3.3. The dynamics of stakeholder relationships, power and influence . ............ 104
3.3.1.Background . ... 104

3.3.2. Frooman’s model . . ....... ... 105



Contents |11

3.3.3. Typology of power and relationship interdependence ................ 109
3.4. Formulation of the hypotheses ............. ... ... ... . .. . ... 112
3.4.1. Hypothesis 1 . ... o 112
342 . Hypothesis 2 . ... i 113
3.4.3. Hypothesis 3 . ... i 113
344, Hypothesis 4 .. ... 114
3.4.5. Hypothesis 5 .. ..o 115
3.5, Methodology . . ..o ot 115
3.5.1. Strategy of hypothesiscontrast . . .............. ... ... ..., 117
3.5.2. Hypothesis contrast .............. .. it 120
3.52.1. Hypothesis 1 . ... ... 120
3.522. Hypothesis 2 .. ... 122
3.523. Hypothesis 3 .. ... . i 123
3.5.24. Hypothesis 4 . ... i e e 124
3.5.2.5. Hypothesis 5 .. ... o 125
3.6. Thesample . . ... 126
3.6.1. Output definition .......... ... . .. . . . 127
3.6.2. Inputdefinition ........ ... ... .. 128
3.6.3. Theperiodofstudy ........ ... ... .. 128
3.7. Results and diScussion . ... ..........o .t 129
3.8, Conclusions ... ...ttt 131
3.9 Appendix E. Tables . ......... . e 135
Chapter 4.
Economic Progress and the Analysis of Responsible Stakeholder Behavior
ofthe Firm . .. ... .. 145
ADSETaCt . . .o 145
4.1, Introduction . . ... ... .t 147
4.2 . Hiram S. Davis . ... ..o 149
4.2.1. Hiram S. Davis and Stakeholder Theory ........................... 149
4.2.2. Hiram S. Davis and Economic Progress . .. .......... ... ... .. .. .... 154

4.3. Methodology . .. ..ot 159



12| Contents

4.3.1. Productivity and value creation . ... ......... ... ... ... 160

4.3.2. Balanced distribution of created value . . .. .......... ... ... .. ... 162
4.4. Sustainability of the firm ........ .. .. .. . . 164
4.5.Social created value . . ... ... 167
4.6. Re-employment Of 1€SOUICES . . .. .o oottt e e 172

4.6.1. Firmre-employment ............... ... i 174
4.7. Labor company stakeholder responsibility .. ............ ... ... ... ... ... 177
4.8. Compensation mechaniSms . .. ... .........untorenenenr e enennnanen... 179
4.9. Concluding remarks . ........ ... it e 185
Chapter 5.
Summary of the thesis contributions and future lines of research ... ... .. 189

Cited References . . . ... 195



List of Figures [13

List of Figures

Figure 1. Willingness to pay. Created and capturedvalue ....................... 63
Figure 2. Willingness to pay. Value creation dynamics . .. ............ .. .. ....... 64
Figure 3. Operationalization of stakeholder strategies of influence ................ 119

Figure 4. Technical change with an increase of productivity in an upsizing and
downsizingofdemand .. ........ ... .. ... .. ... . 173

Figure 5. Compensating mechanism. Partial productivity ....................... 181






List of Tables |15

List of Tables
Table 1.1.  Classification of the firms depending on the dynamic of influences .... 36
Table 2.1.  Evolution of profits, revenues and outputs. Period 2003-2012 . ... ... 86
Table 2.2.  Economic of expenses. Period 2003-2012 ........................ 87
Table 2.3.  Dynamics of value creation and distribution. Period 2003-2012 . ........ 88
Table 2.4.  Quantity effect. Period 2003-2012 ... ....... ... ... ... .. .. .. .... 89
Table 2.5.  Contribution of Willingness price effect to value creation.

Period 2003-2012 . . ... 90
Table 2.6.  Dynamic of influences. Comparison between 2003-06 and 2009-12 . . . ... 91
Table 3.1.  Typology of Resource Relationships. Frooman’s model (1999:199) . . ... 135
Table 3.2.  Typology of relationships applied to Spanish Health Care sector.

Predicted stakeholder strategy by Frooman’s model ................. 136
Table 3.3.  Summary of output, inputs and profit average of Spanish

Pharmaceutical sector . .............. .. 137
Table 3.4.  Statistics Hypothesis 1. Main Stakeholder ........................ 138
Table 3.4.1. WilcoXon test ... ... ...t 138
Table 3.4.2. Mann-Whitney test . .......... ...ttt iiiienanns 138
Table 3.5.  Statistics Hypothesis 2. Wilcoxon test. Raw Material Suppliers . ...... 139
Table 3.6.  Statistics Hypothesis 3. Labor ................................. 140
Table 3.6.1. Wilcoxon test .. ... ... ...t 140
Table 3.6.2. Mann-Whitney test ... ...... ...ttt 140
Table 3.7.  Statistics Hypothesis 4. Wilcoxon test. Shareholder ................. 141
Table 3.8.  Statistics Hypothesis 5. Wilcoxon test. Capital Suppliers ............ 142
Table 4.1.  Value creation considering social costs . .. ........................ 169






Nomenclature |17

Nomenclature

AC Autonomous Communities

AEC Economic Amortization

INT Interest of borrowed capital

IMSPP Spanish Price Index of medicinal substances and pharmaceutical products

IPMP Spanish Price Index for products used for manufacturing pharmaceuticals

CAPM Capital Asset Pricing Model

CFP Corporate Financial Performance

CSp Corporate Social Performance

CSR Corporate Social Responsibility

EVA® Economic Value Added

GDP Gross Domestic Profit

GTAGS Working Group about Health Expenditure (Grupo de Trabajo de Andlisis
sobre el Gasto Sanitario)

IT Information Technologies

NHS National Health System

OCDE Organization for Economic Cooperation and Development

RDT Resource Dependence Theory

TFP Total Factor Productivity






Chapter 1

Introduction to Stakeholders, Value Dynamics and the case of

the Spanish Health care sector

Abstract

Stakeholder theory introduces, as a main focus of interest, the effect of stakeholders on the
firm and how the firm influences the stakeholders to achieve their own objectives. This
introductory chapter reviews the basic concepts of stakeholder theory and the different
approaches that can be found in the literature to describe the stakeholder firm relationships.
The events that have recently occurred in the Spanish health care sector, mainly related to
the expenditure control, allow the analysis of the dynamics of value creation and
distribution (appropiation) among stakeholders. In this chapter we introduce the relevant
events of the sector during the period 2003-2012, the evolution of the expenditure control
measures and their effects on firms. The analysis of the value and influence dynamics is

possible due to the well defined features of the stakeholders.






Chapter 1

Introduction to Stakeholders, Value Dynamics and the case of

the Spanish Health care sector

1.1. Theoretical Framework. The Stakeholder Theory

The conceptual framework on which the thesis is focused corresponds to the
stakeholder theory. This approach has been consolidated since the publication of R.
Freeman’s work Strategic Management: A Stakeholder Approach (1984). The theory is
based on two main research questions: what is the purpose of the firm and what
responsibility do managers have versus stakeholders? The answers to these questions
influence the way that managers decide how to manage the firm’s activity and what the
relationships are that need to be established with the stakeholders in order to achieve their
objectives (Freeman, Wicks and Parmar et al. 2004). The theory is about groups or
individuals related to the firm that could affect the organization and about the response of
the firm to these groups.

The relevant concepts that should be defined in this framework and the ones we
have taken into consideration to develop this thesis are the identification of the relevant
stakeholders, the influence mechanisms between stakeholders and the firm, the meaning of
value creation, how the created value should be measured and how it is distributed among
the stakeholders involved.

Regarding the relationship analysis between stakeholders and the organization
Lamberg et al. (2008) outlined that in the literature several typologies of relationships
between them have been studied. First, it has been done from the point of view of the
organization (Savage et al. 1991, Jawahar and McLaughlin 2001) and subsequently from
the point of view of the influence that stakeholders can have on the decisions of the
organizations (Oliver 1991, Rowley 1997, Frooman 1999, Frooman and Murrel 2005). The
approach of this work has been the second which is much less frequent in the literature.

The main contribution of the thesis is the study of the dynamic relationship between
stakeholders and the firm, how the value is created and distributed, how it changes through

time and consequently its implications for the social responsibility of the firm and social
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and economic progress of society. The premise we propose is that these value dynamics®
are triggered by the strategies they use to influence each other. The implications that
multiple interactions have for the process of creation of value and distribution
(appropiation) are variable through time. The second contribution of this thesis is to bring a
quantitative approach to determine and to understand the effects of influence dynamics.
The methodology proposed has been applied to firms that belong to the pharmaceutical
industry in Spain during the period 2003-2012. The contingencies that the sector has
suffered have been useful to show different aspects of interest about the stakeholder-firm
relationships on which we have put the focus. As an example we wondered who the main
stakeholder is. We reviewed the strategies of influence they are using, how the firm reacts
and how the reaction of the firm affects the other stakeholders. It has been considered
through the second and third chapters that the most salient stakeholder, the main
stakeholder, is the Spanish public sector due to its capacity of influence and as a
consequence of its role as main customer and regulator at the same time. This high
concentration of power and capacity of influence in the same stakeholder is not frequent
and it is worth highlighting and studying. It occurs in a highly regulated market as is the
Health Care sector. We contribute to the literature analyzing at the highest level of detail
the impact of the main stakeholder behavior on the firm, and subsequently on the
stakeholder network. The Spanish Public Sector has captured our interest as it has been
applying control measures of Healthcare expenditure, particularly affecting the
pharmaceutical industry when increasing intensity on lowering the prices of the medicinal
substances over the last years. The pressure on the prices caused a growing imbalance in
the process of value distribution of the firms. The firms were obliged to look for new
sources of value creation to compensate the effects of the main stakeholder. The approach
proposed in this thesis allows the researcher to identify the changes in the sources of value
creation and to follow up the changes in the distribution among the stakeholders.
Additionally, it allows us to show the different typologies of influence strategies that the
stakeholders are using to resist the pressure introduced in the stakeholder network through
the firm.

In this introductory chapter the link of the thesis with the stakeholder theory will be
introduced with focus on value creation and distribution and the influence strategies. We

will also introduce the situation of the Spanish Healthcare sector in the period of interest,

2 We use value dynamics in the sense of the analysis of changes in value creation and distribution through time.
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splitting it into three different subperiods to show the changes of the dynamics of
influence.

The second chapter has been focused on a pin factory study to see the impact of
main stakeholder pressure on a pharmaceutical multinational firm that operates in the
sector. The quality of the compiled information has allowed for a detailed analysis of the
impact of the expenditure control measures and also the assessment of the impact of the
influences established among the relevant stakeholders. We analyze how each one
participates in the process of value creation and its distribution. The follow-up of the
contributions is also analysed in order to investigate the evolution of the dynamics of
influence.

The objective in the third chapter is to contrast the model of influences proposed by
Frooman (1999). It is the first model in the stakeholders literature that is intended to
predict how the strategy applied by the stakeholders should be, depending on the power of
each party and the degree of mutual interdependence. Considering Frooman’s propositions
a set of hypothesis to be contrasted has been developed. We have used the data of the
Spanish pharmaceutical industry to test them. The economical approach made it possible to
demonstrate the applicability of the Frooman model to real situations, particularly when
the relationships are mainly driven by power.

The contribution of the fourth chapter is about the concept of social economic
progress and its measure. We start from the conclusion of the report comissioned to
Professors Stiglitz, Sen and Fitoussi (2009) by the President of the French Republic,
Nicholas Sarkozy who was dissatisfied with the present statistical information about the
economy and the society. They concluded that the current social progress measures are
biased. This bias come from the use economic performance indicators, such as GDP, when
evaluating social progress. We retrieve the thoughts of Davis (1947), that we consider as a
precursor of the stakeholder theory, as his contributions about economic progress were
aligned with the conclusions of Stiglitz, Sen and Fitoussi. Inspired by Davis we define the
concept of social economic progress when two conditions are fulfilled at the same time: 1)
increase of firm productivity as source of value creation at lowest social cost, and ii)
balanced distribution of the created value. We propose the concept of social economic
progress as a combination of social and economic aspects that must be considered when a
measure of the social progress of society has to be implemented. We develop a measure of

the contribution of the firm to social economic progress but it can be extended to any level
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of aggregation of economy. The measure is based on how much value is created by the
firm and how it is distributed to the stakeholders. Enlarging the first condition of social
economic progress, we integrate in the measure of value creation both, the effect of
changes in productivity and the effect of social aspects in the value created. We study
different situation that result when both effects are combined. Moreover, we extract some
interesting conclusions about the distribution of worth regarding social economic progress
and firm sustainability depending on the distribution among stakeholders. We analyze the
limits of the value captured by one stakeholder regarding firm sustainability and social
economic progress. The social responsibility of the firm is also introduced as a chosen
behavior to facilitate social economic progress. Particularly, we have studied the situation
affecting labor and its re-employment when the economy faces a downsizing of demand
situation.

In the next section we introduce a short review of the approaches that have been
used in the literature to contribute to the stakeholder theory. Through the thesis we will use

some of them to make our own contributions.

1.2. The approaches to the Stakeholder Theory

The stakeholder theory has been presented following different perspectives but the
taxonomy proposed by Donaldson and Preston (1995) that included the descriptive,
instrumental, normative and managerial approaches has been the most used.

e Descriptive/Empirical. The theory is used to describe and to explain some features
or special behaviors (i.e. to describe the nature of the firm, what the managers think
about the management, how top management members think in relation to the
different parties that constitute the organization). Jawahar and McLaughlin (2001)
developed such an approach. They noted that there are few contributions in the
literature using the descriptive approach explaining how the organizations interact
with the stakeholders. The first authors who tried to fill the gap were Brenner and
Cochran (1991) postulating that the nature of the stakeholders, their values, their
relative influence on the decision and the nature of the situation are relevant issues
to predict the behavior of the organization (Clarkson et al. 1994, Jones and Wicks
1999).
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Instrumental. The instrumental approach argues that some results will be obtained
through the adoption of defined behaviours (Jones and Wicks 1999). It explores, in
combination with the data brought by the descriptive approach, the connections (or
its absence) between stakeholders and the achievement of traditional objectives of
the organization (i.e. profitability and growth). Regarding the methodological
aspects of this approach it should be said that traditional statistical tools, direct
observation and interviews are used. This approach has been used to measure
variables beyond the financial results. As an example of this is Corporate Social
Performance that tries to bring a vision in the line of taking into consideration the
effects of the behaviour of the firm on the stakeholders. Jones (1995) developed an
instrumental theory through the concept of stakeholders, integrating it with other
economic concepts that come from agency theory, transactional costs, theory of
production and with concepts that were borrowed from behavioral science and
Ethics.

It should be said that the instrumental approach has been used to bring more
data to the discussion about if the firm achieves a better performance managing the
stakeholders in comparison with other alternative ways to manage the firm. Up to
now the conclusions are not clear and there is not a consensus in the literature. In
general, the studies have been focused on the cause-effect relationships and mostly
in the short term (Garriga and Melé 2004). Early examples of this kind of research
were collected by Griffin and Mahon (1997). Some more contributions appeared at
the end of the 1990s like Frooman (1997), Waddock and Graves (1997), Roman,
Hayibor and Agle (1999) and Preston and Donaldson (1999) and more recently the
contributions of Bhattacharya, Korschun and Sen (2009) and Godfrey, Merril and
Hansen (2009) are reported in the literature. These conclusions should be treated
with caution due to the difficulty of measuring the correlation between stakeholder
management and performance (Rowley and Berman 2000, Garriga and Mel¢ 2004).
Despite the different trials to formalize the stakeholder theory it has been criticized
for the lack of contrastable empirical variables (Pesqueux and Damak 2005).
Normative. The normative approach can be found right from the beginning of the
stakeholder’s theory (Purnell and Freeman 2012). It is focused on the interpretation
of the organizational function including and recommending moral or philosophical

guidelines in the management of the firm (Jones 1994). It is not based on
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contrastable hypothesis but it is a categorical approach to the practices related with
management. Some years later Jones and Wicks (1999) also tried to integrate the
normative approach with the instrumental and descriptive to propose as a result the
convergent theory. A discussion about the implications of the normative approach
can be found in Gilmartin and Freeman (2002).

e Managerial. The theory is developed around what could be done in the firm and
allows the understanding of how value is created and exchanged (Freeman et al.
2010). The theory of stakeholders is managerial in a broad sense of the term but not
only does it describe the existing situations nor does it just predict the cause-effect
relationship but it also recommends attitudes, structures and practices that when
taken as a whole constitute stakeholder management. The management of the
stakeholders requires giving attention to the legitimate stakeholders when
organizational structures are established, when general policies are defined and
when deciding about specific situations. This requirement applies to professional
managers, shareholders, governments and the other groups involved (Donaldson

and Preston 1995).

After receiving a peak of contributions at the end of the 1990s from different schools of
thought the stakeholder theory is still controversial without its formal development having
been completed (Laplume et al. 2008, Margolis and Walsh 2003, Jensen 2002, Jensen
2010, Rowley 1997). Following Laplume et al. (2008) the theory is at a critical crossroad
because it is still looking to be considered as a first level theory in the mainstream of
management literature.

Freeman et al. (2010) revised the contributions of different authors who have
helped in the development of the theory since 1984. They explained how changes in
everything surrounding business have made it necessary to rethink the dominant models in
order to understand them’. They suggested three problems where the stakeholder theory
can contribute to their resolution: i) the problem of value creation and exchange, ii) the
problem of capitalism ethics, and iii) the problem of the managerial mindset. They named

these concepts as the basic mechanics of stakeholder theory.

*It should be said that Freeman et al. (2010) understand the dominant fourth approaches in the literature to conceptualize how value is
created and exchanged (starting from concepts like “markets”, “strategy”, “business structure”, “agency relationships” and “transaction
costs”) represented by icons like Milton Friedman, Michael Porter, Michael Jensen and Oliver Williamson are complementary and
compatible with stakeholder theory instead of being exclusive as it has been said in the last years.
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The thesis has been focused on the first problem of basic stakeholder mechanics,
the problem of creation and exchange of value, developing a specific methodology to make
the study of the dynamics of value and the dynamics of influence compatible.

We consider that the thesis contributes to the descriptive, instrumental, normative
and managerial approach. In relation to the descriptive/empiric approach we contribute a
study in the second chapter of a multinational pharmaceutical firm where the interactions
among the stakeholders have been investigated considering the sector contingencies we
describe at the end of the first chapter. The focus has been put on the main stakeholder
behavior and how it influences the sources of value creation and how the distribution of
value changes.

The contribution to the instrumental approach is the quantitative methodology
based on production theory which to our knowledge has not been applied to this conceptual
framework before. The instrumental approach uses variables like firm performance (e.g.
profitability and growth) but not value creation. We contribute to the methodology of the
instrumental approach as we define how the firm creates and distributes value. This is a
measure of monitoring the performance of the firm that clarifies the contribution of each
stakeholder to the performance of the firm. This approach will be useful to understand the
relationships and influences among stakeholders through real data that could be quantified
and linked to our research questions. In each chapter the methodology applied will be
described and adapted to each case when it is necessary to go into details.

From the point of view of the normative approach this work contributes with the
concept of the social responsibility of the firm and its relationship with social economic
progress where the way value is created (including social aspects) and the way value is
distributed to the the stakeholders is taken into consideration. The behaviour of the firm,
particularly when it affects the stakeholders, has direct influence on relevant economic
aspects. The decisions taken by the firm related to the way of creating value, employment
of resources and distribution of the economic wealth created are directly related to the
macroeconomic variables such as economic progress.

Considering the previous arguments we conclude that our contribution is also
managerial because it tries to solve the problem of value creation and distribution, collects
descriptive aspects and analyses the cause-effect relationships. It also recommends policies

and proposes specific decisions to manage the stakeholders.
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1.3. The definition of the stakeholder concept

The definition of the stakeholder concept that Freeman (1984, 46) established is
“any group or individual that could affect or be affected by the achievement of the firm’s
objectives”. The debate around the definition of stakeholders has existed since the early
steps of the theory. The scholars have been trying to determine who or which group is
salient for the managers and who merits their attention. We review here some of the more
relevant definitions in order to select which will be the one we use throughout this thesis.
Freeman’s definition, as it was broad, was complemented by the acknowledgement of the
existence of direct stakeholders (linked by contract) and indirect stakeholders (Hill and
Jones 1992). This first classification was replaced in the literature by the primary and
secondary stakeholders (Clarkson 1995, Hillman and Keim 2001). The group of primary
stakeholders is composed of investors, customers, workers, suppliers and it includes in the
classification the public stakeholders: the government and institutions that provide
infrastructures and markets. The public stakeholders dictate laws and regulations and they
are those who should be obeyed and who collect taxes. They have a high level of influence
(Nemetz 2015) as they can use legitimacy and coercive power for promulgating regulatory
requirements, or by incentivizing through the power of reward, such as providing subsidies
for firms to engage in sustainable practices. The secondary stakeholders are those that
influence or are influenced by the organization but are not essential for its survival
(Clarkson 1995, Pajunen 2006). Carrol (1993) argued that the groups could be stakeholders
by virtue of their legitimacy and the scope of the definition could be widened to those who
have power (capacity to influence the organization). Mitchell, Agle and Wood (1997)
proposed that the stakeholders have to possess one or more of the three following
attributes: power of influence, legitimacy in relation to the organization and urgency to
satisfy their demands. An exhaustive summary of the different approaches that have arisen
in the literature to identify the stakeholders depending on their attributes is detailed in
Mitchell, Agle and Wood (1997) and Frooman (2010).

We use the definition of Mitchell, Agle and Wood (2007) to identify the salient
stakeholder. Moreover, we follow the definition of stakeholder recently proposed by
Garcia de Castro and Aguilera (2015, 138). They defined the stakeholder” as “any group or

individual who creates and captures economic value in its interaction with the firm”. This

* This definition is quite similar to what Freeman and Evan (1990), Hill and Jones (1992) speak of stakeholder as contractors or
participants in exchange relationships but more appropiate for our work as it makes explicit the value creation and capture.
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fact is interesting because it allows the quantitative follow-up of the impact of influence
and its development with homogeneous assessment criteria and therefore enables us to
quantitatively analyze the value dynamics of value creation and distribution.

For the purpose of this thesis, focusing our analysis on the value dynamics, we
consider managers as being in the centre of the stakeholder network, overlapping with the
firm, as it is outlined in the stakeholder model described by Donalson and Preston (1995).
By omission, it might be interpreted that managers are in the centre of the network,
connecting all stakeholders and as a result their role is included under the umbrella of the
firm. In that position they are the ones who physically interact with the stakeholder
network on behalf of the firm. They take the decisions regarding the internal organization
and they negotiate with third parties through the prices of inputs and outputs. They are the
ones who receive the influence of the stakeholders and are responsible for transferring
influences. They regulate the value dynamics of value creation and distribution among
stakeholders.

We use the concepts of manager and firm as synonymous during our analysis. In
our analysis, for the sake of clarity, the managers will not be explicitly considered as an
independent stakeholder group but they could be included in case of necessity. This means
that their contribution to value created will not be outlined and they will not be considered

an independent receptor of the distributed value.

1.4. The influence of the stakeholders

Two approaches have been used to study the influence of the stakeholders
(Frooman and Murrell 2005). The first is the demographic approach that has been
dominant in the mainstream of the theory. It sets out to identify which are the key
attributes in order to facilitate the identification of relevant stakeholders, or in terms of
network theory it emphasizes the nodes in the stakeholder network. The works of Caroll
(1989), Clarkson (1995), Freeman (1984), Mitchell, Agle and Wood (1997), Rowley and
Moldoveanu (2003) have been particularly influential. The second is based on the
structural approach. It emphasizes the relationships and the links among nodes (Savage,
Blair and Sorenson 1989, Granovetter 1985, Rowley 1997, Lamberg, Savage and Pajunen
2003).
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Significantly fewer studies have used the structural approach (Hill and Jones 1992,
Rowley 1997, Frooman 1999) but it should be said that these contributions are relevant for
the thesis. First, we highlight Rowley’s contribution (1997) where the concept of
stakeholder interrelation was introduced, and secondly, Frooman’s contribution (1999)
where the mutual influence of stakeholders and firm was systematized. Rowley (1997)
considered that a coherent theory of the firm requires not only an explanation of the
stakeholder influences but it should also explain how the firm reacts to these influences.
Rowley developed his arguments by focusing on the density of the stakeholder network
and the centrality of the organization inside the network as explicative variables of the
degree of resilience of the firm to stakeholder demands. The contribution of Frooman
(1999) is the second point of reference. It was the first systematic approach to the strategies
of influence. Frooman (1999) proposed a descriptive model with the intention of
establishing different relationship typologies between a stakeholder and the firm. He asked
two relevant questions: 1) Is the firm dependent on the stakeholder? ii) Is the stakeholder
dependent on the firm? To answer the questions, Frooman used the concept of power as an
attribute of the relationship that links stakeholder and firm (structural approach) and not as
a feature of each individual agent (geographical approach). The use of the power concept
as a feature of the stakeholder is related to the identification of salient stakeholders.
Furthermore, the structural approach allows detecting or predicting the relationships of
influence. The structural component was only previously analyzed by Hill and Jones
(1992) and Jones (1995). These authors introduced the contracts as a nexus joining
stakeholders. Later Willer, Lovaglia and Markovski (1997) defined power as the potential
structure to obtain favourable pay-offs in the relationship where the interest of each party
comes into conflict. Considering the relevance of the Frooman model for the thesis
contribution we will study its implications in chapter three. We will apply it to the Spanish
pharmaceutical industry as we consider that power in the relationship is the key factor to
understand the dynamics of value creation and distribution in the studied period.

Considering that the main stakeholder is the public sector, it is worth mentioning
that Oliver (1991) studied the influence of institutional stakeholders (government, local
authorities and public opinion) from the perspective of institutional theory and the resource
dependence theory. Oliver looked for the explanatory capacity of resource dependence
predictions of organizational strategy that should complement the more limited range of

organizational responses that institutional theory had traditionally offered. Oliver outlined
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(1991, 148) that the Resource dependence theory “focuses on active choice behaviors that
organizations can exercise to manipulate external dependencies or exert influence over the
allocation of critical resources” but institutional theory usually “limits its predictions to
different types of structural or procedural conformity to the environment”. The degree of
power attributed to the organization in relation to its environment explains the divergent
assumptions of both theories. Oliver (1991) proposed a typology of organizational answers
with regard to pressure, ranging from passivity to active resistance. These answers were
typified as acquiescence, compromise, avoidance, defiance and manipulation and he
proposed a set of hypotheses to foresee the organization’s response when under pressure.

We also mention the contribution of Jawahar and McLaughlin (2001) noting that
the relative relevance of primary stakeholders is dependent on the life cycle phase which
the firm is in. Verbeke and Tung (2013) also give support to the idea that the relationship
between firm and stakeholders evolve over time. The contribution of Pajunen (2006)
described a case study (a paper manufacturing firm named “Kymi Corporation”) where the
influence of the stakeholders pushed them to the limit, whereby the firm faced a crisis
threatening the firm’s survival. The study led to the development of a model that combines
the resource theory with the network relationship in order to show how the influence of the
stakeholders consists of attributes and structures based on power forms. Pajunen (2006)
proposed a matrix to identify the stakeholder influence in a position where the organization
in the stakeholder network (based on relative power) and the direct dependence of the
resources (based on absolute power) cross over.

Concerning the contributions on corporate governance, Spitzeck and Hansen (2010)
developed a model integrating the power of the stakeholder and the scope of the
participation in the decision making process of the firm (Lozano 2005, Mackey, Mackey
and Barney 2007). They noted that in this sense there is no significant empirical research,
apart from some sporadic contributions (i.e. Mirvis and Googins (2006) that assess how the
input from stakeholders is taken into consideration in corporate level decision making).

The way in which external entities can influence the behaviour of an organization
has also been investigated from other theoretical approaches (Frooman and Murrel 2005).
As examples we can mention the theories that study open systems. They put the emphasis
on how the environment affects the organization (Donaldson and Preston 1995, Oliver,
1991). Other approaches are the agency theory (Hill and Jones 1992) and the exchange
theory (Blau 1964, Cook and Emerson 1978, Emerson 1962). The agency theory is useful
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in order to model the stakeholder theory when the interactions are conditioned by the
conflict of interests, particularly when the exchange is not negotiated, but it is the theory of
resources and the exchange theory which argue how the events will develop in conflict
situations (Pfeffer and Salancik 1978). As pointed out by Dill 1975, Freeman 1984,
Frooman 1999 and Lamberg, Savage and Pajunen 2003, these theories propose that when
the interests diverge, and the negotiations are blocked, it is power which determines the
result. We study this situation in the second and third chapters.

The conclusion, after revising the literature, is that beyond the Rowley (1997) and
Frooman (1999) contributions there are few recent contributions that deal with
relationships of influence. From our point of view, it makes sense under this conceptual
framework to study situations where the structure of relationships shows ideal
characteristics. It enables the understanding of value and influence dynamics with little
distortion. It will be interesting to check when analyzing these situations if some
conclusions could be extracted about the stakeholder capacity of influence and how the

firm manages the reaction by exerting its own influences over the stakeholders.

1.5. Creation and distribution of value

The issue of value creation and its distribution (appropiation) in the stakeholder
theory has regularly received attention from different authors. In this section we outline
some of the more relevant contributions.

In the stakeholder framework the firm is understood to be a unit that consumes
resources in the present (labor, raw materials and capital) but also its existence allows for
future consumption (Ackoff 1994). The firms create wealth but it is not obvious to
everybody that they also have the function of distributing it. The redistribution is achieved
through the payment of salaries, buying of raw materials from suppliers, giving dividends
to shareholders, paying taxes to the government and paying interest rates to the capital
lenders. Ackoff (1994) noted that the activity of business is the only way known of
producing and distributing economic worth simultaneously. Clarkson (1995) also argued
that the social purpose of the firm is to create and distribute wealth to all the primary
stakeholders without favouring a single group at the expense of others. Considering this it
should be said that people are the only ones who can capture the created rents (Coft 1999)

because the firm, as a contract nexus (Jensen and Meckling 1976), can not capture value
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because they are legal entities. From this perspective it is not enough to say that the
strategic resources generate economic worth for the firm without noting that the
stakeholders capture the created value in the end. In other words, the result obtained by the
firm is the output of a two step cycle, the value generation is the first step and the
distribution of the economic worth is the second one. It is not possible to predict the result
obtained by the organization by discussing only the first step and not the second. To Coff
(1999), a firm generates rents when all the stakeholders receive enough compensation to be
maintained in the place they occupy due to the following relation being fulfilled payment >
opportunity cost. This shows that it should be taken into consideration that some
stakeholders obtain more than is necessary to be maintained in their corresponding
position. Following Coff (1999), the power of negotiation in the hands of the stakeholders
to capture rents is greater if the stakeholders work in a coordinated manner, if they have
access to key information, if the cost for the firm is high, if they have to be substituted by
new ones or if the stakeholders face low costs in the event they decide to cooperate with
third parties. In the opinion of Bosse, Phillips and Harrison (2009), the definition of rents
by Coff (1999) is consistent with the idea that the firms create value by coordinating the
economic exchanges through the stakeholder network. The authors who support the
management of the stakeholders suggest that when firms create value, they end up
distributing this value (in various ways) among stakeholders. They compare this concept to
the traditional approach where the quantity of value that a firm can capture is measured as
the portion of the created value that is not distributed to the stakeholders who are not
shareholders. Within the theory, the firm tries to distribute part of the value, as material
resources, procedures and interactions of “fair play”, to a wide group of stakeholders.
Distributing this value (Preston and Donaldson 1999) the firm creates a positive reciprocity
between the stakeholders that gives support to the creation of additional rents.

Conversely, Jensen (2002) associated the process of value creation to the definition
of a unidimensional objective function that should integrate the exchanges (“trade-off”)
between the relevant variables. The objective of this function should be the maximization
of the firm’s market value in the long term. In order to create additional value, it is
necessary to know precisely what is the maximal value that could be generated and to
know how it could be achieved. Jensen (2002) stated that in order to do this it is necessary
to create the suitable environment as well as to motivate managers and workers to look for

this added value, to detect and to implement changes and strategies that could cause a
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value increase. He noted that an indicator related to the long term maximization is
necessary to manage and to have a clear understanding about what is the best option for the
organization. Under most circumstances this indicator will show if the firm is performing
well or if its performance is decreasing. In a later contribution, Jensen (2010) noted that the
most suitable measure to manage an organization is the change in the market value using
the Economic Value Added (EVA) that can be associated to an economic profit indicator.

As we have mentioned, Freeman et al. (2010) pointed out the value creation and
distribution as a field of research and this is the reason why it is necessary to define
accurately what is understood as created economic worth and also define the methodology
to quantify it. This doctoral thesis considers, as Ackoff did, that the business activity (and
as a consequence the firm) is the only one valid mechanism to create wealth. The low
number of proposals in stakeholder literature about how the economic worth created by the
firm could be measured is quite surprising. Jensen is a clear example of this problem when
he discusses the maximization of market value because the market value only reflects the
wealth created by the firm appropriated by the shareholders. If the market value grows it
does not necessarily indicate that the firm generates more economic worth. That’s because
this could be done at the cost of the participation of the rest of the stakeholders and it could
happen that the total economic worth does not increase in this process.

On the other hand, it is worth mentioning that in perfectly competitive markets the
economic profit should take zero value after the remuneration of shareholders accordingly
to the risk taken. This does not mean that the firm has not created value as Jensen
suggested. As a consequence, it seems clear that we have to differentiate between the
process of the creation of economic worth and the process of its distribution. This is,
moreover, of enormous interest from the perspective of social responsibility in the
stakeholder theory in order to understand how the firm has generated the economic worth
that will later be distributed. We will discuss such aspects in the second and fourth chapters

Through this thesis the quantification of economic worth generated and its
distribution is based on the theory of production duality. The antecedents can be found in
the thirties and forties of the twentieth century, however Fuss and McFadden (1978: viii)
credit Shephard (1953) as "the first comprehensive treatment of the subject and proof of
the basic duality of cost and production". This thesis exploits a sort of duality between
prices and quantities, which is based on profit change decomposition. We express profit

change as the sum of an empirical quantity indicator, which allows changes in quantities to
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influence profit while holding prices are fixed, and an empirical price indicator, which
allows changes in prices to influence profit while holding quantities are fixed. We isolate
the empirical quantity indicator, which is allocated via the empirical price indicator and
profit change itself. This analytical framework allows us to discuss the value created by the
firm and its distribution. Additionally, the management and accounting literature have
decomposed the empirical quantity indicator into different components (Davis 1955, Eldor
and Sudit 1981, Genesca and Grifell-Tatj¢ 1992, Kendrick and Creamer 1961, Kurosawa
1975, Kurosawa 1991, Miller 1984). Furthermore, under certain conditions, the empirical
indicator of quantity change is the monetary value of productivity change and produces an
exact relationship between the empirical quantity and price indicators. Jorgenson and
Griliches (1967) mention Siegel (1952, 1961) as introducing the concept of a dual price-
based productivity index. Fourasti¢ (1957) was a prolific user of a dual productivity
approach.

A similar methodology was developed in the French literature by Puiseux and
Bernard (1965), Vincent (1965) and Méraud (1969), among others, and applied by the
public institution Centre d’Etude des Revenus et des Colts (CERC) to the study of the
French public firms (CERC 1969). An important stream of research was produced using
this approach during the 1970s and 1980s. The common characteristic of this literature is
that it quantifies the value generated by the firm (surplus) and its distribution. The Spanish
researchers were attracted by this metodological approach and it is worth mentioning the
work of Maroto (1980) and Arrunada (1987). Grifell-Tatjé and Lovell (2008) recovered
this approach and studied the impact of the reforms introduced in the US postal monopoly,
quantifying the wealth generated by the reforms in the US Postal Service and how it was
distributed. Arocena, Blazquez and Grifell-Tatj¢ (2011) used the methodology to
determine who obtained the benefits from the reforms introduced by the regulation of the
Spanish electricity sector. Grifell-Tatjé (2011) studied if the organizational form of the
firms in the Spanish financial system explained the different levels of performance and if
the wealth generated by each level had been distributed in a different way among the
stakeholders. Estache and Grifell-Tatjé (2013) studied the effectiveness of the privatization
of the water supply service in Mali (Africa). More important is the contribution of Grifell-
Tatjé¢ and Lovell (2015) who have summarized and completed the previous works by
integrating the literature from different disciplines (economics, business, management and

accounting) under a single methodology. One of the objectives was the quantification of
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worth generated by the firm and its distribution. A whole branch of study based on index
number theory has been developed in economic science, based on the aggregation process
of economic information (Balk 2008). The previous authors applied it at the level of firms
using the modern theory of production as a theoretical context, with the information mainly
coming from accounting sources. In the second and third chapter of the thesis we have
adapted the methodology to the study of power and interdependence relationships between
stakeholders and firms. In the fourth, we have used it to explore the interdependence

between firm behavior and social economic progress.

1.6. The stakeholder relationships

In order to study the dynamic of influences it is necessary to define the different
kind of stakeholder relationships. They have been structured using two variables: 1) the
capacity of influence of the main stakeholder on the organization and ii) the capacity that
the organization has to react and influence other stakeholders. The map of possibilities

shown in Table 1.1 arises from crossing these two variables.

Table 1.1 Classification of the firms depending on the dynamic of influences

Capacity of reaction of the firm:
(influence of the organization on other stakeholders)
Capacity of influence of the High Low
main stakeholder
High A C
Low B D

Table 1.1 is the simplest table that can be built and it is structured in four quadrants that
allow the classification and allocation of the firm in specific time points depending on the
two mentioned factors. The place occupied by the firm will depend on the level of
influence received from the main stakeholder and the capacity of reaction to influence the
other primary stakeholders. It can be expected that these relationships change through time.
and this fact allows us to analyze and investigate if a change has occurred. The changes

that we will consider will be derived from the dynamics of value creation and distribution



Introduction to Stakeholders, Value Dynamics and the case of the Spanish Health care Sector |37

and are consequence of the historical contingencies that the firm has faced during the
period studied. The consequences of these changes are reflected in the retrospective
accounting data.

In order to identify in which quadrant of Table 1.1 the firm is, it will be necessary
to analyze whether the firm receives pressure from the main stakeholder. This implies the
main stakeholder is capturing economic worth. Secondly, it has to be assessed if the firm
can forward the pressure to other stakeholders meaning that the firm is able to capture
worth from them. It is also a point of interest to investigate if the firm’s capacity of
influence is enough to compensate the worth captured by the main stakeholder. This
empirical and quantitative approach contains the arguments to satisfy the requirements of
Friedman and Miles (2002) in declaring that a large part of the efforts of stakeholder
theory had been focused on the identification of who were the stakeholders instead of
placing them in the dynamics between organization and stakeholders. This analysis allows
us to see the interaction between stakeholders and firm from a new perspective.

¢ Quadrant “A”. It describes a situation where the main stakeholder exerts a strong
influence on the firm and at the same time the firm has a strong capacity of
influence over the other stakeholders. It implies that the main stakeholder has a
decisive influence in the decision making process and, in the context of this work,
we understand that he can capture a significant portion of the value created by the
firm. On the other hand the firm is in the position to forward this pressure to the
rest of the stakeholders in proportion to compensate this influence. The firm can
extract economic worth proportionally to its capacity of exerting pressure.

¢ Quadrant “B”. It defines the situation where the stakeholders do not have any
significant capacity of influence over the firm. Conversely the firm has a strong
capacity of influence and it can capture worth from them. Although this is an
idealized situation it could be similar to a situation where the firm has great market
power.

e Quadrant “C”. It determines a situation where the main stakeholder has high
capacity of influence and, at the same time, the other stakeholders have a strong
influence capacity, too. The firm is in a difficult situation, with very few options to
retain the created worth. It is expected that the economic worth will be distributed
between the stakeholders and the situation, if it is maintained in the long term, will

have an evident risk for the survival of the firm. The pressures coming from
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different stakeholders can result in the firm not having the capacity to solve all the
demands placed on it and in the end it becomes unviable. From the point of view of
stakeholder management it is expected that the firm will focus on reducing each
stakeholder’s capacity of influence, by seeking new alliances or new deals with
some of the key stakeholders, and by looking for alternative raw material suppliers.
This could also involve diversifying the offer to its customers by including new
products in the portfolio that could add new additional value or by developing
alternative processes that improve the performance.

¢ Quadrant “D”. It expresses a situation where the main stakeholder does not have
the capacity of influencing the firm but the firm does not have influence capacity
on the other stakeholders either. It shows a situation where the firm has managed to
free itself from pressures coming from the stakeholders but it is not able to
transform this privileged situation in order to capture worth from its stakeholder
network by acting directly through prices or costs. It is expected that this coincides
with a stable and mature market situation where the firm enjoys a long term, stable
relationship with the stakeholders; thus balancing in a sustainable manner the
contribution and participation of each stakeholder in the cycle of value creation and

distribution.

When starting out from these initial situations we need to take into consideration which are
the factors and strategies that could cause a change in the firm or stakeholder capacity of
influence. The understanding of these dynamics is relevant to identify the policies that are
applied by the firms or to figure out what the structural barriers are that make it impossible
for these kinds of changes to happen. From this perspective it is necessary to study the
potential dynamics that could be found in a real situation and what impact they can have on
stakeholder management.

The consequences of the analysis of influence dynamics, as is set out in this thesis,
are relevant for company management because they enable the understanding of the
improvement or worsening position of the firm versus the stakeholders. The firm can not
survive without its stakeholders but it is not possible to accept that one of them
systematically captures all or most of the created value because this makes the situation
unsustainable. As a consequence, these dynamics of change should be within certain limits

that guarantee the feasibility of each participant in the stakeholder-firm network. Up to
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now these limits are not fixed but our work contributes to the theory showing what
happens to these limits when the main stakeholder pushes the system into a new situation

and the consequences of this displacement.

1.7. The Spanish healthcare sector (2003-2012)

The Spanish Healthcare sector shows some characteristics that converts it into an
interesting case to be studied. In this section we revise the situation in the sector and the
contingencies derived from the necessity to control healthcare expenditure by the public
sector. The objective of this section is to put the analysis of the second and third chapters
in their context.

The political organization of the Spanish State is based on a State with central
government, divided into 17 autonomous communities (AC) each with decentralized
power of decision with their own government and parliament. The population is around 47
million spread over an area of 505,995 km?. The life expectancy at birth in the Spanish
State for 2012 is one of the highest in Europe, on average 82.2 years, being 85.1 for
women and 79.4 years for men (Instituto Nacional Estadistica 2014). The main causes of
mortality in Spain are cardiovascular, cancer and respiratory diseases but their rates are one
of the lowest in Europe (Garcia et al. 2010).

The National Health System (NHS) is a universal coverage system financed by taxes
(Moreno, Puig and Raya 2011) and it operates mainly in the public sector’ (Prieto and
Lago-Pefias 2012, Rubio and Reyes 2007). The competences in healthcare have been
totally transferred to the AC since 2002 and as a result there are 17 health departments
(councils or health departments) that have jurisdiction over the organization and service
provision in their own territory. The central Health Ministry and Social Policy department
retains the authority on determined strategic competences as the legislation related to
pharmaceutical drugs and it also has to guarantee equal conditions in service provision in
all the territory. The organism that holds the maximum responsibility in terms of
coordination of NHS is the Interterritorial Council of NHS which consists of the Ministry
of Health and 17 competent councils in representation of the AC. The decisions of the

Interterritorial Council of NHS are adopted by consensus and are transcribed into

> The legal framework of health care functioning is what was established in the Law 14/1986 of 25™ April, General de Sanidad or Law
16/2003, of 28" May of cohesion and quality of NHS.
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recommendations because they affect the competences transferred to the AC (Duran, Lara
and van Weveren 2006).

Concerning the financing of NHS, Garcia et al. (2010) indicated that Spain has
followed the trend of increase concurrent with the international pattern, reaching €3,150
per capita and 9.7% of Gross Domestic Profit (GDP) in 2009° and 9.2% of GDP in 2012,
still below the European average (European Comission 2013, OCDE 2015). Healthcare
expenditure’ is paid for with public funds, collected from taxes (94%).

The AC administrate 89.9% of public health resources (corresponding to 30% of
their global budget) compared with 3% that is managed by the central administration and
1.25% controlled by the municipalities.

The Spanish public sector provides for 71% of health care expenditure, voluntary
private insurance accounts for 5.5% and out of pocket payments is about 23.5%, mostly in
the form of co-payment for medication by patients under 65-years old (European
Comission 2013).

It can be estimated that 40% of hospitals® belong to the NHS and the rest are
privately owned despite the fact that some of them are within the hospital network of
public use and are hospitals with harmonized agreements which receive public financial
support for their activity.

Traditionally the public system subcontracts private entities of hospital care at a rate
of 15 to 20% of the total supply of specialized health services. In general these are services
such as high resolution diagnostics, and ambulatory or surgical procedures in the
framework of waiting lists. The private voluntary Insurance Policies play a relatively lower
role but every day they are becoming more relevant. These insurance policies, independent
of the public system, are contracted by people so as to have access to services for which
there are long waiting lists in the public system (i.e. specialist health care services or
bucodental services). They cover approximately 13% of the population but there are some

significant differences among AC.

® http://www.who.int/nha/country/esp.pdf (accessed Sep 28, 2014)

7 Healthcare expenditure is broken down in the following concepts: specialized care: ambulatory and hospitalary (54 %), primary care
(16 %), pharmaceutical expenditure (19.8 %), public health and prevention (1.4 %). All of these expenditure items have been increasing
in the last decade although in a different manner and it should be highlighted that the annual increase of pharmaceutical expenditure has
slowed down since 2004 where the growth was 6.26 % corresponding to 20,6 % of the total public health care expenditure (Duran, Lara
and Van Waveren 2006)

8 The total amount of hospital beds is 160.981, that means 3.43 beds per 1,000 inhabitants and 71.2 % of the beds installed depending
functionally on the public sector. The population ratio of primary care is 1,410 people per family doctor, 1,029 children per paediatrician
and 1,663 patients per nurse. In the hospital sector, per each 1,000 people there are 1.7 doctors, 2.93 nurses and 2.47 professional human
resources associated to nursing
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The health care reforms made in the 1980s had as their objective the enlargement of
the extension and access to health care services in order to complete the transition from a
social security system to a system of universal health-care coverage. The decentralization
process of public health care started in 1981. In that moment, according to Cantanero and
Lago-Pefias (2012) three models could be distinguished: i) ten regions accounting for
approximately half of the population did not have health care responsibilities until the end
of the process in 2002. All the responsiblity was carried out by the goverment, ii) five AC:
Catalonia, Galicia, the Canary Islands, Community of Valencia, and Andalusia were
dealing with their own health care expenditure responsibilities, but with actual fiscal
responsibility limited and ii1)) two AC with special status (Navarre and the Basque
Country) fiscally and politically accountable.

During the period 1963-1986, the increase of the percentage of GDP corresponding
to public health expenditure was significant, from 0.9% to 4.2%, due to the fact that the
annual average real growth rate of public health expenditure reached 10.9% (Blanco,
Urbanos and Tuissard 2013). In the 1990s the objectives of NHS were focused on cost
containment (Moreno, Puig and Raya 2010) and innovation in management. At the
beginning of 21* century they were oriented to achieving better coordination and cohesion
after the decentralization process, seeking a mechanism to balance the decentralization
forces and equity among the communities in the State. The reforms can be grouped into
four parts: 1) adaptation of organisms and tools of the new decentralized organization, ii)
enlarging the services and their modernization, iii) allocation and distribution of the funds
in order to help the AC to assume the transferred competences, iv) creation of a national
system of information that includes autonomic and national levels and that gives
transparency to the follow-up and the distribution of resources in the whole State.

Healthcare expenditure has become a worrying question for developed economies
in recent years. This is caused mainly by two factors: the high percentage of GPD allocated
to this purpose and its sustained growth. In relation to the first factor in the OCDE
countries expenditure oscillates between 6 and 11% of their GPD (Hopkins, Morgan and
Astolfi 2007, Hernandez de Cos and Moral-Benito 2011). In relation to the second the
average expenditure in a sample of 134 countries (Herndndez and Poullier 2007) increased
from 4.5% in 1980 to 6.1% in 2006. In the Spanish State, following data published in 2007
by the “Working Group about Health Expenditure” (Grupo de Trabajo de Analisis sobre el
Gasto Sanitario (GTAGS)) it was noted that this budget represented €50,535 million in
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absolute figures, 5.53% of GPD and 15.19% of the public administration expenditure in
2005. Four years later, the total Health expenditure was increased up to €101,820 million
in 2009 and reduced to €94,639 million in 2012 (OCDE 2015). The rhythm of annual
growth between 1999 and 2005 was 8.53% with a peak of 11.37% in 2003, with the
increase in the AC being between 10% and 18% (Abell6 et al. 2007). In the last decade
those responsible for the management of public funds have put the emphasis on strategies
that allow the achievement of the objectives of rationalization and control of health
expenditure from the political, technical and economic perspectives.

To understand better how the pressure on the cost expenditure was applied we must
mention that the Spanish health care expenditure is split into three components: 1) primary
attention, ii) specialized care and iii) pharmaceutical. The pharmaceutical expenditure
contains the supply of medicinal substances to the patients. It is the most relevant for our
analysis focused on the impact of the main stakeholder on the pharmaceutical industry.
Pharmaceutical expenditure is composed of two different factors: 1) the pharmaceutical
hospital expenditure where the medicinal substances are dispensed directly by the hospital
or under hospital authorization and, ii) the substances delivered to the patients through
pharmacies.

The Spanish public sector is the main purchaser of those products in the Spanish
pharmaceutical market. This fact gives it a certain degree of monopsonist power (Pifia and
Suarez-Serrano 2009).

The Spanish pharmaceutical hospital expenditure corresponds to the medicinal
substances consumed by the patients during their stay in hospital as well as the ambulatory
medicines that can only be obtained through the hospital. The public pharmaceutical
hospital expenditure represented €1,152 million in 1999, including hospital and
extrahospital expenses. This amount increased up to €2,020 million in 2003. From 2000 to
2003, the pharmaceutical expediture increased due to several factors: 1) the high ratio of
demographic ageing, ii) the price of new medicinal substances introduced in the Spanish
market and iii) the reception of people coming from the European Union, both temporarily
or permanently. A high variability of increment rates was observed depending on the AC
that was assigned to different procurement management in each of them. At the end of the
period, in 2012, the pharmaceutical hospital expenditure was €4,317. This is the concept of

pharmaceutical hospital expenditure we refer to in chapter two.
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The second component of pharmaceutical expenditure, the expenses related to
prescriptions directly supplied to patients was at a corresponding figure of €1,325 million
in 2003 (IEF 2005). At the end of the period, the expenditure was €8,863 million in year
2012.

In chapter three we refer to the total pharmaceutical expenditure that includes the
sum of both components: hospital and prescriptions, that corresponds to €13,180 million in
2012 and to 1,35 % of GDP (Farmaindustria 2014).

Finally, regarding the firms operating in the market, there were 250 manufacturing
pharmaceutical firms in 2003 and this number increased to 282 firms in 2012. There were
377 companies with registered medicines which increased to 402 in 2012 (Farmaindustria
2013, 2014). The number of employees working in Spanish pharmaceutical firms was at
36,713 in 2012 (EFPIA 2014).

The firms that carry out their activities in the Spanish healthcare sector have suffered
from strong pressure to reduce the selling price of their products in the period since 2005 to
2012. This pressure, exerted by the main customer of this market, the NHS, is a
consequence of the necessity to control the increase in health expenditure in recent years,
particularly in the period 2003-2006 (Sanchez 2007, Costa-Font and Puig-Junoy 2004). In
order to study how this pressure has changed we have divided the period 2003-2012 into
three subintervals: 2003-2006, 2006-2009 and 2009-2012. We revise some relevant aspects

in the following paragraphs in order to put them in their context.

1.7.1. The control of healthcare expenditure. The pressure of the main stakeholder
1.7.1.1. First period. 2003-2006

The facts that took place in this interval were conditioned by the decentralization
process of the NHS from 1981 to 2002. Despite the progressive decentralization, in this
period a centralized system was predominant in order to take the decisions and to control
the expenses (Repullo 2007, Antonanzas et al. 2007, Costa- Font and Puig-Junoy 2004).
The situation after 2003 was completely different. On the one hand the decentralization of
all services was completed and a formal discipline concerning the expenditure was
imposed on all AC. On the other hand the management of inflationary services was
decentralized. They were difficult to manage (i.e. the social welfare services). The AC
were faced with the difficult decision of having to rationalize the expenditure locally and

facing, at the same time, the unlimited necessities of the demand with limited resources.
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Additionally the central administration required them to have a rigorous control of
expenses, something which was rarely accomplished when they themselves managed the
same services (Repullo 2007).

The public pharmaceutical expenditure has been increasing in the last decade, the
process having started in 2000 due to several factors such as the demographic ageing rate,
the price of new drugs and the fact that Spain is a receptor of foreign people, on a
temporary (vacational) or permanent basis and this consequently has its impact on the cost
of financed drugs. One of the most important measures to control all of these expenses was
the establishment of reference prices for drugs and the signing of a deal (Pacto de
Estabilidad) between the government and the pharmaceutical industry in the period 2001-
2004 (Pina and Suarez 2009).

The Pacto de Estabilidad 2001-2004 structured a set of measures such as: fixing of
maximum price, co-payment, exclusion of some drugs from the publically financed
system, reduction of the profit margin of the major and minor dealers, inclusion of generic
drugs in the market, application of reference prices and some more agreements to limit the
growth of pharmaceutical expenditure and to create a suitable framework for research
(Pifia and Suérez 2009).

From the normative point of view it should be said that at the end of 2004 the Royal
Decree 2402/2004 of 30th December was published. It included cojuntural revisions of the
pharmaceutical drug prices and it supposed the first clear sign of the change in the trend
towards the containment of pharmaceutical expenditure whilst being the first of a long list
of Royal Decrees and regulations (see Appendix A). The normatives will be analyzed in
the following periods in this section and afterwards, in the following chapters, we will see
and assess their impact on the sector.

In the political agenda serious problems of financial capacity arose only three years
after the introduction of the new financial model. It caused health care financing to be the
central subject of the first two conferences of AC Presidents organized by the new elected
government in 2005.

In view of this situation, the commitment agreed between the local administrations
was translated into a set of rationalization of healthcare expenditure measures that were
derived from the report set out by the GTAGS (IEF 2005). Sanchez (2007) affirmed that,
in this context, better future measures to be taken were those that had an impact on

management and would favour a normative framework which could empower the
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efficiency of the system. It is necessary to recall that due to decentralization, the
purchasing capacity of the AC was fragmented in relation to the situation of the NHS in the
previous decade. The service provision and organization of product supply were managed
from a local perspective and the potential benefits that could be offered to the suppliers
were reduced quite significantly (Sanchez 2007).

The recommendations of GTAGS could be summarized by indicating that the
efficiency of purchasing systems should be improved, encouraging the centralization and
homogenization in each area of the decisions regarding the acquisition of medical devices
for hospital use. They recommended the extension of the measures to equipment, IT tools
and to all types of medical devices. A permanent revision of the result of these mechanisms
was necessary. It was intended to drive, reinforce and enlarge the previous initiatives of
some AC addressed at improving the price variability of resources used in the production
of health care services and it was also intended to improve the negotiation power in
relation to the suppliers (Urbanos 2006).

In this context every local administration had to implement measures within their
scope of responsibility in order to favour this framework. Given the heavy weight of the
medical care services in relation to the total expenses of AC, the incentives to establish
measures through the available mechanism, for instance the purchasing centres, were a
point to be taken into consideration (Sanchez 2007).

One example of the costs derived from the public monopsony fragmentation into 17
entities with financial autonomy can be found in Repullo (2007) and it shows the evidence
of the extra price paid for a lack of coordination. After studying seventy tenders over a
period of three years which were designed to acquire skin staplers in public hospitals
(Abello et al. 2007, Saniline 2007) it can be seen that the price oscillated between 4 to 10
euros/unit without a clear relationship between the sales volume of each tender and the
unitary price of the medical device. Some other works outline this variability in the prices
and also conclude that savings in connection with the improvement of the public
information system and the purchasing process could be made (Gonzéilez and Pinilla
2006).

As a consideration of the restrictions this policy could imply it is interesting to note
that the purchasing centres in their conventional form offered a limited margin of
maneouvre despite the fact that their usefulness was recognised. They could generate a

strong competition among suppliers before adjudications but once these were awarded
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there were no incentives to achieve additional reductions in the prices. It is necessary to
remember that firms and health services followed the rhythm of the administrative
contracting procedure, which was usually rigid and complex, and not all the companies had
access to it. It should be outlined that it was not possible to extend any potential
improvement in the price to the whole range of local administrations. In this context it
could be preferable for the firm to discriminate in each case depending on the order or the
payment term, among other variables, and to apply different conditions while maintaining
the prices awarded. The firms who are offering, when applying for tenders proposed by
these purchasing centers, should estimate the potential demand during the effective period
of the contract. The fact that if they win the tender, they do not know the purchasing plan
or the delivery plan consequently leads to a high degree of uncertainty and overstocking
that is transferred to the final price. It should also be taken into consideration that the
pharmaceutical industry operates in a multinational market and they have to adapt and plan
their strategies accordingly and this double planning leads to additional costs being
included in the final price.

The centralization of operations within the scope of the AC has not always resulted
in improvements in efficiency. The proliferation of purchasing centres subject to different
administrative procedures, material cataloguing, and codification of different products
implied the raising of fragmented and differentiated markets. This situation is not
necessarily efficient as transaction costs of the firms (information and negotiation) are not
reduced or could even be increased because they are obliged to maintain teams of
personnel to manage the fragmented market in order not to lose the market share. Costs of

this type will also be included in the final price.

1.7.1.2. Second period. 2006-2009

This period is marked by legislative changes and the trend within purchasing
management of introducing e-procurement in the face of the outworn traditional
approaches.

The publication of the Ley 29/2006, Ley de garantias y uso racional de los
medicamentos y productos sanitarios y Ley de contratos del sector publico, 2007 that
substitutes Ley del Medicamento de 1990 marked the legislative changes. This law was
designed to contribute in changing from the old administrative procedures to a new

emerging market in most medical devices, introducing more competition and a more
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transparent price formation (Sanchez 2007), particularly to facilitate the introduction of
generic drugs.

The objective of the Ley 29/2006 was to guarantee the quality of pharmaceutical
drugs and medical devices and the quality of the pharmacy services in the whole NHS. The
law transposed the European legislation on generic drucs adopted in 2004. The main merit
of this law was to integrate both the European and Spanish normatives in relation to the
production and commercialization of drugs which at that moment was a long way away
(Antofianzas et al. 2007).

The incorporation of those generic drugs in the Spanish pharmaceutical market was
an iniciative of the State to increase price competition and to cooperate in the moderation
of pharmaceutical expenditure. The measures adopted in previous periods were not very
effective in enabling the generic drugs to reach a significant market share which would
promote competition in the sector, as it was only 4.3% in 2004. Despite the fact that the
generic market share increased until 7% in 2005, it was not enough to achieve the objective
(Pifia and Suérez 2009).

On the matter of prescriptions by active substance it should be taken into
consideration that there were two laws to take into account. The Law only mentioned that
it would support prescriptions by active substance but nothing was mentioned in relation to
the cost. Later on, through the Royal Decree Law 9/2011, it was compulsory to prescribe
by active substance and dispense the ones with a lower price.

On the other hand the Law established a reduction of 20% for all drugs with more
than 10 years on the market if there was a similiar generic drug with lower price.

The next regulation to be considered in this period was the Orden Ministerial por la
que se determinan los nuevos conjuntos de medicamentos, sus precios de referencia y se
revisan precios de referencia fijados con anterioridad. It became effective in March 2009
and supposed the creation of 13 new groups of drugs, the revision of reference prices of the
existing ones and the updating of the list of minor prices. According to the estimate of the
Ministry of Health this order would save €344 million, the equivalent of 2.9% of public
pharmaceutical expenditure in pharmacies registered at the end of 2008. From a business
perspective, the impact of the new Order on the income of pharmaceutical firms was nearly

€300 million in the first year of implementation (Farmaindustria 2011).
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1.7.1.3. Third period. 2009-2012

During the meeting of the Interterritorial Council of the National Health System
March, 18" 2010, the main decision making organism of the NHS renewed its commitment
to implement a policy that guaranteed the quality, equity, cohesion and sustainability of the
NHS. A new set of measures was included with the intention of achieving two objectives:
1) to maintain the rhythm of measures to improve the cohesion and quality of the system
and 1ii) to promote measures of cost containment through policies of rational use aimed at
professionals and users, grouping resources to the NHS scale in order to improve
negotiation power. The agreement proposed short term strategies mainly focused on
pharmaceutical policy setting out the bases of what would be a new agreement. The second
strategic plan of pharmaceutical policy was formalized (II Plan Estratégico de Politica
Farmacéutica) and it included the modification of the current price reference system, the
reduction of generic drug prices and the fixation of maximum prices for minor disease
drugs. A potential saving of €1,500 million was estimated. The agreement announced the
immediate creation of a centralized purchasing procedure for all the NHS (to which any
AC could adhere voluntarily) with the objective of improving the negotiation capacity as
regards suppliers through the exchange of information, with this procedure being
applicable to all medical products, including pharmaceutical drugs (Garcia et al. 2010).

The situation was particularly relevant considering the general economic
conjuncture. The decisions taken by the Spanish government since 2010 to accomplish the
control of Healthcare expenditure objectives have had a great impact on the sector’s
development. Of late, some shock measures have been implemented by means of the
emission of several laws by Royal-Decree (2010-2012). As a consequence firms have
faced a significant reduction of 15% in their incomes.

In order to revise the details of the measures taken it should be said that some
regulations have been published but special attention should be paid to two laws by Royal-
Decree (2010 and 2011) that have both cut 7.5% off the final price of drugs. The situation
in the pharmaceutical industry became complex. This sudden contraction of income has
put firms in a precarious situation and they had to react urgently and with efficacy in order
to compensate for this disequilibrium which could even put their firms’s survival in
danger.

The year 2010 was the first since historical data has existed in which the volume of

the pharmaceutical market decreased in relation to the previous year. Pharmaceutical
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expenditure decreased -1.28% compared to 2009. The rate of decrease continued to go
down steadily at -5.1% which included a -7.6% related to pharmacies and a less significant
increment in the hospital market of +1.1% which meant that Healthcare expenditure was
higher in 2010 than in 2011 (Farmaindustria 2011).

The estimated impact of the two Royal-Decrees is over €4,000 million. As a
consequence the companies that operate in Spain have been obliged to reduce their staff by
more than 4,000 employees and to almost completely stop their investments in Research
and Development in 2011 (Farmaindustria 2011). One of the few indicators that showed a
positive development in 2010 was the area of drug export which increased due to the
necessity of opening new markets in order to compensate for the losses in the domestic
market. On the other hand, the debt of local public administrations with the pharmaceutical
industry as suppliers of drugs to public hospitals, has been continuously increasing. At the
end of 2010 it was at €4,685 million (+41.4% more than 2009) and the average payment
period was 390 days (100 days more than the previous year). €6,369 million in 2011
(€1,685 million more than in 2010) and an average payment period of 525 days (135 days
more than at the end of 2010). This level of debt and delay in reimbursement was not
sustainable for most pharmaceutical companies (Farmaindustria 2011). The figures were
increased in 2011-2012 due to the commitment undertaken by the Spanish government to
reduce the public deficit by no less than 5.3% of GDP (8.9% in 2011). This objective
required an intense effort in terms of reduction of public expenditure in this period.

The Autonomous Communities, who are ultimately responsible for the payment of
public pharmaceutical invoices, have implemented measures to increase the pressure in
normative matters. Control measures have been approved in different areas. There is
currently a deep cause for concern about how the local control measures could affect the
public drug market in Spain (Farmaindustria 2011). It is feared that if the measures are
passed with a low level of coordination they could lead to an unstable scenario thus putting
at risk the criteria etiquette of drug access.

The Plan for the Pharmaceutical industry disclosed by the Government in 2011 to
redirect the situation should serve as a point of inflexion. The premise was that economic
recovery was dependent on the integral development of strategic sectors in Spain. The
pharmaceutical sector, considering its relevant contribution to the economy in terms of
research and productivity, needed an impulse (Farmaindustria 2010). Despite being the

fourth biggest export sector, a high quality employment generator and having a stimulating
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influence on other sectors, it was in a critical situation. Despite the intentions of the
sectorial plan it never came to be implemented due to the government’s non-fulfilment of
aspects of the deals. Conversely, the government set out new measures of regulatory
pressure (implanted in 2012) which only served to worsen the situation.

The whole pack of measures applied has driven the sector to a critical point in the
first half of 2012. The institutional diligences developed by different business
organizations succeeded in the first quarter of 2012. The Government articulated several
measures in order to face the payments related to the debt of public administrations,
including the drug supply debt to hospitals in the NHS. The Secretary of the Treasury, D.
Cristobal Montoro guaranteed the payment at the end of June 2012 to unblock the
situation. The Government fulfilled the commitment of paying a significant part of the past
debt. However this does not change the fact that future perspectives are still a cause for
concern but at least cash-flow tensions diminished considerably.

However, it should be said that the regulatory dispositions have been increasing the
pressure on the sector and the decrees published in 2012 want to achieve additional savings
of €3,500 million.

These facts show the culmination of a progressive process of increasing the
pressure by the main stakeholder. This process has the suitable features to be analyzed as
we do it in the next chapters while looking for the implications analyzed for the firms and

for the whole sector.

1.8. Concluding remarks

The stakeholder theory is a conceptual framework that deals with the firm and
stakeholder relationships and their influence on firm objectives. Through the last 30 years
it has been built through different approaches: descriptive, instrumental, normative and
managerial but still lacks formalization in some relevant aspects. This thesis is intended to
contribute to the formalization through the study of the dynamics of influence between
stakeholders and the firm.

We propose that the change of value through time and its link to the capacity of
influence is a relevant factor for this analysis. Firstly, we have introduced a taxonomy to

classify the firms depending on the influence relationships. This classification will be
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useful to understand the evolution through time of the relationship between firm and
stakeholders.

We have selected the Spanish pharmaceutical framework as a key sector of the
economy. It is relevant for our analysis due to the well defined stakeholder-firm
relationships. The evolution of the Spanish pharmaceutical sector has been reviewed
during the period 2003-2012 in order to understand the increase of pressure on the firms
through several expenditure control measures, ranging from organizational to legislative.
The measures have exerted a high impact on the profit and loss account of the firms.

The first chapter facilitates the understanding of the framework of this thesis. The
basic concepts of stakeholder theory have been introduced. We conclude that the firm’s
behavior is worth studying from the point of view of the dynamic of value creation and
distribution as one of the key factors of the theory. The theory lacks formalization of
theoretical concepts and subsequently the finding of empirical support for them. In order to
develop the objectives of the thesis, particularly the effect of value dynamics and
influences, a pin factory study focused on a pharmaceutical firm is developed. In the third
chapter a representative sample of the Spanish Health Care sector is used to contrast the
main model of influences described in the literature. Finally, the fourth chapter is about

social economic progress and firm stakeholder responsibility.
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1.9. Appendix A. Regulation implemented in the Spanish Pharmaceutical
Sector (2003-2012)

Referencia

2004 | Real Decreto 2402/2004, de 30 de Conjuntural Price revision of pharmaceutical drugs and
diciembre, por el que se desarrollaba | measures to contain pharmaceutical expenditure
el articulo 104 de la Ley 25/1990, de
20 de diciembre, del Medicamento,

2006 | LEY 29/2006, de 26 de julioGt, de Tranposes the European legislation on generic drugs
garantias y uso racional de los approved in 2004. Facilitates the introduction of generic
medicamentos y productos sanitarios. | drugs in the market.

(BOE 178, de 27 de julio).
Cuts prices by 10% off of drugs with more than 10 years
in the market

2008 | ORDEN SC0O/3803/2008, de 23 de Revision of reference prices. Savings expected of €300
diciembre, por la que se determinan million
los nuevos conjuntos de
medicamentos, sus precios de
referencia, y se revisan los precios de
referencia determinados por Orden
SC0O/3997/2006, de 28 de diciembre,
vy por Orden SCO/3867/2007, de 27
de diciembre.

2010 | Real Decreto-Ley 4/2010, de 26 de Reduction of Selling Price of generic drugs by 25%
marzo, de racionalizacion del gasto average
farmacéutico con cargo al Sistema
Nacional de Salud.

2010 | Decreto-Ley 8/2010, de 20 de mayo, Implies a compulsory deduction by 7.5% of the Selling
por el que se adoptan medidas Price of the non generic drugs and not under the price
extraordinarias para la reduccion del | reference system.
déficit publico

The impact of the two RD is over €2,000 million

2010 | Orden SPI/3052/2010, de Precios de | Modification of reference prices. It is fixed for each

group as the lowest cost/treatment/day calculated on the

daily dose rate.
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2011 | Ley 7/2011, de 11 de abril, por la que | Reforms to drive productivity and to improve public
se modifican la Ley 41/1999 de 12 de | contracts
noviembre sobre sistemas de pagos y
de liquidacion de valores y el Real
Decreto-ley 5/2005, de 11 de marzo,

2011 | Real Decreto-ley 9/2011, de 19 de Introduction of a new deduction by 15% of the Selling
agosto, de medidas para la mejora de | Price of drugs with more than 10 years on the market and
la calidad y cohesion del Sistema which do not have an authorized generic or biosimilar
Nacional de Salud, de contribucion a | authorized and which were not in the reference system.
la consolidacion fiscal, y de The accumulated impact was about €4,000 million
elevacion del importe mdximo de los
avales del Estado para 2011, The impact of the two RD is around €4,000 million
publicado en el BOE de 20 de agosto
de 2011

2012 | Real Decreto-ley 16/2012, de 20 de It is supposed there will be a strong contraction of
abril, de medidas urgentes para public pharmaceutical expenditure.
garantizar la sostenibilidad del
Sistema Nacional de Salud y mejorar | Prescription by brand name is accepted and it is not to be
la calidad y seguridad de sus substituted by that of a lower price. A preference for the
prestaciones generic drug and price quality is established once more.

Suggestions on price reduction by the pharmaceutical
industry will only be considered if they exceed 10%
Co-payment according to Income

2012 | Real Decreto-ley 16/2012, de 20 de | The contribution of pensioners is established in order to

abril, de medidas urgentes para
garantizar la sostenibilidad del
Sistema Nacional de Salud y mejorar
la calidad y seguridad de sus

prestaciones

encourage the use of generic drugs and to provide the
appropiate packaging for the period of treatment. It
establishes a centralized platform of purchases

The estimation of savings from the measures is about

€3,550 million

Extracted from Pifia and Suarez (2009); AEMPS (2012), Borrell and Merino (2006), Hernandez and Moral
(2011), Lago, Viveros and Heredia (2012), Moreno, Puig-Junoy and Raya (2011).






Chapter 2

Main Stakeholder Influence as a “Shaker” of Value Dynamics

Abstract

A pin factory study has been performed to study in detail the effect of the Spanish public
sector (main stakeholder) on a pharmaceutical firm that operated in the Spanish health care
sector during the period 2003-2012. The firm has come under a lot of pressure to reduce
sales prices, particularly in 2010 and 2011 when two Royal-Decrees were published
cutting the prices -7.5% each year. Consequently, the firm had to react in order to
compensate for the loss. Throughout the chapter the impact of the main stakeholder’s
behaviour is qualitatively and quantitatively assessed as is the firm’s reaction with respect
to how it manages the influences of the rest of the stakeholders. Moreover, the effects of
the relationships of influence can be clearly observed through the dynamics of value
creation and distribution. The concepts of willingness-to-pay have been adapted to fit into
the value dynamics which are necessary to understand the capacity of influence of the

stakeholders.






Chapter 2

Main Stakeholder Influence as a “Shaker” of Value Dynamics’

2.1. Introduction

The dynamics of value creation and distribution (or appropiation) have scarcely been
studied in the literature of stakeholders, particularly by means of empirical research. Della
Corte and Del Gaudio (2014) pointed out that there are many conceptual papers about this
topic but little empirical work has been done. Some years before, Laplume, Sonpar and Liz
(2008) already reported the need of more empirical research as that which existed was
sporadic and mainly focused on large publicly traded corporations. As a general
framework for the empirical work to be done in this chapter we follow the guidelines of
Helper (2000). She remarked on the importance of carrying out good fieldwork research
based on accurate and vivid examples at firm level, following the tradition initiated by the
early work of Adam Smith (1776) in which he detailed the operations of a pin factory.

We use the stakeholder model of the corporation as a theoretical framework, in
which the relationship between firm and stakeholders goes in both directions and all of
them are interrelated through a central node that is occupied by the firm (Donaldson and
Preston 1995). The stakeholders are not considered as having unidirectional relationships
with the firm as input providers (suppliers, investors and employees) or as receptors of the
output (customers). The relationships between firm and stakeholders are bidirectional and
the stakeholder network is interconnected through the firm. Two main features emerge
from this approach: the first is which stakeholders have to be considered and, the second,
how their relationship is with the firm. The focal point of Mitchell, Agle and Wood (1997)
is the identification of the salient stakeholders. They selected three main features that
define the salience of the relevant stakeholders for the firm: power of influence, legitimacy
and urgency in attending their claims. This definition easily allows the identification of the
salient stakeholders but says little about how the interactions between firm and

stakeholders are. Frooman (1999) complements the approach of Mitchell, Agle and Wood

° A preliminary version of this chapter was presented in “Value Creation and Distribution Dynamics derived of Main Stakeholder
Influence. A case study in Spanish Healthcare Sector,” DEMO workshop, University of Illes Balears, Mallorca, Spain, September 8,
2011. We highly appreciate the suggestions of R. Aguilera that acted as a referee. It was also presented as “Productivity, Firm Value
Creation and its distribution: The Spanish Health Care Case,” Congreso de Eficiencia y Productividad EFIUCO, University of Cordoba,
Coérdoba, Spain, May, 26-28, 2014. Finally, it was also presented in Asia Pacific Productivity Conference. “Productivity, Firm Value
Creation and its Distribution: The Spanish Health Care Case”. CEPA. University of Queensland, Brisbane, Australia, July 8-11, 2014.
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(1997) by moving the focus from the identification of stakeholders to the influence
strategies that firm and stakeholders use, that is, their relationship. He selected the power
and interdependence between firm and stakeholders as the factors that allow the prediction
of the strategic behavior of firm and stakeholders respectively. Recently, Garcia-Castro
and Aguilera (2015, 138) have defined a stakeholder as “any group or individual who
creates and captures economic value in its interaction with the firm”. This definition is
consistent with the approach of Mitchell, Agle and Wood (1997) although it centres the
attention on the economic relationship with the firm as being the relevant aspect to be
considered. As a consequence, it opens the possibility of studying the influence strategies
that firm and stakeholders use through the analysis of the dynamics of economic value
created and captured in their interaction. This study follows this economic approach and
contributes empirically to the understanding of the strategic behavior of the stakeholders
and the reaction of the firm when faced with it.

We use the stakeholder model of the corporation to analyze a situation where the
power of one stakeholder over the firm is clearly defined. We have identified this escenario
in the Spanish pharmaceutical market during the period from 2003 to 2012. The specific
features of this market merit attention. The market is highly regulated and controlled by the
public sector and additionally the regulator coincides with the main customer. When these
two roles (customer and regulator) coincide, it results in a special concentration of power
in the hands of this stakeholder that we name the main stakeholder'® (Neville and Menguc
2006, Harvey and Schaefer 2001, Yamak and Suer 2005). The main stakeholder’s features
which make it into the most salient and the main claimant are: 1) high power of influence
due to its monopsonist position, ii) legitimacy as it is the main customer and
simultaneously the regulator, and iii) urgency in its demands because it can issue laws or
Royal-Decrees using his role of regulator. Therefore, the Spanish health public sector
fulfills the three conditions of the definition of salient stakeholder of Mitchell, Agle and
Wood (1997). Additionally, it gives or denies the authorization to operate in the

10 As we consider the public sector is the relevant agent for starting the dynamics of value as main stakeholder it has been checked if
other authors have used the same approach. Among the contributions we highlight the contribution of Neville and Menguc (2006) which
mentioned that the main stakeholder could be linked to the government due to its power to implement regulations and punish those that
are not following the rules. We note that it is the same role we assign to the Spanish public health sector. It is worthwhile also to note
that Neville and Menguc (2006) identified other relevant stakeholders for analysis (customers and workers) in the same line we propose
in the chapter. Harvey and Schaefer (2001) also assign the role of main stakeholder to the regulator, in that case in the environmental
framework. Yamak and Suer (2005) introduced the State as a stakeholder in the banking sector. They noted that the State aggregates
different stakeholders, as we do in our case. Due to the pharmaceutical drug market configuration we grouped the following agents
under the same umbrella. The agents that constitute the main stakeholder are 1) the figure of the legislator/regulator represented by the
State; ii) the managers of public resources through local governments of Autonomous Communities; iii) the consumers represented by
the hospitals or their groupings as prescriptors or executors of purchasing acts.
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pharmaceutical market and, futhermore, it has the capacity of using coercitive
power when necessary. For those reasons we consider that the main stakeholder has the
capacity and the power of appropriating, totally or partially, the economic value created by
the firm. As a consequence, the firm must react by taking decisions to compensate the
appropiation of the main stakeholder. This reaction can be: i) external, which implies a
modification of the strategy of the firm towards the rest of the stakeholders and/or, ii)
internal, which involves a reorganization of the business processes.

We contribute to the literature through a pin factory study.'' We highlight that this
empirical study allows the follow-up of the contribution of firm and ten stakeholders to the
value created and its distribution through the nine-year period. This high number of
stakeholders and this long serie of years is only possible due to the full access to the
information that was supplied by the firm at the highest level of detail. Throughout this pin
factory study we analyze the behavior of the main stakeholder when trying to capture value
created by the firm and, secondly, the firm’s reaction to this capture. Specifically, the three
research questions that this study answers are: 1) if the the main stakeholder, using its
power, is able to capture value through time, ii) if the main stakeholder triggers the
dynamics of value creation and distribution meaning that the sources of value creation
change through time in order to compensate the effect of the main stakeholder and iii) if
the distribution of value is also affected by the pressure of the main stakeholder.

In order to solve these questions we use the empirical approach through the pin
factory study in a multinational pharmaceutical firm that operates in Spain. The
methodology to monitor the value creation by the firm and its distribution to the
stakeholders has its roots in the willingness-to-pay approach (Brandenburger and Stuart
1996) and the economics of business performance (Grifell-Tatjé and Lovell 2015). As a
short summary of our findings we outline that within the period of interest, from 2003 to
2012, the main stakeholder becomes the “shaker” of a value redistribution process
applying its strong capacity of influence and capturing a big portion of the value created by
the firm.

This chapter is divided into six different sections. The second section presents the
firm we use as a pin factory study. The third section introduces the methodological

contribution that allows us to define, model and understand the process of value generation

' We borrow the expression “pin factory” from Grifell-Tatjé and Lovell (2015) who use this expression for the studies at firm level
based on a detailed amount of qualitative and quantitative inside information.
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and distribution and how it is linked to the dynamic of influences. In the fourth the data
source. In the fifth we discuss the results and trends of the dynamics of value and

influences and in the last section we outline the conclusions.

2.2. The Firm

This pin factory study is focused on a multinational firm, originally from Germany
that has been in the hospital market for 175 years and in the Spanish market since 1955.
The total sales of the worldwide Group were about €5 billion in 2012 and it has more than
46,000 employees working in its different subsidiaries. The Spanish legal entities sell
approximately 10% of the total sales of the Group (€425 million) and the products they
commercialize have a high market share (> 25%), as well as being one of the references in
the markets where they operate. We focus on a company in Spain which specializes in
pharmaceutical drugs because it has received direct pressure from the main stakeholder
during the period of study.

From the point of view of the stakeholders involved in the firm it is necessary to
mention that it is an unusual case of shareholder concentration. The property of the firm is
in the hands of members of a single family. The family has passed ownership from
generation to generation (without significant share dispersion). The president, as member
of the family and owner, in his role of stakeholder, retains a great power of influence over
management decisions. In fact, we face a situation where agency costs are minimal.

Considering the interest of the stakeholder relationships we study the response to the
pressure of the main stakeholder over the firm. Firstly, as there is no dispersion of capital
the stakeholder owner/shareholder is clearly identifiable. Secondly, the stakeholder
suppliers are split into different subgroups. Some of them have a capacity of influence
based on the power of negotiation that should be taken into consideration because they
could hold a monopoly. The valid alternatives to this kind of supplier are relatively few
because of the high number of requirements demanded for the raw materials that are
components of a pharmaceutical drug or a medical device. For this reason the firm can
exert only a moderate capacity of influence on some kind of suppliers due to the lack of
multiple alternatives or the difficulties in their substitution. The process of supplier
qualification demanded by the health authorities is relatively time consuming and

expensive. The other suppliers are non-specific with much less capacity of influence.
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Finally, the workers in their role of stakeholder are organized in a union committee that
can withstand the proposals of the firm if they are not aligned with their interest. This set
of relationships means that this pin factory study is unique and it makes sense for it to be

studied from the point of view of the stakeholder theory.

2.3. Background

In this section we describe the theoretical framework related to the process of value
creation and distribution when stakeholders are involved'?. We have borrowed some of the
concepts introduced by the willingness-to-pay approach (Brandenburger and Stuart 1996)
and adapted them to our focus of research. The willingness to pay approach has recently
raised the interest of scholars and has been broadly discussed in the management literature.
We have combined it with the economics of business performance in order to better
describe the value dynamics between firm and stakeholders.

To focus what we have to consider it is worth mentioning some conclusions
extracted by Lepak, Smith and Taylor (2007)"’. They concluded that “there is little
consensus about what value creation is and how it can be achieved” and insisted that there
is a lot of work to be done in order to understand this central concept where several
streams of literature, such as agency theory, resource-based theory, management and
organization, organizational theory and stakeholder theory converge. A second conclusion
was that “the process of value creation is often confused with the process of value
capture”. They argued that value creation and value capture should be viewed as distinct
processes. They noticed that the source that creates value may or may not be able to
capture or retain it in the long run. Value created by one source or at one level of analysis
may be captured at another.

Finally, Lepak, Smith and Taylor (2007) proposed that value creation is subjective
and this subjective value realization “must at least translate into the user’s willingness to
exchange'* a monetary amount for the value received”. We use the willingness to pay
framework to define what is value creation and how it is distributed by converting a static

definition to a dynamic approach.

12 gee Appendix C for a more detailed discussion of stakeholder management and value creation

13 This conclusion was written after their experience as guest editors for the Special Topic Forum on Value Creation in Academy of
Management Review

14 Recently, Garcia-Castro and Aguilera (2015) reinforced the idea that the stakeholders are the ones that exchange value with the firm
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In the next subsection we describe the details of the methodology that allows us to
quantify the contribution of each stakeholder to the created or distributed value and the
impact of the main stakeholder’s capacity of influence. We remember that Friedman and
Miles (2002) declared that most of the efforts on stakeholder theory had been focused on
the identification of who or what the stakeholders were, instead of placing them in the
dynamics that arise between the firm and the organization. This study gives new insights in

this direction.

2.3.1 Willingness to pay and economic value creation

Value creation, as described by Brandenburger and Stuart (1996), is based on the
subjective assessment made by the economic agents (customers and suppliers) in a given
time point. Figure 1 shows the basic scheme of what is considered created value and
captured value as well.

The superior extreme indicates the maximum quantity that the customer is willing
to pay (wp) to the firm for the products that it commercializes and the inferior shows the
opportunity cost of suppliers (oc). The difference between willingness to pay and the
opportunity cost is considered to be the created value. Both extremes, upper and lower, are
non-observable quantities. This fact gives a subjective feature to value created in this
approach. Only the prices of outputs and inputs are observable. In the framework of
willingness-to-pay, the difference between the actual price paid by the buyer (p) and the
actual price received by the supplier (w) is defined as captured value by the firm. It is
worth mentioning that the situation described is static.

Brandenburger and Stuart (1996, 21) borrowed the approach from Davis and Kay
(1990) who consider that the prices that the firm pays for labour and intermediate inputs
correspond with the ones that the suppliers “would have earned -elsewhere”
(Brandenburger and Stuart 1996,10). In contrast, the opportunity cost of the input capital
(operating assets) has to be calculated . Under this approach the revenues minus the costs
defines the profit of the firm that is the economic profit that Davis and Kay (1990) called
added value. In other words, it is the profit earned by the firm less the cost of financing the
firm’s capital adjusted to its risk. This work follows this approach in which the value
captured by the firm is given by the economic profit. Defining the profit of the firm as the

economic profit makes null the difference between the price received by the supplier and
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its opportunity cost. Hence, the lower bound of the willingness to pay’s approach is

observable, for instance. the firm’s unitary cost (c(w)).

Figure 1. Wlllingness-to-pay. Created and captured value

Willingness-to-pay (wp) ----p——————— --------------smsooooo-ooo- \

Price buyer (p) R R R 7

> Captured value

> Created value
Price supplier (w) U TTTTTITUTTTT

Opportunity cost (0¢) - o j

From an economic point of view a positive economic profit is interpreted as a
measure of a lack of market competition, as in a perfect competitive market the economic
profit should be equal to zero. In a business perspective it is considered that positive values
reflect the success of the firm in its effort to differentiate the product. In other words, the
consumers perceive some distinct attributes in the product of the firm that result in a
willingness to pay higher than for the products of its rivals. In this situation, the firm can
translate the difference in the willingness to pay to a higher market price.

This study performs an evaluation of the behavior of the firm in a dynamic context.
The dynamic approach means that value changes are monitored through time. The
willingness to pay framework has to be adapted to this new situation in which both the
value created and the value captured by the firm are compared in two different time points.
Consequently, the willingness to pay, the price of the product and its unitary cost can be

defined in each period of time. In that situation, when the willingness to pay of period 7+1
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is higher than period ¢ or/and the unitary cost is lower, additional value has been created.

Figure 2 describes a change in the value created between the two periods. The firm

1

captures additional value from the buyers when wp'™' > p’™! and p"*' > p'. This capture is

. . . +1 ' . . 1, 1+]
also in the side of suppliers when w'"" < w' which produces a lower unit cost ¢’ (W) <

t+1 t+1

(), where ¢"'(w'™") expresses the unitary cost of producing in #+1, and ¢'*/(w') the

unitary cost of period #+1 with the input prices from the previous period ¢.

Figure 2. Value creation dynamics.
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Figure 2 shows that the customers are paying more for the goods (p"*’ > p). This means
that the consumer has identified some attributes in the product (i.e. better quality or
service) and/or its scarcity has increased his desire to pay more for it. Something similar

happens with the suppliers. The firm is paying less for the inputs which produces a lower

)

J
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t+1, t+1 t+1

unitary cost (¢'"'(w'"') < ¢ (w')) increasing the value created. Figure 2 also shows that
unit cost change can have another driver. The relationship between the quantities of
outputs and inputs in period ¢ and t+1 has changed. The Figure 2 reflects the situation
where the quantity of output per unit of input is higher than the previous period. In this
case the unitary cost is lower because there are gains of productivity, i.e ¢'™'(w') < ¢'(W").
Thus productivity is a source of value creation and its capture by the firm through a
superior economic profit depends on if the productivity bonus is shared with the rest of the
stakeholders (buyers and suppliers). Figure 2 displays a situation where the firm
appropriates all the additional value created. It is necessary to recall that the distribution of
the value created is only possible through the variation of output and input prices. The
value created is shared with the rest of stakeholders when the price to the buyers is lower
(p""" < p") or/and the prices of the suppliers higher (W'’ > w").

Additionally, apart from input and output price variations and productivity changes,
the firm can increase its profit by selling more goods with a positive margin. It is also a
source of value creation and, as in the case of productivity, it can be captured by the firm
or the rest of the stakeholders. Recently Garcia-Castro et al. (2015), in the literature of
business strategy, have associated this effect with replicatibility'>. A firm can grow and
create more value replicating its activities in other contexts. Apart from this, we consider
that replicability as well as productivity are the reflections of internal decisions of the firm.

It is interesting to recall, before proceeding with the analysis, the contribution of
Jensen (2010) introduced in section 1.5 of the first chapter in order to discuss it from the
new perspective of the meaning of value creation. Jensen (2010) noted that the most
suitable measure to manage an organization is the change in the market value using the
Economic Value Added (EVA) (Stern, Steward and Chew 1996). The EVA is conceptually
identical to the Davis and Kay (1990) approach. From our perspective, the use of the
economic profit change as an indicator of the additional value created by the organization
is problematic. In fact, it only reflects the additional value captured by the firm. The
measurement is only focused on the value that corresponds to the shareholders. Used in
that sense the evolution of economic profit through time captures only a part of the total
picture but it is not able to determine the sources of value creation nor the dynamics of

influences between stakeholder and firm. As we have discussed this pin factory study

defines profit as an economic profit because it introduces as cost, the oportunity cost of the

15 This effect has been labelled with different names in the literature see Chapter 4 in Grifell-Tatjé and Lovell (2015).
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owners’ funds, but there is no additional interpretation. In fact, any definition of profit is a

residual which is what Figure 2 shows.

2.3.2. Economic profit decomposition

We introduce the methodological notation where an output quantity vector of a firm
is expressed by y' = (... ) € RM and its price vector by p’ = (p,...ps) € R, ; an
input quantity vector is expressed by x’ = (x,...xy) € RY, The input price vector is
expressed by w' = (wy,...,wy) € RY,. The input price N associated with the capital of the
firm incorporates the required oportunity cost of the company’s investors. The unitary cost
vector is expressed as ¢'= (cy,...,cy) and defined as =X wjix;j/y; being x; the
contribution of input i in output j is expressed as x; = (xij...,xp;), being i=1,...N and
j=1,..M.

We define revenue as R = pTy = 2pmym and cost as C = wlx = Swux, = cTy.
Economic profit © is defined as the difference between the revenue generated by outputs
and the cost of employing the inputs used to produce those outputs including the
opportunity cost of the capital and expressed as 7=p'y —w'x=R—C=R-c'y.

To go into depth through the analysis of creation and distribution of value we need to
use the decomposition of changes in profit between two time points. This approach will be
based on the economics of business performance. Concepts of economic theory of
production and index number theory will be used in order to distinguish the processes of
value creation and its distribution among stakeholders.

The quantification of economic worth created by the firm and its following
distribution is based on the production theory and the exploitation of the duality of prices
and quantities. The aspects related to the duality have been already introduced in section
1.5.

The economic profit can be decomposed into two effects 1) the first term is the
quantity effect that shows the contribution of individual quantity changes, holding prices
fixed at their arithmetic mean values p = (1/2)(p'+p'") and w = (1/2)( w* + w?) and ii)
the second term is the price effect that shows the contribution of individual price changes
to profit change, holding quantities fixed at their arithmetic mean values y = (1/2)()' +
y’H) and X = (1/2)(x**! + x*). The quantity effect and price effect are Bennet (1920)
indicators. Arithmetic mean quantity weights (y and X) and arithmetic mean price weights

(p and w) are used to avoid choosing between base period and comparison period weights.
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The Bennet indicators have a set of properties similar to Fisher index numbers and they

have been studied by Diewert (2005).

Then, economic profit change is decomposed as
n.t+1 _ T[t — [ﬁT(yt+1 _ yt) _ WT(le _ xt)] + [}—/T(pt+1 _ pt) _ fT(Wt-'-l _ Wt)],

2.1)

which decomposes economic profit change from period ¢ to period 7+1 into the
contributions of changes in individual quantities (the first term on the right side) and
changes in individual prices (the second term). Because profit change is expressed in value
terms, so is each component. The first term on the right side is the quantity effect that
shows the contribution of 1+N individual quantity changes to profit change, holding 1+N
individual prices fixed at their arithmetic mean levels. The second term is an aggregate
price effect that shows the contribution of 1+N individual price changes to profit change,
holding 1+N individual quantities fixed at their arithmetic mean levels. Expression (2.1)
serves two purposes. It indicates whether profit change is due primarily to quantity changes
in the aggregate or to price changes in the aggregate. It also identifies individual quantities
and individual prices that have the most enhanced or retarded profit change. Expression
(2.1) is also useful in identifying the individual beneficiaries of the financial fruits of
quantity change. Considering our intention of describing the dynamics of value creation
and distribution a rearrangement of expression is useful (2.1) to obtain (2.2) that allows the

identification of the beneficiaries of quantity change.
[ﬁT(yt+1 _ yt) _ WT(le _ xt)] — (n.t+1 _ T[t) _ )—]T(pt+1 _ pt) + JZT(WlH-l _ Wt),

(2.2)

the left side of (2.2) is the quantity effect from expression (2.1). The right side quantifies
the value captured by the stakeholders (shareholders, customers, labor and suppliers). The
value receptors can include stakeholders to which the change in economic profit

(rt*1 — 1t) is allocated, consumers who pay less for the outputs when p'™' < p' =

t41 — p¥) >0, and firm suppliers who are receptors of the changes in the

—y(p
corresponding resource prices when wttl > wt = x(wt*l — wt) > 0.
On the other hand, we decompose the quantity effect in the expression (2.2) into the

productivity effect and growth (replication or margin) effect following Grifell-Tatjé¢ and
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Lovell (2015). Such decomposition brings to our analysis the contribution of two factors
related to the firm’s decisions that will be helpful to understand how the firm deals
internally with the pressure of the main stakeholder. Genesca and Grifell-Tatjé (1992)
propose using the unitary cost instead of the prices of products as weights in the measure
of productivity change, when prices are distorted by regulation. Caves, Christensen and
Swanson (1980) also pointed out the inadequate use of the output prices in this
circumstance, although their solution is slightly different'®. The use of the unitary cost in
the measure of productivity instead of output prices allows the decomposition of the

quantity effect as

5O ) W =Xy =T - ) - W - X))+ {(E)T(ym SO,
(2.3)

where

¢l =)y —wh e =X = (12) WX (/X)) - D T (- (Y /Xp) ',

(2.4)
and
YL ctTyt+1/CtTyt
- = Laspeyres productivity index
X, wETxt+1 /Tyt
Yp CtHIT b1 /1Tt o
o wHiTgtrl I EFIT g 2 Paasche productivity index
P w w

where the unitary costs are the weights of the outputs in the Laspeyres and Paasche

productivity indexes. The first expression of the right side of the equation (2.3) is

t+1 t+1

expressed as ¢ ("' — ) — w'(x" — x') which measures productivity change where

¢=(1/2)(ct + ct*1) is the arithmetic mean of the unitary cost of period ¢ and #+1.
Expression (2.4) collects the contribution, in monetary terms, of the variation in
productivity which is measured as the arithmetic mean of the monetary contributions
associated with Laspeyres and Paasche productivity indexes. The expression ¢ “()*"! — 1) —

t+1

w (x" — x') 2 0 when productivity variation is higher, equal or lower than 1. The

' It consists of the estimation of the elasticities of cost with respect to outputs.
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expression (2.4) can be understood as having the same structure as a Fisher index but

expressed in monetary terms.

The second expression of the right side of the equation (2.3) is (p - ¢)'(/"" — ")

that defines a growth effect, where the business margin, in periods ¢ and #+1 is expressed as

the arithmetic mean of the difference between the price and the unitary cost (p - ¢) =

(1/2) {(pt = ct) + (pt*! = ct*1)}. The expression (p - ¢)'(/" — ») > 0 in the

following two situations: i) (p - ¢) > 0 and y'"' > )’ which means output expansion with
positive firm margin. This situation shows the effect of increases in demand indicating that
if y""' > )/ the contribution of the growth effect will be positive to the quantity effect.

Then the firm will be willing to increase the quantity of goods introduced into the market

because it directly brings a positive contribution to the created value, and ii) (p - ¢) <0

1

and y"' < 3’ which means a contraction of sales in a situation where the unitary cost is

higher than the price of the product. This is the expected business behavior as it reduces

the losses. The growth effect (p - ¢)'('"" — ') can also take negative values when

'> yor(p-c)>0andy™ < . Theresult (p- ¢)' (' —))=0is

(p-c)<0andy”

possible when (p - ¢)=0ory™ =)'

The expression (2.3) is useful because it permits the assessing and differentiating of
the contribution of the productivity and growth effect. The productivity effect helps to
assess the impact of the firm’s decisions over stakeholders that contribute to manufacturing
factors and also the improvements of the productive process. Additionally it shows the
proportional effect of the quantity change sold through the second expression of the right
side of (2.3), the growth effect that Garcia-Castro et al. (2015) has associated with

replicatibility.

2.3.3. Creation and distribution of value

The two step cycle of value creation and distribution can be derived from the
expression (2.2). The creation of value, in the context of this work, is rooted in Grifell-
Tatj¢ and Lovell (2015) who reviewed and updated the economic and accounting
literature'” from the 1970s. This Chapter expands, adapts and applies the methodology to
the context of stakeholder theory. We equate Created value = Distributed value. We have

to take into consideration that the agents contributing to value creation or the receptors of

17 See Chapter 4 of Grifell-Tatjé and Lovell (2015) for a detailed discussion of this literature.
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distributed value will depend on whether p™' 2 p', W' 2 w'and ™' 2 #/. Thus, we define

created value as

Definition of Created Value

Created value is defined by the sum of: i) the quantity effect, ii) the contribution of output
price increments, iii) the decrements of costs derived from reducing input prices and iv) if
applicable, when 7' — 7 < 0 the term of economic profit reduction that is considered a
contribution of the shareholder to the value created by the firm that will be distributed to
the rest of the stakeholders.

To visualize this concept we reorganize the expression (2.2) to obtain (2.5) when

t+1 t 1+1 t +1
p>plor w<worAd <A

Created value = [p' ("' =) = w (' =X+ [F (™ = p) - &' W = w)] = (Z = 7).

P> W< A<
(2.5)
As can be deduced from expression (2.3) when the quantity effect is positive it implies a
positive contribution to the created value through the productivity and/or growth effect.
When the quantity effect is negative it does not imply value creation but destruction of
value.
We define as willingness price effect as the contributions of: i) output price

1

increments, when p’"' > p' and ii) the decrements of costs derived from reducing input

1

prices when w'"' < w'. The willingness price effect is summarized in the following

! < w' that is part of the

expression [y’ (p""" — p") — (W — wh] with p"' > p' and w'*
expression (2.5). It collects the discussion about the willingness-to-pay approach related to
the variation of output price increases and input cost decreases as a source of value
described in subsection 2.4.1 and displayed by Figure 2. Thus, we define created value as
“created value = quantity effect + willingness price effect + profit contribution”. We note
that Davis (1947) did not consider the willingness price effect as a source of value creation.
He only considered the productivity effect.

The last term, when 7' < 7 can be considered, from the point of view of the firm,
as a reduction of the additional amount of money that corresponds to the shareholder. As

we have considered value creation when a price reduction from the suppliers is achieved,

we might consider value creation when there is a reduction of the additional amount of
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money that corresponds to the shareholder. This approach explains why economic profit
contribution is part of the expression (2.5).

Furthermore, we define distributed value as

Definition of Distributed Value
Distributed value is defined by the sum of: i) output price decrements, ii) the increments of
costs derived from increasing input prices and iii) when "' — 7> 0 the term of economic

profit increment captured by the shareholder.

The quantity of distributed value corresponds with the aggregation of price
variations derived from customers that have achieved output price reductions, the portion
coming from input suppliers who have achieved increases in the price (labor or raw
material suppliers) and the increment in the economic profit between two periods when
this difference is positive (shareholder).

Again we use (2.2) to obtain (2.6). We express the distributed value when p'™' < p'
orw >w or 77 > Aas:

Distributed value =— 5" (p"™' = p") + &'W = w') + (#T = 2). (2.6)
< pf WS g s A
Therefore, it follows from expressions (2.5) and (2.6) the relation between created value
and distributed value that we equate as “Created value = Distributed value”, which defines
the next expression (2.7), where p"™' > p', w'™' < W', 27! < 7 in the left side of expression
(2.6) and p"*' s < p'us (ms = main stakeholder), p'"' < p', w'!' > W', #*' > # in the right

side. The expression (2.7) becomes the focus of the value dynamic analysis.

B0 =)W T =D T —p) - T -] - (2 - ) =

pt+1 >pt Wt+l < Wt ﬂﬁrl < 7Zt
— +1 =T, t+1 =T +1 +1
-y mS(pt ms_pth)_y (pt _pt)+ X (Wt _Wt)"i_(ﬂZ - ﬂl)
pt*lms <pth pﬁ’l <pl WH’I > W[ ﬂﬁ’l > 711

(2.7)
The previous expression summarizes all the sources of value creation (left side of the
equality) and all the stakeholders involved in the distribution (right side of equality). This
approach is aligned with scholars (Coff 1999) who argue that the processes of value
creation and value distribution should be separated since “the source that creates value may

or may not be able to capture or retain the value in the long run” (Lepak, Smith and Taylor
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2007, 181). The expression (2.7) makes visible the value slippage that occurs when the
source and the subject who appropriates the created value are different. We focus our
analysis in order to know if the value is migrating to the main stakeholder due to its
capacity of influence. Additionally, it allows us to clarify the value captured by the main
stakeholder through the term — 37T ms (p”lms - p’ms). The expression allows us to understand
the firm’s reaction through the analysis of the left side where the changes in the sources of
value creation are directly related to the action of the firm through internal firm decision
(quantity effect), through the capacity of influence of the firm through prices (willingness
price effect) or showing a decrease in the economic profit when (7' — 7) <0.

Evaluating the price changes of the right side we can assess quantitatively the
intensity of the capacity of influence of the stakeholders over the firm. The capacity of
influence of a stakeholder is expressed by the amount of value that it is able to capture.
Following-up its variation through time we can see the evolution of his capacity of

influence over the firm.
2.4. Data

The firm has given access to all necessary data in order to perform the study. All
the raw data was facilitated by the firm based on the analytical accounts. To place it in the
correct historical context several interviews have been held with several top managers
Managing Director, Financial Director, Controlling Director, IT Director and some more
interviews, when necessary, with expert technicians in the aforementioned management
areas who have co-operated in the collection and aggregation of data and the interpretation
of results. For this reason it is relevant to point out the fact that the work carried out has
been based on high quality information (both exhaustive and detailed) in all defined
variables described in the next subsections, and that after being cross-checked with the
information supplied by management, converts this case into a pin factory study.

For all variables the average of the quantities and prices at the beginning and end of

the period was calculated.

2.4.1. Output definition
When faced with the multiple potential approaches in relation to the available data,
the strategy has been to define the outputs depending on the customer groups that can be

assigned to stakeholders that will be coherent with the analysis to be performed. We have
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classified the output in three groups of customers: i) Spanish public health sector (y;), ii)
Spanish private sector (3,) and iii) export customers (y;) which are mainly subsidiaries in
European countries. The Spanish public health sector has been assigned to the role of main
stakeholder and allows us to detect differences compared with the private health sector and
the export market. This means we have three stakeholders on the demand side. The output
quantities are considered as physical units sold (y,) to each kind of customer in each
period.

This first classification facilitates a second level of analysis related to whether the
products come from manufacturing sites located in Spain or come from goods purchased
from other firms in the Group. This second level makes it possible to follow-up the internal
decisions of the managers related with the manufacturing process. This information is
relevant in order to understand the behavior as a reaction to the pressure of the main
stakeholder.

The net income coming from each stakeholder will be assigned to each stakeholder
as (pmym) corresponding to the sales to each in current euros. The calculated average price
(pm) corresponding to the finished goods sold to each group will be calculated as the ratio

of the sales income from each group by units sold (9, ym/ym).

2.4.2. Input definition
For the purposes of analysis we consider a set of six inputs to be assigned to
different stakeholders: labor (workers), raw materials (split into three subgroups of
suppliers), imported goods from other firms of the group, and suppliers of capital (lenders).
In general the price of each input will be calculated through the ratio of total expense on
that input divided by average units of the resource used.
e Labor. Units of labor x, are defined as the average number of employees contracted

by the firm at the beginning and at the end of the year. x w, corresponds with the

expense in salaries documented in Financial accounts for each year. w, is the price
of the average salary and it will be calculated through the ratio of total expense in
salaries divided by the average number of employees calculated as x w/ x .

e Capital. The expenses related to capital have been calculated as the sum of the
economic amortization (AEC), the interests of the borrowed capital (INT) and the
return required by the shareholder. The return required by the shareholder (7)) for

his/her own resources (OR) has been calculated using the CAPM model where we
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consider the return without risk, defined as the 10 year bonus of Germany as the
firm is of German origin, the Spanish premium risk as the selected firm is an
investment in Spain and the beta estimation of the pharmaceutical sector following
Harrison (2009). The return required by the stakeholder using this criteria is
comprised of the interval of 6.83% (2006) to 8.59% (2011).

The stock of capital of period “0” (K°) is the total assets at the beginning
of the period. To calculate the stock of capital of period “1” (K1) we have
subtracted the economic amortization of period “0” (AEC®) to the stock of capital
of period “0” (K°) and added the investments of the period “1” (Inv'). To obtain
K§ all are deflated to period “0” using the Spanish Consumer Price Index (IPC) as
deflator (d). We assign to 2003 the year “0”.

K'=K°— AEC® + Inv* =K°(1 —8) + Inv® as AEC’=6K°

Inv?t
1+4d)

K& =K°(1-8)+

In general terms, we repeat the same until the period of interest and deflating to
time 0 using the Spanish Consumer Price Index (IPC) as deflator (d*) of each year

to obtain:

Invi(1-6)¢ Invttl

t+1 _ 01 _ 5\t+1 .
Ko KEA =8+ (1+db) * +(1+d1)..(1+dt+1)

Once the stock of capital of period “z”” as K§ is obtained for each period we can
calculate the price (wy) calculating the ratio [wx" = (AEC" + INT" + OR'ry,")/K{]
through the expenses of capital and the units of capital of each period we obtain
wg'. Data corresponding to income and expenses are not deflated.

e Raw Material. In the case of raw material the total expenses are expressed as
wmXrm. We have divided this expense into three subgroups: 1) medicinal substances
(Waxq), 1) primary packaging (w,,X,p), 1ii) rest of suppliers (w,x,) related to the
ancillary material needed to elaborate the final product. The units of medicinal
substances x; and primary packaging x,, are in kg and x, are the physical units of

ancillary material. To calculate the prices of each group of inputs (Wym, Wa, Wpp, W)
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the ratios of the total expenses of each input related to the average quantity of the
corresponding input have been calculated.

e Imported goods. This concept shows the imported goods from other legal entities
that belong to the same Group. The income related to this concept is regulated by
transfer prices defined internally between headquarters and subsidiaries.
Concerning the quantities x, are expressed in physical units. To calculate the price
wg the total expenses associated to this concept (x,wg) divided by its average

quantity has been used.

The unitary cost of the period has been created from the point of view of using a
perspective based on customer. For that reason, the unitary cost is the same for all the
output. It is calculated as the sum of all costs related to inputs divided by the total quantity
of output sold to all customers in the period in order to estimate expressions (2.3) and (2.4)

although for confidentiality reasons they are not reported in Table 2.1.

2.4.3. The period of study

In order to perform the empirical analysis of the evolution of the pressure exerted
by the main stakeholder we have selected the interval from 2003 to 2012. It has been
divided into three periods 2003-2006, 2006-2009, 2009-2012. The period 2003-2006 is
defined as the accumulation of three annual subperiods 2003-2004, 2004-2005 and 2005-
2006. The periods 2006-2009 and 2009-2012 are defined following the same procedure.
The first corresponds to the increase in healthcare expenditure since the end of
management decentralization in favor of the Autonomous Communities. The second aims
to observe the effect of political decisions taken to control healthcare expenditure. The
third is mainly focused on the impact of the Royal-Decrees published with the objective of

reducing product prices (see section 1.7).

2.5. Results and discussion

The results of the study carried out are summarized from Table 2.1 to 2.6 (see
Appendix B). Table 2.1 and 2.2 are built directly with the data obtained from the internal
and extended information needed for this study made available by the firm. Table 2.1
shows the evolution of economic profits, revenues, physical quantities and prices of the

three outputs defined in section 2.4.1 through the period 2003-2012. Table 2.2 shows total
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expenses, quantities and prices of the six inputs considered in the analysis and defined in
subsection 2.4.2. Table 2.3 is built in order to analyze the dynamics of value creation and
distribution after using the expressions (2.5) and (2.7) in periods 2003-2006, 2006-2009
and 2009-2012. Furthermore, this table allows us to monitor the influence relationships
among the stakeholders and firm through time. Table 2.4 details the contribution of the
productivity effect and growth effect to the quantity effect. Table 2.5 summarizes the
contribution of each stakeholder to the value created through the willingness price effect.
Table 2.6 visualizes the variation of the firm’s position in front of its stakeholders
regarding the changes in the influence relationship.

The discussion starts with the analysis of the economic profit described in Table 2.1.
We note that in all the years considered, the economic profit has been positive but it
describes a trend divided into three phases. In the first three years, until 2005, the increase
of economic profit was significant, rising from €8,187 million to €21,733 million. In a
second phase the profit was stabilized around €14 million for four years, until 2009. It
dropped in 2010 to €6,514 million, being the lowest in 2011 (€4,753 million). It is
interesting to note that the start of the decrease matches up with the initial measures of
health care expenditure control taken by the main stakeholder, the Spanish Public Health
Sector. The minimal economic profit coincides with the hard measures applied by the
government when they issued the Royal-Decrees that cut the selling price of the
pharmaceutical companies by 7.5% for two consecutive years (2010 and 2011). The last
year (2012) shows a recovery of the economic profit, this being a consequence of the
expected reaction of the firm. It is worth remembering that economic theory proposes that
in a perfect competitive market the economic profit should be equal to zero. It is known
that the firms can take advantage of misbalances or asymmetries to generate profits over
the perfect competitive level. That rationale could be used as an argument by the regulator,
when using regulatory measures such as the Royal-Decree, in order justify the cut-off of
profits above zero. It is worth noting that the previous argument is only valid if it is only
taken into consideration that economic profit is coming from a single and isolated market.
This is not the case of the firm we are studying as it generates a percentage of its profit
from markets abroad through sales to other subsidiaries which are internally regulated by
the transfer price. It means that the level of economic profit is biased because of this factor.
This aspect should be taken into consideration when interpreting the economic profit of the

firm.
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Regarding the outputs, it can be observed in Table 2.1 that the price of the goods sold
to the Spanish public sector decreases from €0.41 (2005) to €0.34 (2012). It certainly
corresponds to the pressure applied to the prices by the main stakeholder, as the price level
of 2012 is slightly inferior to 2003 price (€0.35). In the Spanish private sector, the trend is
quite similar. At the end of the interval €0.37 in 2012 it is still higher than 2003 (€0.35). It
is interesting to note that in the first period, until 2006, the average prices of the Spanish
public sector were higher than the Spanish private sector. After the actions of the main
stakeholder the public prices decreased below the private prices and this trend has been
maintained up to now. It is worth mentioning that the firm has been able to increase the
total revenue from year to year, starting from €139,913 million (2003) and achieving
€223,951 million in 2012. We note the contribution of the subsidiaries to this income
during the last two years that compensates for the reduction in the domestic market.

Concerning the input quantities and price trends described in Table 2.2 it is
remarkable that the average salary of firm employees has maintained a rising trend with
increments every year except in 2010, increasing from €39,006 (2003) to €51,164 (2012).
It is also worth noting that the price of raw materials, particularly the medicinal substances,
has been increased to more than double their initial price rising from €1.24 (2004) to €4.10
(2010). This increment is mainly explained by the increase in one substance that suffered
an impact in its availability due to a quality issue in the global market, thus causing an
unexpected rise in the price. In the last year the situation has been returning to standard
levels but is still high €3.77 (2012). On the other hand the cost of primary packaging
increased as well during the interval 2003-2012 but with less impact than medicinal
substances, as the prices were changing from 1.01 euro/kg to 1.52 euro/kg. The cost of
capital has been stable for some years at around 10% but it increased significantly in the
last two years rising until 13% and 16% respectively. It coincided with an increase of the
Spanish premium risk rate. Finally, the cost of imported goods from other companies of the
Group shows an increase through the years, flattening out since 2009 and decreasing in the
last year. It has decreased from €0.21 (2011) to €0.18 (2012) suggesting that the company
has adjusted this internal price as part of the measures to compensate for the pressure of the
main stakeholder trying to spread the impact throughout the whole Group.

The dynamics of value creation and distribution are shown in Table 2.3. We start by
highlighting that the value created by the firm shows an increase in absolute quantities

through the three periods from €15,814 million (2003-2006) to €23,830 million (2009-
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2012). As a consequence, the stakeholders will receive more value but we note that it does
not mean that the number of stakeholders participating will increase.

From the point of view of created value, and knowing that it will be related to the
reaction of the firm, it merits attention to know which are the drivers of the increasing
trend. It can be seen that in the first period (2003-2006) the willingness price effect is the
only contributor to created value (€16,276 million) but the quantity effect is negative
(- €0,461 million). We will explain the causes of this negative result later when analyzing
Table 2.4. The quantity effect is positive in the following periods, becoming the most
important contribution to the created value in 2006-2009 (€12,730 million) but dropping to
€4,963 million in the last period. We can confirm that the firm took internal measures to
increase productivity in the second and third period but the impact in the last period was
lower due to other factors that we will consider later. Conversely, the willingness price
effect is positive in all periods but it oscillates. After the €16,276 million of the first period
it decreases to €9,778 million in the second and increases again to €14,203 million in the
third becoming the main contributor to the created value. The detailed contribution of each
stakeholder to the willingness price effect is described in Table 2.5 and will be analyzed
later as it shows the capacity of influence of the firm over the stakeholders.

To finish the analysis of created value it has to be noted that in the third period a
significant decrease in the economic profit is observed (- €4,662 million). It corresponds to
the impact for the shareholder. This is an important fact that merits attention as it means
that the shareholder does not receive a part of the value created. On the contrary, they are
contributors to created value as the amount of economic profit that corresponds to them
decreases. Now, we can identify the stakeholders as receptors of this created value
analyzing the right side of Table 2.3 where the value distribution among stakeholders is
detailed.

It is worth noting that all the value created is distributed as defined in section 2.3.3.
We have split the receptors of distributed value into groups according to the expression
(2.6). Through the price effect related to outputs we can highlight the impact of the
Spanish public health sector as the stakeholder who is able to increase its percentage of
captured value significantly. In the first period it received nothing but in the second 14%
(€3,155 million) and in the third 31% (€7,293 million) of the distributed value. This trend
clearly shows the impact of the health expenditure control measures imposed by the

government and it makes the capacity of influence of the main stakeholder explicit. The



Main StakeholderInfluence as a “Shaker” of Value Dynamics |79

Spanish private sector has been able to capture part of the created value during the last
period but only by 5%.

It is interesting to mention that employees have been able to capture a sustained and
significant part of the distributed value in all periods (28% - 16% - 18%) showing that their
capacity of influence has not been eroded by the reaction of the firm when trying to
compensate for the effect of the main stakeholder value capture. The slight decrease in the
percentage is more related to the new people who have been contracted to work in the new
facilities, with lower salaries compared to the former employees, than to the pressure of the
firm on the salaries.

The suppliers related to medicinal substances are also able to revert the trend of the
first period and to capture enough worth in the second and third periods to become part of
the stakeholders that receive value. Their value capture is significant (23% and 13%)
showing once more the impact of the availability of product crisis mentioned at the
beginning of this section. As a consequence, the firm is not able to transfer the pressure of
the main stakeholder to them. Regarding the primary packaging suppliers, their
contribution to the value created and the capture is oscillating around plus or minus 5%,
depending on the period. From the point of view of capacity of influence it means that it is
quite balanced. In one period it is the firm who retains the value and in the next one it is
the supplier who captures the value. The capital suppliers capture a large part of the value
created by the firm. The first aspect to be considered is the increase of the cost which was
increased as a result of Spain’s premium risk as a country but it is worth mentioning that it
is also partially a consequence of the main stakeholder behavior. The Spanish public sector
was systematically delaying payments to all suppliers. The firms had to assume a delay in
payment of over 300 days in 2010-2011. This fact is little more than a new way to increase
pressure on the heath care suppliers, obliging them to finance part of the healthcare
expenditure. As a consequence, the firm needed additional external sources of financial
resources. Additionally, the level of debt was also increased due to the strong investments
in new facilities.

The role of the finished goods imported from the Group has a crucial role in the
evolution of the created and distributed value. As can be seen during the first and second
period, the Group was the receptor of created value (24% in both periods) but it changes to
a contributor in the third (see Table 2.5). The Group, through the prices sold to the firm, is

partially compensating for the impact of the main stakeholder. The decrease in the
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economic profit is the last remarkable topic of Table 2.3. It shows that the shareholder has
lost its part of distributed value, confirming the trend of the previous periods. In the first it
was able to capture 35% but only 1% in the second. This result makes explicit the
relevancy of the impact of the main stakeholder on the company as it has lost an important
part of the value created and additionally it has to contribute to the worth that will be
distributed among the rest of the stakeholders. As we have seen, the capacity of influence
of the firm over the stakeholders is limited, as almost all the stakeholders are receiving
value. This means that in order to find the clues to the firm’s reaction we should have a
look at the drivers of value creation.

To identify if the firm’s reaction is mainly focused on the internal organizational
measures or strategic decisions, we follow the evolution of productivity and growth effects
as detailed in expression (2.3) and calculated in Table 2.4. The figures show an interesting
trend related to the productivity effect as it is positive in the first and second period. The
contribution of the second period to the quantity effect (€9,834 million) is certainly high.
This substantial increment reflects one of the main drivers of the reaction of the firm. The
firm took organizational measures to increase productivity drastically in the second period
in order to react to the capture of value made by the main stakeholder, as previously
discussed. In the last period the productivity dropped into negative results (- €3,752
million) as a consequence of a demand crisis and the impact of the final go-live phase of
the new facilities. This additional capacity was mainly planned to maintain the dominant
presence of the firm’s products in the Spanish market and to enhance their presence in the
international markets.

At the same time, the growth effect has become more significant as a mechanism of
reaction in the second and third period (€2,895 and €8,716 million respectively). The
growth effect had a negative contribution in the first period (- €1,048 million) that was

greater in absolute terms than the productivity effect (€0,586 million) resulting in a

negative quantity effect. This means that the contribution of the term (p - ¢)'(/"' — ') <
0. This is a consequence of our definition of unitary cost. Looking at the yearly results we
have found two explanations. On the one hand, the quantity sold to the main stakeholder
during the year 2005 was significantly less than in 2004 making the term ("' — ") < 0. On
the other hand, the firm was not taking into consideration the opportunity cost in the

calculation on the internal price (p) to the subsidiaries. In this situation the internal price
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(p) was lower than the unitary cost including the opportunity cost (c), thus (p - ¢) < 0.
This situation was not reproduced in the following subperiods.

The firm realized that the average margin was being eroded. The output prices were
decreasing quickly. Then the firm reacted by increasing the market share. This means
trying to sell more units in order to compensate for the margin loss, in particular by
increasing the sales to the export market.

The only thing that is still pending is the analysis of the firm’s capacity of
influence through the willingness price effect as part of the firm’s reaction. Table 2.5
monitors this influence detailing the drivers of the willingness price effect as a value
creating factor. A sustained contribution to the price effect is only seen in the category of
the rest of suppliers (17.7%; 4.3%; 29.6%). It becomes €4,206 million in the third period
meaning that the firm has capacity of influence only over the non specific suppliers. We
have seen that the firm has no influence on labor, nor on active substances nor primary
packaging. The second relevant contributor to the willingness price effect is the imported
finished goods in the third period (68%, €9,719 million) that we have already mentioned as
a mechanism of compensation from the Group that here contributes to the value created.

It is worth ending the discussion by noting that the contribution to the willingness
price effect coming from the Spanish Public Sector in the first period was 49 % (€7,970
million) but it disappeared in the following periods. In the first period half of the
willingness price effect was coming through prices related to the main stakeholder. After
starting the control measures as obliged by the main stakeholder, the composition of value
creation through the willingness price effect changed completely. This is the origin of the
dynamics of value and influence observed and that is why we consider the main
stakeholder as the shaker of the value dynamics.

As a means to visualize the change of the firm’s situation as regards its stakeholders
Table 2.6 has been created which compares the situation between periods 2003-06 and
2009-12. The vertical axis of the table represents the level of influence of the main
stakeholder (high or low). We assign low to the first period (2003-2006) as the main
stakeholder was contributing to the value created by the firm through prices. Consequently,
we assign high in the second and third period as the main stakeholder is capturing
distributed value.

The same criteria has been followed in the horizontal axis but taking into

consideration the stakeholders that are not depending on the decisions of the firm that have
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changed its capacity of influence. These are the Spanish Private Sector and the medicinal
substance suppliers. Both were showing a low capacity of influence in the first period as
they were net contributors to the value created but this became high in the third.
Representing these changes in Table 2.6 we obtain the dynamic of influences between the
stakeholders and firm showing that the firm has a worse position in relation to the
aforementioned stakeholders at the end of the third period. It is confirmed that the firm has
not been able to react. It was the support coming from the Group in terms of lowering the
internal prices of imported finished goods, increasing the internal prices of products
exported to subsidiaries and a lower level of economic profit assumed by the shareholder

that have compensated for the value captured by the main stakeholder.

2.6. Concluding remarks

The aim of this chapter has been the study of the dynamics of value creation and
distribution under the prism of stakeholder theory. The use of a pin factory study has to be
considered a relevant contribution because it implies performing the analysis using
information sources of high quality. Thus, the conclusions regarding the value dynamics
are more reliable.

The influence relationships between stakeholder and firm show the reality that
organizations face when they develop their activity. Moreover, the process of firm value
creation is often affected by stakeholder behavior. As a consequence, the firm has to take
decisions regarding how to manage stakeholders.

To our knowledge the empirical research performed within stakeholder theory'® has
not put the focus on the quantitative aspects of those relationships of influence nor the
impact of the firm’s decisions. Our contribution through this chapter allows this kind of
assessment. Following this purpose a methodology has been developed that has been used
to show the evolution of value dynamics through time. How the process of value creation
and distribution works has been detailed from a qualitative and quantitative perspective

The effect of the main stakeholder on the firm is central in this chapter. The Spanish
Public Health Sector, in its combined role of customer and regulator, matches the
requirements of being the main stakeholder. It has the power to strongly influence the firm

over a short period of time. The established dynamics between stakeholders and firm were

18 See Appendix D. for a more detailed discussion on the empirical research related to corporate social responsibility versus corporate
financial performance.
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unilaterally changed. We have confirmed through the pin factory study that the main
stakeholder has the power to shake these value dynamics. The study concludes that the
main stakeholder has enough power of influence to become the receptor of the created
value. As a consequence, the firm has been obliged to react by using its own capacity of
influence on other stakeholders and by reorganizing the firm in order to increase
productivity and growth. Additionally, some other stakeholders are able to resist the
capacity of influence of the firm. Labor is able to retain its capture of value through time.
On the other hand, the study has demonstrated that the shareholder was strongly affected
by the main stakeholder as it finally became a contributor to the value created.

It is worth mentioning that the pin factory study is adequate to show how the theory
of stakeholders and the methodology introduced can be used to understand the firm value
dynamics. Despite this, some limitations arise when thinking of an extensive use of this
approach. The first restriction is that this approach only allows the quantitative analysis of
the stakeholder that exchange value with the firm. Secondly, the researcher should have a
good source of information from the firm. It is necessary in order to differentiate the
correct stakeholder groups, to allocate prices and quantities to these groups and to
understand the qualitative background where the firm operates. This is not always feasible
as the information might be confidential or is not available. Nevertheless, further research
is needed in order to accumulate more cases showing the strengths and weaknesses of it.

We consider that our contribution permits the development of formal empirical
research to the theory. This allows a rigorous approach to the topics of interest of
stakeholder theory thus adding knowledge to how stakeholder and firm behave and

influence each other.
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2.7. Appendix B. Tables



86 | Chapter 2

Table 2.1. Evolution of profits, revenues and outputs. Period 2003-2012.

expressed in current € of each year

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

1. Economic profit (€ x1000) 8,187 16,543 21,733 13,734 13,212 14,946 14,053 6,514 4,753 9,390
2. Outputs
2.1. Spanish Public Health Sector

Income (x1000 €) 49,191 53,929 58,777 58,100 64,943 70,989 74,310 70,381 68,743 66,790

Units sold (x1000 # ) 141,297 152,959 142,690 144,876 162,295 176,410 193,616 185,392 186,041 194,623

Price (€) 0.35 0.35 0.41 0.40 0.40 0.40 0.38 0.38 0.37 0.34
2.2. Spanish Private Health Sector

Income (x1000 €) 32,082 36,477 41,409 39,703 45,135 49,042 48,906 47,954 48,307 45,386

Units sold (x1000 #) 92,703 101,107 105,424 109,265 120,065 133,742 123,544 121,245 127,509 122,798

Price (€) 0.35 0.36 0.39 0.36 0.38 0.37 0.40 0.40 0.38 0.37
2.3. Goods exported to subsidiaries

Income (x1000 €) 38,293 43,813 48,990 44,084 51,011 57,945 62,911 64,551 68,294 82,811
3. Total Revenue (€ x1000) 139,913 148,944 157,134 163,823 186,460 195,191 202,679 201,666 211,953 223,951

(*) c.d. Confidential data related to Units sold and Price are not shown. Full information has been available for calculation but restricted due to confidentiality issues.
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expressed in current € of each year
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2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
2. Inputs
2.1. Labour
Cost of salaries ( x1000 €) 33,077 34,820 40,633 38,961 43,839 47,962 47,127 50,360 53,058 56,690
Employees (#) 848 901 943 891 976 992 994 1,117 1,071 1,108
Price (€) 39,006 38,646 43,089 43,727 44917 48,349 47,412 45,085 49,541 51,164
2.2. Raw Materials
2.2.1. Medicinal substances
Cost (x1000 €) 5,053 6,501 7,463 4,200 5,316 6,929 9,392 12,625 11,756 12,699
Units (x 1000 kg) 3,466 5,229 5,455 2,979 3,777 3,941 3,320 3,082 3,109 3,370
Price (€) 1.46 1.24 1.37 1.41 1.41 1.76 2.83 4.10 3.78 3.77
2.2.2. Primary packaging
Cost (x1000 €) 2,386 2,386 3,457 3,162 4,089 4,195 3,788 3,869 4,947 6,548
Units (x 1000 kg) 2,353 2,353 3,367 2,375 3,065 3,099 2,949 2,958 3,740 4,299
Price (€) 1.01 1.01 1.03 1.33 1.33 1.35 1.28 1.31 1.32 1.52
2.2.3. Rest of suppliers
Cost (x1000 €) 13,276 11,233 9,189 10,272 11,309 11,531 12,301 11,606 13,669 12,301
Units (#) 353,211 378,790 404,368 341,751 412,442 423,222 427,780 429,993 501,132 593,409
Price (€) 0.038 0.030 0.023 0.030 0.027 0.027 0.029 0.027 0.027 0.021
2.3. Capital
Cost (x1000 €) 16,244 17,557 19,165 21,286 24,119 25,145 27,558 28,073 32,746 37,380
Capital stock (x1000 € 2003) 158,138 206,707 190,014 197,725 212,668 216,545 210,597 242,886 241,713 232,943
Price (€) 0.103 0.085 0.101 0.108 0.113 0.116 0.131 0.116 0.135 0.160
2.4. Imported goods
Cost (x1000 €) 41,341 45,180 47,537 50,273 59,204 67,268 71,908 69,839 64,414 59,979
Units (#) 229,783 267,747 252,133 259,156 303,279 335,588 342,031 333,928 306,625 333,352
Price (€) 0.18 0.17 0.19 0.19 0.20 0.20 0.21 0.21 0.21 0.18
2.5. Total expenses (x1000 €) 135,926 142,096 153,807 156,187 180,089 191,742 198,593 202,492 211,479 218,376
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Table 2.3. Dynamics of Value Creation and Distribution. Period 2003-2012.

Cummulate results by period (current €)

2003-2006 2006-2009  2009-2012
Created Value 15,814,558 22,509,322 23,830,478
Quantity Effect (461,927) 12,730,433 4,963,931
Willingness Price Effect 16,276,485 9,778,889 14,203,666
[7(t+1) - 2(H)] <0 - 4,662,880

2003-2006 2006-2009 2009-2012
Distributed value 15,814,558 22,509,322 23,830,478
Price Effect
Outputs
Spanish Public Health
Sector - 3,155918 14% 7,293,527 31%
Spanish Private Health
Sector - - 1,098,249 5%
Export to Subsidiaries - - -
Inputs
Labour 4,367,035 28% 3,556,779 16% 4,188,024 18%
Raw Materials
- Medicinal substances - 5,233,403 23% 3,037,959 13%
- Primary Packaging 909,833 6% - 924,346 4%
- Rest of suppliers - - -
Imported Finished Goods 3,759,717 24% 5,333,913 24% -
Capital 1,231,321 8% 4,910,160 22% 7,288,372 31%
a(t+1) - n(H) > 0 5,546,652  35% 319,148 1% -
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Table 2.4.Quantity effect. Period 2003-2012.
Cummulate results by period (current €)

2003-2006 2006-2009 2009-2012

Quantity Effect (461,927) 12,730,433 4,963,931
Productivity Effect 586,441 9,834,880 (3,752,870)

Growth Effect (1,048,368) 2,895,553 8,716,802
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Table 2.5.Contribution of Willingness price effect to value creation. Period 2003-2012.
Cummulate results by period (current €)

2003-2006 2006-2009 2009-2012

Willingness Price Effect 16,276,485 9,778,889 14,203,666
Outputs
Spanish Public Health Sector 7,970,581 49.0% - -
Spanish Private Health Sector 1,535,964 9.4% 4,073,411 41.7% -

Export to Subsidiaries 3,797,855 23.3% 5,139,228 52.6% 277,734  2.0%
Inputs
Labour - - -

Raw Materials

- Medicinal substances 90,286 0.6% - -
- Primary Packaging - 141,084  1.4% -
- Rest of suppliers 2,881,800 17.7% 425,166  4.3% 4,206,828 29.6%
Finished Goods (Imported) - - 9,719,104  68.4%

Capital - - -
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Table 2.6. Dynamic of influences. Comparison between 2003-06 and 2009-12

Capacity of reaction of the firm
“Influence of the firm over stakeholders”

Capacity of influence .

of Main Stakeholder High Low
High Firm (2009-12)
Low Firm (2003-06)

1. Main stakeholder: Spanish Public Health Sector
2. Stakeholders with change in influence over the firm:

e Spanish Private Health Sector
e Medicinal substances supplier
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2.8. Appendix C. Stakeholder management and value creation

The sources of value creation and later the distribution among firm and salient
stakeholders are key factors in stakeholder management, particularly when studying how to
deal with the impact of the decisions of the stakeholder over the firm. Understanding how
the value is generated and distributed helps to understand the sort of relationships that link
the firm and the stakeholders, how they behave, how they react and how they can be
managed.

We have considered that the total wealth accumulated by the firm is a social fact, in
the sense that part of it is created and afterwards it is distributed among stakeholders
(workers, customers, owners or shareholders, suppliers and public sector agents). It is
interesting to note that the total wealth or economic worth could be split into: 1) a fraction
for the owner/shareholder, related to the Corporate Financial Performance (CFP) and ii) a
second portion for the other stakeholders that could be related to the Corporate Social
Responsibility (CSR) aspects.

It has been argued that to increase the shareholder value a company must address the
needs of its stakeholders more efficiently and effectively than the companies against which
it competes™. Furthermore, it has been stated that by addressing and balancing the claims
of multiple stakeholders (Freeman and Evan 1990), managers can increase the efficiency
of their organization. These two ideas are part of the debate of the scholars that argue that a
firm has a debt to society that goes beyond the creation of wealth for the shareholders
(MacKey, MacKey and Barney 2007, Swanson 1999). These schools of thought consider
that on some occasions management decisions have to be taken that go beyond shareholder
interest despite the fact that these decisions could reduce the present value and the current
cash flow of the firm (Clarkson 1995, Donaldson and Preston 1995, Freeman 1984,
Mitchell, Agle, and Wood 1997, Wood and Jones 1995). They conclude that the firms that
do not consider this premise run the risk of ignoring the relevant stakeholders in the long
term survival of the firm.

Clarkson (1995) asserted that the survival and continuing profitability of the
corporation depends upon its ability to fulfil its economic and social purpose, which is to
create and distribute wealth to ensure that each primary stakeholder group continues as part

of the corporation’s stakeholder system. Thus, an organization can be viewed as a set of

1% The discussion started after the contribution of Milton Friedman (1962) who published an article arguing that the firm should only be
focused on profit maximization for shareholders, thus it is not necessary to apply any kind of stakeholder management policy.
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interdependent relationships among stakeholders (Chakravarthy 1986, Donaldson and
Preston 1995, Greenley and Foxall 1997, Hill and Jones 1992, Jones 1995). Hillman and
Keim (2001) summarized that building better relations with stakeholders such as
employees, customers, suppliers and communities could lead to increased financial returns
by helping firms develop intangible but valuable assets which can be sources of
competitive advantage. For example, Hillman and Keim (2001) propose that investing in
stakeholder relations may lead to customer or supplier loyalty, reduced turnover among
employees, or improved firm reputation. These valuable assets in turn lead to a positive
relationship between stakeholder management and shareholder value wherein effective
stakeholder management leads to improved financial performance. They stated that
managing relationships with primary stakeholders can result in much more than just their
continued participation in the firm. Hillman and Keim (2001) also concluded that using
corporate resources for social issues not related to primary stakeholders may not create
value for shareholders. They tested their propositions with data from S&P 500 firms and
found evidence that stakeholder management leads to improved shareholder value, while
social issue participation is negatively associated with shareholder value. By developing
long term relationships with these stakeholders, firms expand the set of value-creating
exchanges with these groups beyond that which would be possible with interactions limited
to market transactions. Chakravarthy (1986), Jones (1995) and Hillman and Keim (2001)
put emphasis on the value that can be created by interactions between firms and primary
stakeholders, which are relational rather than transactional since transactional interactions
can be easily duplicated and thus offer little potential for competitive advantage.
Relationships involve investments by both (or multiple) parties and thereby include a time
dimension; reputation is important and fair dealing and moral treatment by both (or

multiple) parties enhances the value of relationships.
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2.9. Appendix D. Corporate Social Responsibility versus Corporate Financial

Performance

The empirical research related to the stakeholder theory has mainly focused on the
relationship between the corporate social responsibility?® (CSR) and the corporate financial
performance (CFP) with the objective of determining if there is positive, negative or no
correlation between the two concepts. It has been recurrently studied if a clear relationship
between financial performance and social responsibility exists (i.e. Aupperle, Carroll and
Hatfield 1985, Griffin and Mahon 1997, Waddock and Graves 1997a, Frooman 1997,
Roman, Hayibor and Agle 1999, Preston and Donaldson 1999, Mackey, Mackey and
Barney 2007, Godfrey, Merril and Hansen 2009). The conclusion is that there is no clear
correlation between both variables (Rowley and Berman 2000, Garriga and Mel¢ 2004).
Empirical support has been found in both directions as a good social performance leads to
an improvement in CFP and a good CFP leads to a suitable CSR (Hillman and Keim
2001). Griffin and Mahon (1997) highlighted the high number of studies with negative
conclusions but it should be said that most of them were investigating the impact on the
stock market of potential corporate illegalities. Several works found inconclusive results
(Alexander and Buchholz 1978, Abbott and Monsen 1979, Aupperle, Carrol and Hatfield
1985, Cochran and Wood 1984, Coffey and Fryxell 1991, McGuire, Sundgren and
Schneeweis 1988). On the other hand, a positive relationship can be found in Johnson and
Greening (1994), Riahi-Belkaoui (1992), Spicer (1978), Sturdivant (1977), Cheng, loannou
and Serafeim (2014). Some of the reasons to explain the high variability and the
inconsistencies of the obtained results are the existence of some deficiencies in the
definition of concepts, in the operationalization of variables and in the methodological
differences among the studies (Ullmann 1985, Wartick and Cochran 1985, Orlitzky,
Schmidt and Rynes 2003).

Much less attention has been paid to the analysis of the relationship that links the
wealth created by the firm and its social aspects when it is captured by or distributed
among the stakeholders. The contributions to the literature, explicitly mentioning that the
firm is embedded in a stakeholder network, have not gone into the dynamic of influences,

the study of value dynamics or the quantitative aspects in depth (Kochan and Rubinstein

20 Within the stakeholder theory, as Donaldson and Preston (1995), Clarkson (1995), Post, Preston and Sachs (2002) stated, a company
can last over time if it is able to build and maintain sustainable and durable relationships with all members of its stakeholder network.
Post, Preston and Sachs, (2002) noted these relationships are essential assets that managers must manage and they are ultimate sources
of organizational wealth.
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2000, Friedman and Miles 2002, Spence 2004, Meyer and Muller 2006, Neville and
Menguc 2006, Roloff 2008, Tsai et al 2005). Neville and Menguc (2006) also recognized
as necessary an interpretation of the facts related with the decisions of the firms and
stakeholders from a multidisciplinary perspective.

There have been different ways of operationalization related to shareholder value
creation or firm performance. They are usually based on accounting measures. Concerning
the way that Corporate Social Performance (CSP) and Corporate Financial Performance
(CFP) have been operationalized it should be said that Orlitzky, Schmidt and Rynes (2003)
identified three broad subdivisions when operationalizing CFP: 1) market-based (investor
returns), i1) accounting-based (accounting returns) and iii) perceptual (survey) measures.
Orlitzky, Schmidt and Rynes (2003) argued that market-based measures of CFP, such as
price per share or share price appreciation, reflect the notion that shareholders are a
primary stakeholder group whose satisfaction determines the company’s fate. The bidding
and asking processes of stock-market participants, who rely on their perceptions of past,
current, and future stock returns and risk, determine a firm’s stock price and thus market
value. Alternatively, accounting-based indicators, such as the firm’s Return on Assets,
Return on Equity, or Earnings per Share, try to capture a firm’s internal efficiency in some
way. Accounting returns are subject to managers’ discretionary allocations of funds to
different projects and policy choices, and thus reflect internal decision-making capabilities
and managerial performance. Lastly, perceptual measures of CFP ask survey respondents
to provide subjective estimates of, for instance, the firm’s “soundness of financial
position”, “wise use of corporate assets” or “financial goal achievement relative to
competitors” (Reimann 1975).

Regarding the operationalization of CSP, Orlitzky, Schmidt and Rynes (2003)
outlined that it has been associated with the following four measurement strategies: i) CSP
disclosures, 1ii) reputation ratings, iii) social audits, CSP processes and observable
outcomes, and iv) managerial CSP principles and values. Firstly, CSP disclosure
measurement consists of content analysis of annual reports, letters to shareholders and a
number of other corporate disclosures to the public as surrogates of CSP. Content analysis
is employed to compare units of text against particular CSP themes in order to draw
inferences about the organization’s underlying social performance. It is interesting to note,
as Orlitzky, Schmidt and Rynes (2003) summarize, that firms high in CSP may use
corporate social responsibility disclosures as one of the informational signals upon which

stakeholders base their assessments of corporate reputation under conditions of incomplete
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information (Fombrun and Shanley 1990). Furthermore, firms with high CSP reputation
ratings may improve relations with partners including capital suppliers. They should be
attracting better employees (Turban and Greening 1997) or increasing current employees’
goodwill, which in turn may improve financial outcomes (Davis 1973, Waddock and

Graves 1997).






Chapter 3

Stakeholders, Power and Strategies of Influence: The case of the

Pharmaceutical Industry in Spain

Abstract

Frooman (1999) proposed a model for predicting the strategy that a stakeholder will use to
influence the firm depending on who has the power in the relationship (firm or
stakeholder) and its degree of interdependence (high or low). Despite some authors having
tried to empirically validate the model using a qualitative approach it has not been possible
up to now. This chapter focuses on the research of empirical support for Frooman’s model
by using a new approach that is focused on the economic and quantitative aspects of the
relationships between firm and stakeholders. For that purpose, using the acquired
knowledge of the Spanish pharmaceutical industry in Spain, we have identified the
different typologies of relationship for each stakeholder. This fact permits the definition
and operationalization of five hypotheses, one for each stakeholder. Using the dynamics of
value creation and distribution it has been possible to validate the hypotheses and to find
empirical support for the model when the economic aspects of the relationship between

firm and stakeholders are considered.






Chapter 3
Stakeholders, Power and Strategies of Influence: The case of the

Pharmaceutical Industry in Spain

3.1. Introduction

It has been argued in the literature that the more interesting relationships among
stakeholders and firms are those where the interests of each party come into conflict
(Freeman 1984, Frooman 1999, Lamberg et al. 2003). Moreover, there is no need to
manage the stakeholders and neither is there a need to build a theory about them if they are
in agreement (Frooman 1999, Frooman and Murrel 2005). This is why extreme situations,
like the one described in this chapter, are interesting because the behavior of firms is
expected to be more evident and feasible for analysis from the point of view of stakeholder
management.

The theoretical framework for the third chapter is based on the model of influences
between firm and stakeholders developed by Frooman (1999). Frooman’s model is focused
on identifying which strategy should be applied by each stakeholder depending on the
power relationship that links the firm and the stakeholder and the mutual degree of
interdependence. Up to now, despite the interest of stakeholder theory in the dynamic of
influences®' it remains a difficult issue to be modeled. In this chapter we contribute to the
knowledge of these dynamics of influence.

Frooman’s model has its roots in: i) the stakeholder model where the firm is in the
centre of a wheel where the stakeholders are located at the end of the radius (Freeman
1984) and, ii) the resource based view when considering “the resource dimension of a
relationship and the power that stems from it, viewing power, then, as an attribute of the
relationship between the actors—not of the actors themselves”. Frooman’s approach to
power differs from the concept of power previously described in the stakeholder literature
where power was understood as an attribute of the individual (Freeman 1984, Mitchell,
Agle and Wood 1997).

Recently, Frooman’s model has been examined by Tsai et al (2005), Hendry (2005)

and Sharma and Henriques (2005) concluding that it has not been possible to demonstrate

2L 1t is worth mentioning that we use “dynamic of influences” here in the sense of studying the social relationships. We

distinguish this meaning fron the previously used one when discussing about “value dynamics”. Value dynamics are related to the
change of value creation sources and value distribution through time.
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its applicability in real situations. However, a common characteristic of this
previous research is that they focus on the qualitative aspects of the relationship between
firm and stakeholders. This study takes another approach exploring the quantitative
economic perspective of the relationship that links firm and stakeholders.

The research question of the chapter is focused on finding empirical support to
Frooman’s model of influences. We consider that one of the best scenarios for challenging
Frooman’s model is a direct withdrawal of economic worth by the most salient stakeholder
by means of using his power. The aforementioned feature has been identified in the
pharmaceutical industry sector of Spain, a member of the “PIIGS” group (Portugal, Italy,
Ireland, Greece and Spain). The Spanish government, in a desperate attempt to escape from
the “poisonous” cycle of “expenditure-debt”, decided in 2005 to start a set of measures to
control the deficit, some of which had a great impact on medicinal substances and medical
device suppliers. These regulations hold consequences for all the stakeholders (owners
/shareholders, workers, suppliers). The most salient stakeholder in that market, the Spanish
public health sector, fulfils the attributes described in the definition of Mitchell, Agle and
Wood (1997): power to influence the firm, legitimacy and urgency. Secondly, we have
considered additional stakeholders based on their capacity of influence and the degree of
interdependence with the firm (workers, suppliers of raw materials and capital, and
shareholders). The Spanish public health sector had the power to enforce the withdrawal of
resources needed by the firms as regulator and customer simultaneously, and consequently
it was able to capture value created by them. The firms’s reaction to this loss was expected
to exert great pressure on the stakeholder network, showing what degree of power and
influence the firm has over the stakeholders and vice versa. This gave visibility to the
strategies that firm and stakeholders applied. Therefore, Frooman’s model can be
contrasted with reality.

Firstly, we will analyze the sector in order to identify the different kinds of
relationships between stakeholder and firm. This is used to assign to each stakeholder its
strategy of influence following Frooman’s propositions. Secondly, a set of hypotheses are
defined. Thirdly, a methodology based on value dynamics is developed in order to make
the contrast of hypotheses operative. The methodology relates the stakeholder’s behavior
with regards to the value created and distributed. Finally, the study concludes giving

empirical support to the propositions formulated by Frooman (1999).
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3.2. Relevant facts in the Spanish health care sector

This section briefly summarizes the facts reported in section 1.7. It is interesting to
recall that some relevant regulatory changes have affected the Spanish health care sector in
the first decade of the 2000s. The government designed and implemented control
measures to correct health care expenditure.

Since 2003, when the decentralization of the Spanish health care system was
finalized, a non-sustainable increment in health care expenditure was observed. Each
autonomous community pertaining to the Spanish State was able to fix their own price
policy regarding the purchase of medicinal substances and medical devices. The evolution
of health care expenditure worsened in the following three years. The government was
forced to look for a strategy to revert the trend of expenditure. In 2005 a committee of
experts was created to face the problem and propose solutions. The conclusions pointed out
that the existence of several decision makers, with one distributed in each community, was
creating a dysfunction in the health care system. The firms were taking advantage of these
separations of responsibilities. They were able to fix different prices depending on the
different negotiatiative power they had in each community. The first measures
implemented by the health care public sector were focused on organizational matters,
particularly enhancing the centralization of purchasing decisions and the introduction of
generic drugs into the market. After some years, the imperious need for expenditure
control was achieved through the publication of new Laws regulating the prices of
medicinal substances and finally through the direct publication of Royal-Decrees. The
more relevant ones were published in 2010 and 2011 and were focused on cutting the price
of medicinal substances by -15% each year.

The pharmaceutical industry was pushed into a completely new scenario where the
firms faced a relevant reduction in their profit. Most of them faced a critical situation
regarding sustainability which particularly affected research and development activities.
The firms were forced to apply cost reduction policies and to look for alternatives to
generate additional profit. At the same time they were looking to transfer the cost of the

adjustment to other stakeholders by using their capacity of influence.
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3.3. The dynamics of stakeholder relationships, power and influence

3.3.1. Background

The only two schools of thought that deal with stakeholder dynamics are related to
strategy and organization and the stakeholder theory literature. In the contributions to
strategy and organization it is outlined how the stakeholders can exploit the dynamic
asymmetries of knowledge during the process of developing business competences through
time (Coff 2010). Furthermore, there exists an increasing interest in the study of these
capabilities as an explanation of the dynamics among stakeholders (Blyler and Coff 2003).
Coff (2010) references the development of business competences as a dynamic process and
as a developing need. It was proposed that the stakeholders and firm should cooperate to
generate profits, increasing the economic worth available. Furthermore, when gains exist,
there will be a subsequent process of distribution where one of the stakeholders might
capture a percentage of the worth created which would be greater than its contribution. The
different power of influence of each stakeholder can affect firms unevenly and its effect
will be different depending on the time factor and some other variables that may affect the
relationship and negotiative processes. These negotiating skills will have an impact when
there are overlapping areas among firm’s interests, shared stakeholders or because the
effects of the measures adopted by a single stakeholder affect all of them horizontally.

There have been some attempts to systematize the stakeholder dynamics within the
stakeholder theory (Hill and Jones 1992, Beaulieu and Pasquero 2002, Johnson-Cramer
and Berman 2007, Hsieh 2008, Sachs and Maurer 2009). Some authors have limited their
contributions to a description of the stakeholder dynamics and some other authors have
taken into consideration reciprocity and competence among stakeholders to achieve power
of influence over the firm (Klumpes 2003). A reduced group of authors, more in line with
our work, have tried to propose models of influence (Frooman 1999, Frooman and Murrel
2005, Sachs and Riihli 2005). A high percentage of the works use stakeholder dynamics
focusing the analysis on case studies (Beaulieu and Pasquero 2002). Windson (2010)
concluded that there are three limitations or weaknesses in stakeholder thinking: 1) it is
static and it should be dynamic, ii) it is oriented to the unilateral adaptation of the
organization to the influence of stakeholders when stakeholder management should be a
mutual contribution process and iii) it is biased so as to consider all the stakeholders to be
in the same category when more than one subgroup should be defined. It is worth

remembering that the relative positions of stakeholders can change drastically (Elias,
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Cavana and Jackson 2002) depending on the specific situation and the type of decisions
taken in each case. The real problem that should be faced when designing a dynamic model
is that the crossover of interactions is very complicated. In fact, the situations surrounding
them can easily change. As Windsor (2010) states, the different studies of change
processes described in the literature and the ones that model the mutual influence among
stakeholders should help to clarify how the model should be built (Barnett 2007, Frooman
and Murrell 2005, Zietsma and Winn 2008).

3.3.2. Frooman’s model

The backbone of both schools of thought discussed in the previous section regarding
stakeholder dynamics is the approach based on the Resource Dependence Theory (RDT)
which emphasizes that the firm is dependent on its stakeholders. RDT defined the concept
of power through the acknowledgement of the dependence relationship between two
organizations. One having power over the other implies that there exists an asymmetry in
the relationship (Pfeffer and Salancik 1978). Therefore in order to know if “A” has power
over “B”, firstly, it should be verified that “B” is dependent on the resources that are
supplied by “A”, and that “A” is not dependent on “B”. Pfeffer and Salanzik (1978)
proposed that if the stakeholder’s network is asymmetric, the power of the less dependent
organization increases and this power could be used to influence the rest of the
organizations. If the relationship is symmetric either of them has the same dominance as
regards relationship influences.

Frooman (1999) based his model on RDT. He used power, a central concept in his
analysis, as an attribute of the relationship between firm and stakeholder. Power is not
taken into consideration as a feature for each separate agent. It is linked to its relationship.
The type of link established between both is intrinsically related to negotiation power
concerning resources and their interdependence. The concept of power, used in that sense,
is not considered an attribute that could be assigned to one of the parties as has been done
in other approaches (Mitchell, Agle and Wood 1997). It is part of the description of the
relationship between both parties. The model of influences as suggested by Frooman
(1999) has been used as a reference in several contributions to literature on stakeholders.
The strategic behaviour between firm and stakeholders is deemed to be subjective and is
not properly understood. It implies difficulties when collecting and analyzing quantitative
data to create models (Hendry 2005). To overcome this shortcoming Frooman (1999) laid

down the basis of his model of influences based on the typology of resource relationships
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depending on power and interdependence between firm and stakeholder (see Table 3.1 in
Appendix E). Thus, taking into consideration the previous arguments, the model is
applicable when power relationships between firm and stakeholders are clearly established.
Moreover, the model is applicable when who has the negotiation power can be identified
and the interdependence relationships can be assessed.

Frooman formulated the four propositions that predict what should be the strategy of
the stakeholder that we analyse later. Frooman used a static approach considering only a
fixed time point. Conversely, we use a dynamic approach analyzing the situation over a
long period of time.

The analysis of the relationship between stakeholders and firms has a structural
component that was only previously dealth with by Hill and Jones (1992), Jones (1995)
and Willer, Lovaglia and Markovsky (1997). The first two understand contracts as a nexus
among stakeholders. Willer, Lovaglia and Markovsky (1997) defined power as the
structural potential to obtain favourable pay-offs in relationships when the interests of each
party came into conflict. Frooman (1999) identified two mechanisms that are used by
stakeholders to exert control over the organization: i) determining if the firm can make
enough resources to manufacture their outputs and i1) determining if the firm can use them
as it desires.

The decision about the influence strategy selected by the stakeholder will depend on
the kind of relationship between the firm and stakeholder.

Frooman’s approach leads to four stakeholder influence strategies: 1) direct
withholding, 11) indirect withholding ii1) direct usage and iv) indirect usage. These
strategies are the result of the combination of four concepts: 1) direct, ii) indirect, iii)
withholding, and iv) usage. The direct strategy implies that the stakeholder is able to apply
it alone. When Frooman refers to indirect strategy it means that the strategy is applied in
combination with other stakeholders. The withholding strategy is defined as the one where
the stakeholder discontinues the resource provision to the firm with the intention of
changing the firm’s behavior. It can lead to a capture of value by the stakeholder. The
usage strategy intends the same objective as the previous one but by applying mechanisms
of a lower level of pressure. In the context of usage strategy the implication of the
stakeholder in the relationship avoids the open use of threatening strategies over the
resource needed by the firm. Summarizing, the four stakeholder strategies proposed by
Frooman’s model: i) a direct withholding strategy means high intensity measures applied

by one stakeholder, i1) a direct usage strategy means measures applied by a single
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stakeholder with less intensity than the previous, iii) an indirect withholding strategy
means measures applied by more than one stakeholder to balance the firm’s power, and iv)
an indirect usage strategy is related to very low intensity measures applied by more than
one stakeholder over the firm.

Frooman states through his four propositions that the strategy selected by the
stakeholder is applied depending on who has the power in the relationship and what the
degree of interdependence is. Frooman established (1999, 202) the four propositions on

which the model of stakeholder influence stands:

e  Proposition 1: When the relationship is marked by stakeholder power, the
stakeholder will choose a direct withholding strategy to influence the firm.

o  Proposition 2: When the relationship is marked by firm power, the
stakeholder will choose an indirect usage strategy to influence the firm.

e  Proposition 3: When the relationship is one of high interdependence, the
stakeholder will choose a direct usage strategy to influence the firm

e  Proposition 4: When the relationship is one of low interdependence, the

stakeholder will choose an indirect withholding strategy to influence the

firm.

The consequences of the four propositions are i) if the firm’s dependence on the
stakeholder is high it implies that the stakeholder will be able to use a direct withholding
strategy, applying high intensity measures by one stakeholder alone, ii) if the firm has the
power over the stakeholder, the stakeholder will only be able to apply an indirect usage
strategy looking for the establishment of alliances with other stakeholders when applying
low intensity measures, iii) if the interrelation of the stakeholder and firm is high, the
stakeholder will try to use direct usage strategies, indicating lower intensity measures alone
compared to the direct withholding strategy, and iv) if the interrelation between
stakeholder and the firm is low it implies that the stakeholder will apply an indirect
withholding strategy in order to threaten the resource needed by the firm, using the
collaboration of additional stakeholders, by applying measures to balance firm power.
Among the researchers who have tried to test the model, either in one sector or
against a group of firms, we find three different contributions: 1) Tsai et al. (2005) who
applied the model to a business downsizing case in Taiwan, ii) Hendry (2005) on non-

governmental environmental activist firms and iii) Sharma and Henriques (2005) on the



108 | Chapter 3

forest industry in Canada. Tsai et al. (2005) concluded that the Frooman model did not
correspond with reality and some other variables should be incorporated as regards the
legitimacy of firm decisions. Hendry (2005) also performed a qualitative research in order
to test the model. The conclusions revealed that the model was too simple to correctly
describe stakeholder influence strategies and related alliances. His conclusion was that it
was necessary to develop an alternative model. Finally, Sharma and Henriques (2005)
applied the model to explain the trend observed in the development of sustainable practices
in the exploitation of natural resources in Canada. In none of the above mentioned cases
was empirical support for the model found. We consider that the previous contrasts failed
because the model was not contrasted through an economic perspective. Only the
qualitative approach was used. We, on the other hand, use a quantitative approach to
contrast the hypotheses formulated in the next section.

As it was stated by Tsai et al. (2005) the basic premise in stakeholder theory is
linked to existing conflicts among multiple stakeholders and the central point of the theory
is how to minimize them. In individual situations only power permits their resolution. This
power is based on the asymmetry of the mutual exchange factors in the relationship when
one of the parties has coercive power over the other and allows it to increase control (Tsai
et al. 2005). In the case of the Spanish Health Care sector, the main stakeholder holds a
dominant position which is demonstrated by their capacity to enforce unilateral measures
on the pharmaceutical industry suppliers. He has the capacity, as a regulator, to authorize
or stop their business using his coercitive capabilities. Additionally, the fixation of
maximum prices is within his power. In the studied period, what were started as indirect
measures to control the health care expenditure have ended up as direct measures with the
application of several regulations imposed on the sector.

The impact of the economic worth captured by the main stakeholder has the suitable
features to test the hypotheses derived from Frooman’s model propositions. It is expected
that in a real situation where multiple firms and stakeholders participate (some of them
sharing both in common), the majority of influence strategy typologies described in
Frooman’s model should appear. We study them from a qualitative and quantitative
perspective.

Tsai et al. (2005) suggested that future research on stakeholder influence strategies
should combine the RDT theory and institutional factors in a dynamic model that takes into
consideration the strategy of the firm. These authors refer to the fact that the firms act

whilst considering their dependence in relation to resources and institutional pressure,
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while the stakeholders react to the actions taken by firms. Under these premises the authors
stated that a dynamic model would not only contribute to a more complete theory about
influence strategies but it would also increase the knowledge about organizational changes
and human resource management. This multifocal approach is what we use in this work

and what we develop in the following sections.

3.3.3. Typology of power and relationship interdependence

As mentioned in the introduction, the objective of this chapter is to clarify if
Frooman’s predictions about stakeholder strategies are observed in real life. We have
selected the Spanish Health Care sector because, without doubt, the main stakeholder (the
Spanish Public sector) has used the power it has over firms, acting as a regulator through
several laws and Royal-Decrees. It enables us to identify a real situation that matches with
the first proposition of Frooman’s model. We will use this fact as the central argument of
our analysis about Frooman’s influence model.

Additionally, on a second level of interest, the Spanish Health Care sector has
particular features that are worth studying from the perspective of Frooman’s model. We
have observed that there are four additional stakeholder relationships that could match
Frooman’s propositions. Therefore, it is worth adding new hypotheses to test the model.
For the sake of clarification of the hypotheses’ formulation we build Table 3.2. The
objective of Table 3.2 is to outline the predicted stakeholder strategies by Frooman’s
model using the knowledge we have about the Spanish Health Care sector. The Table
identifies each relevant stakeholder, the dependence of the stakeholder on the firm, the
firm’s dependence on the stakeholder, the typology of relationship that Frooman proposes
and finally the predicted stakeholder strategy using Frooman’s model. Therefore, we use
Table 3.2 as a basis for the hypotheses’ formulation and their contrast.

The first stakeholder we analyze in Table 3.2 is the Spanish public health sector, as
the stakeholder customer/regulator, because it is the most relevant for the analysis. The
Spanish public health sector is the main customer of the health care market with more than
70% of total expenditure from 2003 to 2012 (OECD Statistics 2014). Additionally, it acts
as the regulator of a highly regulated market. Considering these two factors it is expected,
in terms of Frooman’s model, that the public sector has the power on the stakeholder side.
Frooman’s model defines the situation as stakeholder power. The firm is dependent on the
stakeholder because the Spanish public sector is able to fix the policies that define the

market rules regarding authorization of products and their prices. The firm can not change
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these rules and it is obliged to follow the directives issued by the regulator. On the other
hand the public sector is not dependent on the firm as it has more than one alternative to
purchase the products. As the public sector has the power, the strategy predicted by
Frooman’s model throughout proposition one is direct withholding. When a direct
withholding strategy is applied we consider that the stakeholder captures value and there is
evidence that is it able to increase the capture of more value when comparing two different
time periods. We test this prediction in the next section throughout hypothesis 1.

Secondly, concerning the relationship between raw material suppliers and the firm,
we estimate that the firm has the power. We expect, in general terms, that the firm has
more than one alternative to purchase the products they need for their manufacturing
process. As a consequence the firm is not dependent on the stakeholder. The raw material
supplier depends on the firm as the firm is its customer. So, for raw material suppliers, the
strategy predicted by the second proposition of Frooman is an indirect usage strategy. We
have to mention that the power in the hands of the supplier will be greater the more
specific the input for the manufacturing process is. In the limit of specificity the supplier
might behave as a monopolist. For the analysis of the Spanish pharmaceutical sector we
consider that the total amount of purchases to non-monopolistic suppliers far exceeds the
amount of purchasing expenses to monopolist suppliers. Moreover, we consider the firm
has the power. Furthermore, the stakeholder is contributing to the value created. The
second proposition from Frooman will be contrasted in the next section through
hypothesis 2.

Thirdly, we consider the relationship between the firm and its employees. The
employees of the pharmaceutical sector in Spain are highly organized. As a representative
example there is a salary negotiation at the sector level. Additionally, most of the firms
have multisectorial union committees operating at firm level controlling the process. It is
expected that the more organized the workers are, the more likely it is that they could
pursue their own interests. The interrelationship between employees and firm is high as the
firm needs human beings in order to produce its products and the employees need the firm
to earn their salaries. Thus, in terms of Frooman’s model (proposition three), this implies
that the stakeholder labor will use a direct usage strategy. We interpret that the stakeholder
is able to capture value but in this case it is not able to increase the amount of captured
value. The value captured is smaller than in the withholding strategy.

Regarding the shareholders, we expect that the more concentrated the shares are, the

more power the shareholder has. At one end, we have the family business where all the
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shares are concentrated. At the other end we find the companies that quote in the stock
market where the shares are dispersed. Moreover, in the sample of firms selected from the
Spanish pharmaceutical sector we observe more than 95% are not quoting in the stock
market and additionally some of them are that family businesses. Following La Porta,
Lopez-de-Silanes and Shleiferf (1999) the owner of shareholders in Spanish family
businesses are normally influential as the shares are concentrated. The interrelation
between firm and shareholder should be high because the shareholder has the option to
influence the decisions of the firm as they usually sit on the board of directors (Cennamo,
Berrone and Lopez-Mejia 2009, Zellweer and Nason 2008). For that reason we consider
that Frooman’s prediction is the direct usage strategy. Despite this we can not affirm
without doubt what the relationship between shareholder and firm in the sector really is. As
Berrone, Cruz and Gomez-Mejia (2010) pointed out, the family business is a highly
heterogeneous group with regards to the level of involvement with the firm. This implies
that the interrelationship can adopt any possibility and for that reason we put emphasis on
that premise which should be taken into consideration when we test the corresponding
hypotheses. Again, the use of a direct usage strategy indicates that the stakeholder has to
capture value and the capture remains at the same level or decreases through time. We test
this relationship with respect to Frooman’s model (third proposition) in the next section
through the fourth hypothesis.

Capital suppliers are included in the analysis representing a stakeholder that is not
dependent on the firm and the firm is not dependent on them. On the one hand, capital
suppliers are not dependent on the firm as they have diversified business in different
sectors. On the other hand, the firms have different options to obtain capital resources and
there are many capital suppliers available. Following Frooman’s reasoning this means that
the typology of relationship matches low interdependency. Frooman’s fourth proposition
predicts an indirect withholding strategy. We consider that in this case an indirect strategy
would be related to the alliance with a third party. We realize that it is not easy to identify
such a third party due to the fact that we are only considering the primary stakeholders for
analysis. We consider that as a result of this indirect withholding strategy between firm and
capital suppliers the forces are balanced. Then, the result is expected to be neutral with
regards to the creation or capture. Consequently, the power of the firm is not so intense as
we expect in the indirect usage strategy. As we have considered previously that firm power

implies that the stakeholder is creating value for the firm and the direct usage strategy
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means that the stakeholder is capturing value, we assign neutrality to the indirect
withholding strategy with respect to value. We test through hypothesis 5 if the capital
suppliers apply an indirect withholding strategy on the firm.

Once the predicted strategies for the Spanish Health Care sector stakeholders are
defined we proceed to formulate five hypotheses in order to test Frooman’s model and its

propositions.

3.4. Formulation of hypotheses

We introduce in this section the hypothesis to contrast Frooman’s model based on
the conclusions of the discussion about Table 3.2 of the previous section regarding the

stakeholder strategy.

3.4.1. Hypothesis 1

The first proposition of Frooman’s model predicts that if the relationship between
firm and stakeholder is marked by stakeholder power, then the stakeholder will choose a
direct withholding strategy to influence the firm. The direct withholding strategy is that
which the stakeholder is capable of withholding on his own, thus controlling or threatening
the resource flow needed by the firm. The relationship should be easily recognized because
the stakeholder can give an ultimatum as regards the acceptance of the conditions or there
is no deal (Hendry 2005). Taking as a reference Table 3.2, for stating the first hypothesis,
we use the relationship between the Spanish public sector and the firm. The first

hypothesis is formulated using two sub-hypotheses:

Hypothesis 1a
The Spanish public health sector, as the main stakeholder, has successfully applied a
direct strategy by capturing value created by the firm thus using the power conferred as a

result of being the regulator and the main customer at the same time.

Hypothesis 1b
The Spanish public health sector has applied a withholding strategy by being able to

increment the value captured through time.
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Remark of hypothesis 1
When hypothesis 1a and hypothesis 1b are fulfilled the stakeholder is applying a direct

withholding strategy and Frooman’s first proposition is confirmed.

The next hypothesis is related to the second proposition of Frooman’s model. The
typology of relationship between raw material supplier and firm described in Table 3.2 is
defined as firm power. Therefore, following Frooman’s model, the stakeholder will use an

indirect usage strategy.

3.4.2. Hypothesis 2
As the firm holds the power, the stakeholder raw material supplier applies an indirect
usage strategy to influence the firm. The raw material supplier is a contributor to the value

created by the firm.

As the firm has the power, it is expected that the stakeholder raw material suppliers
are a contributor to the value created instead of taking part of it. In terms of value, this
hypothesis means that the capacity of raw material suppliers to capture value is negligible
because they can not completely block the flow of the supplied resource (usage) needed by
the firm. Additionally they need the help of other stakeholders in order to influence the

firm (indirect).

3.4.3. Hypothesis 3

The third Frooman proposition deals with the relationship of high interdependence
that applies to stakeholder labor and the stakeholder shareholder. He proposes that the
stakeholder chooses a direct usage strategy to influence the firm. For means of clarity we

have defined hypothesis 3 and hypothesis 4 for labor and shareholder respectively.

Hypothesis 3a
As the relationship of stakeholder labor with the firm is highly interdependent, labor

applies a direct strategy, being able to capture value created by the firm.
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Hypothesis 3b
As the stakeholder labor applies a usage strategy, the captured value remains stable or

decreases through time.

Remark of hypothesis 3
When hypothesis 3a and hypothesis 3b are fulfilled the stakeholder labor is applying a

direct usage strategy and the third Frooman proposition is confirmed.

The direct usage strategy is expected to have a significant impact in terms of
captured value. The hypothesis 3b focuses on the stability of the value capture. It can be
variable but can not be increased contrary to what we have defined for a direct withholding

strategy. In this case the stakeholder is not able to block the flow of the resource.

3.4.4. Hypothesis 4
Hypothesis 4 is also subdivided into two sub-hypotheses and it is a repetition of

hypothesis 3 for the case of the shareholders.

Hypothesis 4a
As the relationship of stakeholder shareholder with the firm is highly interdependent, the

shareholder applies a direct strategy being able to capture value created by the firm.

Hypothesis 4b
As the stakeholder shareholder applies a usage strategy, the captured value remains at the

same level or decreases through time.

Remark of hypothesis 4
When hypothesis 4a and hypothesis 4b are fulfilled the stakeholder shareholder is applying

a direct usage strategy and Frooman’s third proposition is confirmed.

The fourth hypothesis is interpreted as the shareholder being able to capture value
from the firm through time and again the shareholder percentage can be equal or inferior.
We reiterate here what we introduced in section 3.3.3 concerning the interrelationship
between shareholder and firm. As most of the firms are family businesses we have

introduced the hypothesis in terms of a direct usage strategy but we have to mention that if
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instead of high interdependence the dominant relationship were of low interdependence we

should formulate the hypothesis in terms of an indirect whithholding strategy.

3.4.5. Hypothesis 5
Finally, Frooman’s last proposition, the fifth, focuses on low interdependence
relationships. Returning again to Table 3.2 we can observe that capital suppliers are

expected to follow the indirect withholding strategy.

Hypothesis 5
As the interdependence of stakeholder capital suppliers with the firm is low, the
stakeholder capital supplier applies an indirect withholding strategy that turns out to be

neutral regarding the created or captured value.

We expect that this strategy is based on the capital suppliers’ alliance with other
stakeholders whose contribution is not easy to isolate. From the value capture perspective
the impact of this withholding strategy is neutral, meaning that the influence of the

stakeholder on the firm and the firm on the stakeholder are balanced.

3.5. Methodology

The methodology used for the hypotheses contrast is based on what we have
developed in section 2.3 of the previous chapter. We introduce an output quantity vector of
a firm i as expressed by y;' = (Vi1,....yar) € RM where i = 1,..., I and I denotes the number
of firms included in the analysis. The output price vector of firm i is defined by
i’ = (pin, ....pi) € RM, . The input quantity vector of firm i is expressed by x;” = (x;1, ..., xi)
e RY and the input price vector of firm i is defined by w;' = (wi,...,wiy) € RY,. The
economic profit 7z of firm i is defined as 7z = pi'y; — wi'x; = R; — C; where revenue R; = p;'y;
= Xpmyim and cost C; is expressed as C; = wilx; = Zwixim. In order to make the exposition
clearer we will omit the subindex i related to the firm 7 until it is necessary. 7is defined as
the number of years included in the period of study.

The variation of economic profit for each firm is decomposed in quantity effect and
price effect following Grifell-Tatjé and Lovell (2008, 2015) as shown in expressions (2.1)

that we reproduce here
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t*l — gt = [pT (T — yt) — Wt — xO)] + [T — pt) — #F (W — wh)],

we reorganize the quantity effect and profit variation in order to obtain the following

expression, equivalent to expression (2.2)
[ﬁT(yHl _ yt) _ WT(xt+1 _ xt)] — (T[t+1 _ T[t) _ }—,T(pt+1 _ pt) + JET(WHl _ Wt),

the right side of the expression allows the identification of the stakeholders’ beneficiaries

of quantity changes (left side) such as shareholders through the profit variation (m**! —

t+1

) when 7ttt > mt, customers through the factor —y” (p**! — p?) when pt*! < pt and

t+1 — wt') when

productive factors, such as labor and suppliers, throughout the term &7 (w
Wt+1 > Wt.

In the second chapter we used the willingness-to-pay approach adapted to a
dynamic situation. Focusing on what is interesting for our hypotheses contrast we use the
willingness price effect. It collects the price variations that contribute to the firm value
creation. Customers contribute to the value created when p'*' > pt and/or providers of input
factors contribute when the opportunity cost oc'™' < oc' that reflects changes in productive
factor prices wi*t! < wt. Additionally the firm is capable of creating value through the
productivity and growth effect. The created value is distributed to the stakeholder
customers, raw material suppliers, labor and capital suppliers through prices or through an
increase of profit for the shareholder. The cycle of value creation can be derived from
expression (2.2). We have defined the value created V. (p,y,w,x) as the sum of 1) the
quantity effect, ii) the contribution of output price increments and the decrements of costs
derived from reducing input prices (willingness price effect) and iii) if applicable the profit

reduction as stated in expression (2.5) of the previous chapter that we reproduce here.

Ve@ywx) =[p'0"" =) =W =+ 770" - p) - 2w - wh] = (27 - ),

pt+ > pt Wr+1 <Wt ﬂﬁl < 7[{

on the other hand the distributed value ¥V, (p,y,w,x) has been defined as the sum of: 1)
output price decrements, ii) the increments of costs derived from increasing input prices

and iii) the increment of profit

pt+1 < pt Wt+l > ﬂ[+

Vapywx)=—5' @ —p)+ 2w —wh+ (7" - ”;).
! >
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We remember that the created value is equal to the distributed value as V. (p,y,w,x) = Vy
(p.y,w,x). Henceforth, we use the customer factor that corresponds with the main
stakeholder with the subindex ms. Secondly, we expand the supplier term to include the
different stakeholders like raw material suppliers, labor and capital suppliers. Additionally,
whether they are contributors to the value created by the firm is included on the left side of
the next expression or participants of the value created are found on the right side. Finally,

we obtain the following expression

+1

[ﬁT(ytH _yt) - V_VT(xtH - xt)] + [yrgs(pmstil _pmst) - fsT(WsHll - Wst) - JZlT(Wlti —wi t) -

pmst ! >pmst Wst < W:t Wi ! < Wlt
_x—kT(wkl+1_wkl)_(7Z[+l_ﬂI)=

Wi +1 <Wkt 7z;+1 <A

— +1 - T +1 - T, +1 - T +1 +1
- ygrwls(pmsl _pmst) + X (Wsl - Wst) + X (w o Wi l) + X (Wkt — Wik t) + (”I - ”I)o
D < ! Wt > gt w, > wf wi > wyt A A

(3.1)
where ms = main stakeholder (Spanish public sector), s = raw material suppliers, / = labor,
k = capital suppliers. Now, we are able to assess the value dynamics observed in the
Spanish Health Care sector. Additionally, it quantitatively permits the assessment of the
capacity of influence of stakeholders. Henceforth, we use generated value V(p,y,w,x) as
equivalent to created and distributed value V(p,y,w,x) = Vi(p,y,w,x) = V4 (p,y,w,X) or in
other terms V(p,y,w,x) = Quantity effect + Willingness price effect + Profit contribution.

On the one hand, the term [§2(Dms' " — pms’) — Xs' (W' —w) — & (w ™ = wy ) —
X e = wi ] when pig > pad, wiT <wds wi ™ <wl, w1 <y allows the follow-
up of the contribution of the main stakeholder, raw material suppliers, capital suppliers to
the created value. Finally the term (7' — # ) is linked to the contribution of the
shareholder. On the other hand, the distributed value is compiled on the right side of
expression (3.1). In order to contrast the hypotheses we need to separate the effect of each
selected stakeholder in each hypothesis. That is why we have split the contribution of raw
material suppliers, labor and external capital suppliers and shareholder. Then, the

hypotheses contrast is feasible using these terms.

3.5.1. Strategy of hypotheses contrast
To test the hypotheses we need to make the results comparable among firms with

different sizes by means of using the percentage of value created or captured by the
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different stakeholders. We define Azf :“1 for each stakeholder (s7) as the percentage of value
created or captured by the stakeholder in relation to the total amount of value generated by
the firm 7 between year ¢ and year 7+1.

We define for the main stakeholder (ms) of firm i

=T t+1 t
tt+1 _ Ymsi(Pms,i—Pms,i)
Amsi -
’ Vi(p,y,w,x)

For the raw material suppliers, labor and capital suppliers (s¢, input) of firm i

il t+1 t
At'H—l _ _[xst.input,i( Wstinputi ~ ~Wstinput,i )]
! .= :
st input,i Vipy.wix)

i=1,..,1

For the shareholder (s4) of firm i

t+1
- (7 - )

Vi(p,y,w,x) ’

tt+1 _
)lsh,i -

i=1,..,L

tt+1 - . bt > . tt+1
Then, Ast,i can be positive, zero or negative, that is Ast,i Z 0. Firstly, when Ast‘i >0

tt+1 <0

corresponds to the stakeholder contribution to the value created. Secondly, Ag;;

expresses the value captured by the stakeholder in relation to the total generated value.

t,t+1
St,i

Finally, when A = 0 is interpreted as the stakeholder is neither contributing nor

capturing value.
In order to perform the analysis we follow the approach taken by Forsund and

Hjalmarsson (1979) who propose studying an industrial sector by defining an average

tt+1

st; of each

company that they consider representative of it. We use the average of A
stakeholder as representative of the stakeholder behavior. The average of the value created

or captured by the stakeholder is defined as A,,= %[Z;l Yi-1 %7 "], where n is the number

of observations within the period using all firms included in the sample, 7 is the number of
years included in the period and 7 the number of firms. When A, > 0 implies that the
stakeholder is contributing, on average, to the value created. Conversely, when A, < 0 the
stakeholder, on average, is capturing value. Ay, = 0 determines that there is neither

contribution nor capture of the value created.
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Figure 3. Operationalization of stakeholder strategies of influence

Indirect withholding
/Tst =0
A
Direct Withholding
72 _ (1)
Ast < A’St
Direct Usage Indirect usage
Iy < A7 Zse >0
0
“ et <0 > A >0 ————>

Figure 3 describes the strategy of operationalization that we use for building the
statistical contrasts. Accordingly, we detail the following conditions regarding A, in order
to formalize the hypotheses contrast. The distributions represented in the figure are normal
with the objective of making the visualization easy and understandable but we expect non-
normal distributions for the sample.

The result of a direct strategy corresponds to A < 0. The stakeholder is able to
capture value.

e  The result of an indirect strategy corresponds to A, > 0. The stakeholder is not
able to capture value. Conversely, it is contributing to the created value A, > 0

or is neutral A, = 0.

When dealing with withholding and usage concepts we are referring to their distinct

intensity based upon the following conditions:
e  The results of captured value related to a direct withholding strategy must show
statistical differences between two periods. When that occurs the stakeholder

gives evidence of its capacity of withholding the resource. Therefore we define
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5 @
Ast

subperiods in the next section 3.6.3.

@, 5 @ ©)

> Ay 5 Ase <0, A~ <0, where (1) and (2) defines the selected
e For a direct usage strategy we define that the difference between two periods is

not statistically different or in the second period the value capture has

decreased Xst(l) < Xst(z) ; but still Xst(l) <0, Xst(z) < 0. We consider that in

that situation the stakeholder is capturing value at a regular level. The value
captured can be different from period to period but without reaching a

significant difference or being smaller in the second than in the first.

Finally, in the framework of an indirect strategy, we define the differentiation between an
indirect usage and an indirect withholding strategy in the next two conditions.

e We define an indirect withholding strategy when the result of the strategy can
not be distinguished from zero as Ag = 0. The stakeholder is not able to
capture value but is not contributing to the value created by the firm.

e An indirect usage strategy is defined when Ay # 0; Ag > 0. The stakeholder is

not able to capture value. The stakeholder is creating value for the firm.

The previous definitions allow us to classify the influence strategies applied by the
stakeholder in a continuum depending on the intensity of value created or captured. The
classification of strategies regarding their intensity is as follows: direct withholding >
direct usage > indirect withholding > indirect usage. With this approach we have a clear
strategy to contrast the previous hypotheses.

Henceforth, we define Hy" as the null hypothesis of hypothesis # and H," as the
alternative hypothesis of hypothesis /.

3.5.2. Hypotheses contrast

3.5.2.1. Hypothesis 1

To test the first hypothesis (about stakeholder power and its related strategy)

implies analyzing if the Spanish public sector is contributing to the created value pmst+1 >

t+1

Dms = PE(Dms — pms) > 0 or if the Spanish public sector is able to capture a percentage

of economic worth created by the firm ps’' < pms' = Vs Dms'

— Pms) < 0. If we confirm
the value captured by the Spanish public sector it indicates that it has power over the firm
and it is applying a direct strategy but we can still not confirm the withholding. To

complete the rationale we introduced a second sub-hypothesis for testing that the Spanish
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public sector has increased the amount of value captured when comparing two different
periods. Therefore, when both conditions are fulfilled, as stated in the remark of hypothesis
1, we confirm the hypothesis one as we have found empirical support of a direct
withholding strategy.

We make the results comparable among firms of different sizes by means of using

the percentage of value created or captured by the Spanish public sector. We define

=T t+1 t
tt+1 _ Yins,i(Pms,i—Pms,i) .
A0 = i=1,..,1,
ms;t Vilpyw.x)

as the percentage of value created or captured by the Spanish public sector in relation to
the total amount of value created by the firm i between year ¢ and year #+1. In order to test
if it is a direct withholding strategy, we build a set of two sub-hypotheses. The first in
order to contrast if the strategy is direct and the second to contrast if it is a withholding
strategy. So, the first contrast, corresponding to hypothesis la, is expressed by the null

hypothesis (Hy'®) and the alternative hypothesis (H, ') as:

o H()laZ st =

o H,'": 2, <0

When testing the previous hypothesis we consider that the null hypothesis is rejected if the
statistical test that compares A,,; with the zero value shows that they are statistically
different. If the null hypothesis is rejected and A,,; < 0 then we interpret that the main
stakeholder has captured value through a direct strategy confirming hypothesis 1a.

To test hypothesis 1b, that leads to the confirmation of a withholding strategy, we
compare two periods (2003-07 and 2007-12) in order to observe the variation of the value
captured by the Spanish public sector. A statistical difference between periods is
understood as two different levels of value capture and therefore two different levels of
intensity. It correlates with the increment of pressure exerted by the main stakeholder. In
terms of the statistical contrast we compare the mean of the two periods in order to confirm
that they are statistically different. We formulate the null hypothesis (Ho'®) and the
alternative hypothesis (H,'%) as

A = 12

o H,'" ,Tﬁ,ig > )_L,(,,le
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When rejecting Ho'® we accept H,'"® implies that the Spanish public sector has captured
more value in the second period than in the first. The acceptance H,'® confirms the
stakeholder power relationship and the capacity of increasing the capture through time. On
the other hand, if we accepted both, H,"* and Hllb we consider that hypothesis 1 is
accepted and it is confirmed that the Spanish public sector used a direct withholding
strategy. Consequently, the first proposition of Frooman finds empirical support in the

Spanish pharmaceutical sector.

3.5.2.2. Hypothesis 2

To test the second hypothesis we use a similar approach. The factor related to raw
material suppliers is represented by —%s (ws"™' — wy). When the price of raw material
increases wy' ' > wy' = —%, (wy' ' — wy") < 0, it implies the supplier is able to capture value.
When input price decreases w, ' < wy' = —% (w5 ' — wy') > 01t is the firm who creates the
value through the supplier contribution. We expect that the capacity of influence of such an
indirect usage influence strategy is low or negligible. It means that it is likely that the
stakeholder is contributing to the value created due to the firm’s power relationship. For
contrasting the hypothesis we use, for the firm i, the contribution of the raw material

supplier to the value created in relation to the total generated value V; (p,y,w,x) as

1 _ Ws,it)

Vi(p,y,w,x)

_T t+
tt+1 _xs,i( Ws,i
/15 i =

, i=1,..,1

For each period we calculate the average of the raw material supplier contribution in

= 1
percentage using the following expression as Ag = - [Xi=q Zif=1 lg ?—1]. Now, we build

the null hypothesis (Hy?) and the alternative hypothesis (H,?) as

° H02: /’IS =0
o H]zl 0

PN

s>

When testing the second hypothesis we consider that the null hypothesis Ho” is rejected if
the statistical test that compares A, with the zero value shows that they are statistically
different. If the null hypothesis is rejected and H,*: A > 0 is accepted we interpret that the
raw material suppliers are contributors to the created value. Coherent with our definition
they apply an indirect usage strategy. As a consequence, we confirm hypothesis 2. As

formulated in hypothesis 2 the firm applies its power of influence on raw material
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suppliers, they are not able to capture value nor resist the pressure exerted by the firm to
reduce the input factor prices. This acceptance gives empirical support to the second

proposition of Frooman.

3.5.2.3. Hypothesis 3
To test the third hypothesis we use a similar strategy but using the value term
related to labor —%,"(w, ™" — w; ). We expect that when w/™" > w, ' implies that

1 . 1 - T +1
—w; ") <0, labor is able to capture value and, when w'"' <w;' = —x,"(w; "' —

—x (w "
w; ") > 0it is the firm who collects the value created by labor. Then, the first condition for
a direct usage strategy is that the term — x; d (w/t+1 — w;t) <0, wf+1 > w/ in order to match the
direct condition. We test this in hypothesis 3a. Hypothesis 3b expresses the second
condition related to the usage. For that reason we need a set of two sub-hypotheses. Again

we define the ratio of value captured by labor in relation to the total generated value

1_ Wl,it)

Vi(p' yw, x)

=T t+
tt+1 _ xl,i( Wii
Ali -

i=1,..,1

= 1
and the average of this ratio for the period as A; = - [Di=1 Z£=1 Aff +1]. Then the

hypothesis 3a, for testing the direct strategy a is formulated as

e H™:2,=0
o H13a:/1_l <0

We consider that the null hypothesis Ho*® is rejected and H,™ is accepted if the statistical
test that compares A, with the zero value shows that they are statistically different. If the
null hypothesis is rejected and 4; <0 we interpret that labor captures value through a
direct strategy.

To test hypothesis 3b, that leads to the confirmation of a usage strategy, we
compare two periods (2003-07 and 2007-12) in order to observe that there is no variation
or a decrease in the value captured by labor. A statistical difference between periods is

understood as two different levels of value capture and therefore two different levels of
intensity meaning withholding instead of usage when /Tgl) > /ng). For that reason, in terms

of the statistical contrast, we compare the mean of the two periods in order to confirm that

they are not statistically different or that the second increases, meaning that the value
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captured is reduced in the second period. We formulate the null hypothesis (H03b) and the

alternative hypothesis (H,*") as
o H/®: 4V <3
. 1A > 1P

When we can not reject Ho'> it implies that labor has captured the same value in both
periods or the value capture has decreased. If hypothesis H,* is accepted and Ho™ can not
be rejected we accept hypothesis 3. The combination of both results confirms that labor
uses a direct usage. This result gives empirical support to the third proposition of

Frooman’s model.

3.5.2.4. Hypothesis 4

t+1

The fourth hypothesis is focused on the shareholder through —(7,"** — ;%) factor.

1

We expect that when — (7,""" — 7¥) <0, 7'+t > 7;* the shareholder is able to capture value

t+1

and when — (7; it >0, 7t < gt it is the shareholder who is contributing to the value

created by the firm. Then, hypothesis 4a claims for direct strategy meaning that the term

41 _

- (m %) < 0. Again we define the ratio of value captured by the shareholder in relation

to the total generated value

t+1
Aot _ (m " —mH) i=1 ]
st Vilp,y,w,x)
. . . T 1 T 1 t,t+1
and the average of this ratio for the period as Agp= - [Xt=12i=1Ag,; |- Then the

hypothesis 4a, for testing the direct strategy is formulated as

4a ., 7 _
L H() ./15}1— ,

e H*: 1, <0

We consider that the null hypothesis Ho™ is rejected and H,* is accepted if the statistical
test that compares Ay, with the zero value shows that they are statistically different. If the
null hypothesis is rejected we interpret that the shareholder captures value through a direct
strategy.

As we have done in the previous hypothesis, to test the confirmation of a usage

strategy, we compare the same two periods in order to observe the variation of the value
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captured by the shareholder. Thus, we formulate the null hypothesis (Ho™) and the
alternative hypothesis (H,*") as

4o, (D) ~ 7(2)
o H() 'llsh Sﬂ'sh

. 1D 5 50
When it is not possible to reject Hy™ it implies that the shareholder has captured the same
value in both periods or the capture in the second is smaller than in the first. When
hypothesis H,* is accepted and Ho™ can not be rejected, we understand that hypothesis 4 is
accepted and Frooman’s third proposition receives empirical support.

Following the argument we have introduced in section 3.3.3. regarding the
relationship between shareholder and firm we have to mention here that the fourth
hypothesis could be formulated in terms of an indirect withholding strategy as Hy* : 1y, =

0; H,*: 1, # 0. We will only consider this strategy if we observe that the direct usage

strategy does not receive empirical support.

3.5.2.5. Hypothesis 5
Following the same procedure, the last hypothesis will use the term related to
external capital suppliers —%;, " (wi"™" — wy'). For contrasting hypothesis 5 we use for the firm

i the term related to the capital supplier capture in relation to the total generated value V;

(p.y,w,x) as

1 _ Wk,it)

Vi(p' y,w, x)

=T t+
tE+1 xk,i( Wk,i
Ak,i -

, i=1,..,1

. . . T 1
and the average of this ratio for the period as A= - Y, >, /1;’?-1]. Then to

determine if an indirect withholding is applied, hypothesis 5 is formulated as

) HOS:/’I]c =0
° Hls:Zk >0

We consider that the null hypothesis Hy’ is rejected and H;,” is accepted if the statistical test
that compares 1, with the zero value shows that they are statistically different. If the null
hypothesis can not be rejected we interpret that the situation is balanced in terms of value
and hypothesis 5 is accepted. The capital supplier is not able to capture nor is he

contributing to the value generated. This is coherent with the definition of the application
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of an indirect withholding strategy. If that is the case we confirm hypothesis 5 and the
fourth Frooman proposition is supported empirically.

Finally, as the distribution of A values are not expected to be normal we use the
non-parametric test of Wilcoxon (1945) for the hypotheses contrast when it is necessary to
determine if the distribution is different from 0 and the Mann-Whitney (1947) test for

testing if the data set comes from the same distribution.

3.6. The Sample

The PROFARMA program was identified as a representative sample of the Spanish
pharmaceutical sector that was affected by the situation described in chapter 1, section 1.7.

The firms included in such a program fulfil the criteria defined in the third chapter.
The PROFARMA program was established by the Spanish government in the period 2009-
2012. It was intended to develop a stronger pharmaceutical industry for the patient’s
benefit. It included the modernization of the sector and the giving of priority to activities
with more added value. It pursued investments in new facilities, the development of new
production technologies and the enhancement of research and development activities in
order to increase the competitiveness of the sector. For local firms, it implied that they
were to look for new markets through the internationalization and for foreign companies to
increase their commitment in the development of the industrial infrastructure, increasing
investments and improving the commercial exchange. The exclusion criteria of the
PROFARMA program are: i) pharmaceutical firms only with commercial activity, ii)
scientific and technical activities in R+D+I should reach the minimum requirements of the
program, iii) the firm only manufactures raw materials or intermediate products, iv) the
firm only manufactures for export markets, v) the firm only manufactures for the
veterinary market, vi) The firm does not have medicinal substances authorized for human
use or being in the research phase authorized by Spanish Agency of Medicines and
Medical Devices (Agencia Espafiola de Medicamentos y Productos Sanitarios), and vii) the
firm only manufactures medical devices. The sample data set is extracted from the
published series of SABI and AMADEUS databases and is complemented with corporate
reports. The PROFARMA sample used for testing the Frooman model is composed of 44
firms?2. We have added the firm used in the second chapter to the sample, as it fulfils

PROFARMA criteria. We consider the PROFARMA sample is representative of the sector

22 They were 44 in PROFARMA but one was excluded because no data were available for the whole period.



Stakeholders, Power and Strategies of Influence: The case of the Pharmaceutical Industry in Spain [127

as it covers 15.6% of the firms operating in this sector. Moreover, the total number of
observations of the sample is 396. The observations are distributed within the intervals
2003-2007 (176) and 2007-2012 (220). The sample is composed of both, firms owned by
Spanish capital (52.3%) and firms owned by foreign capital (47.7%). Regarding the
number of employees, the following typologies have been included in the sample: with
more than or equal to 1,000 employees (31.8%), within the interval of 500-999 employees
(29.5%), within 250-499 employees (20.5%) and with less than 250 employees (18.2%).

The methodology in Section 3.5, based on the concept of economic worth, clearly
limits the definition of the variables associated with the income obtained by the
pharmaceuticals as well as costs incurred. Fortunately, the Spanish accounting standards
allow for the clear identification of the most relevant parameters in the current study. For
all variables the average of the quantities and prices at the beginning and the end of the
period was calculated.

Outputs and inputs are defined in the following subsection. Table 3.3 summarizes

the basic statistics related to the data set used for the analysis.

3.6.1. Output definition

Regarding the outputs we only consider one single output. This is the stakeholder
customer that we have considered as the main stakeholder. It collects all the customers of
the firm in one single output. It is assigned to the Spanish public health sector as main
customer because the percentage of sales corresponding to it is more than 70% of total
sales.

The net income will be assigned to the main stakeholder customer as (pusVms)
corresponding to the sales to each in current euros. The physical units sold (y,s) by each
firm is calculated as the net income divided by the Spanish price index of medicinal
substances and pharmaceutical products (IMSPP) extracted from Instituto Nacional de

Estadistica database of year £as Vs = pmsVms / IMSPP t, taking the year 2003 as reference.

3.6.2. Input definition

For the purposes of analysis we consider a set of three inputs to be assigned to
different stakeholders: labor (workers), raw materials and suppliers of capital (lenders). In
general the price of each input will be calculated through the ratio of total expense on that

input divided by average units of the resource used for each firm i.
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e Raw Material. Total expenses dedicated to raw materials are expressed as Wy, X,.
The units of raw material x,, are obtained using the Spanish Price Index for
products used for manufacturing pharmaceuticals (IPMP) of each year ¢ as x,,, -
WymXym/ IPMP’ taking the year 2003 as reference.

e Labor. Units of labor x, are defined as the average number of employees contracted
by each firm as documented in Financial accounts at the beginning and at the end
of the year. x,w, correspond with the expense in salaries documented in Financial
accounts for each year. w, is the price of the average salary of each firm and it will
be calculated through the ratio of total expense in salaries divided by the average
number of employees calculated as x,w,/ x,.

e Capital suppliers. The expenses related to capital have been calculated as the sum

of the economic amortization (AEC) and the interests of the borrowed capital (INT).

To calculate the stock of capital of each period we have taken into account the total assets
adding the investments (Inv), all with reference to 2003 monetary units.

K'=K%— AEC® + Inv'1 =K°(1 — 8) + Inv* as AEC"=6K°

Inv?t
(1+d)

Kl =K°1-6)+

Repeating the same until the period and deflating to time O using the Spanish Consumer

Price Index (/PC) as deflator (d) to obtain:

Invi(1 - 6)¢ Invt(1 - 6) Invtt!

t+1 _ 01 _ S\t+1 )
KoW KA =)+ —gr vt “araxr T ara

Once the stock of capital of period “z” as K is obtained for each period we can calculate
the price (wy) calculating the ratio [wx" = (AEC" + INT)/K§] through the expenses of

capital and the units of capital of each period we obtain wx'.

3.6.3. The period of study

The time interval chosen in the study is determined by the developments of the
public Healthcare system explained in Section 3.2. With the objective of making the
hypotheses contrast, the period from 2003 until 2012 has been selected. When necessary
for testing the hypotheses defined in the previous section, this period has been divided into

two subperiods. We use two periods instead of the three periods introduced in the first
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chapter section 1.7 because we expect that expenditure control measures that were decided
during the period 2006-2009 started to be effective progressively during this central period
and affected each with different intensity. For that reason, we have split the central period
2006-2009 in two parts. We consider each part of them as belonging to the first interval,
period (1) from 2003 to 2007 and the second interval, period (2), from 2007 to 2012.

3.7. Results and discussion

We start this section summarizing the statistical results in Table 3.4, 3.5, 3.6, 3.7
and 3.8 that are related to the hypotheses proposed in section 3.4.

Regarding hypothesis 1 (see Table 3.4) we reject the null hypothesis Hy'®: A,,s = 0
and we accept the alternative H;'*: 1,,,; < 0 (see Table 3.4.1). We confirm that during the
period 2003-2012 the Spanish public sector was able to capture value from the firm. This
means that the Spanish public sector used a direct strategy. This confirms the validity of
the hypothesis la. In order to confirm the withholding feature of the stakeholder strategy
we applied the median Mann-Whitney test. We confirm that the null hypothesis

Ho'®: 1572 = 1% is rejected (see Table 3.4.2.). Then, the alternative hypothesis

ms

H,': Zﬁ,ﬁ > Zﬁﬁg is accepted. Consequently, the mean of the first period is greater than the

mean of the second period and they are statistically different. This result confirms
hypothesis 1b supporting the idea that the Spanish public sector increased the strength of
its influence on the firm using a withholding strategy, capturing more value in the second
period than in the first. Furthermore, combining both results we confirm the remark of
hypothesis 1. The Spanish public sector had the power and was able to apply a direct
withholding strategy. We conclude that this result gives support to Frooman’s first
proposition.

As stated in Table 3.5 the null hypothesis of the second hypothesis Hy*: A, = 0 is
rejected. This means that the firm is able to capture value from raw material suppliers. We
note that the rejection of the null hypothesis implies that we confirm hypothesis 2. The
stakeholder strategy is coherent with an indirect usage strategy. It can be interpreted that
the firm has the power and suppliers are applying an indirect usage strategy thus trying to
resist the firm’s power. Nevertheless, they are not able to resist the pressure of the firm and
they are obliged to decrease the price of inputs. We conclude that the second proposition of

Frooman receives empirical support.
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The result of the contrast of the third hypothesis regarding labor (see Table 3.6) is
that the null hypothesis Ho**: A, = 0 is rejected and H;**: 1, < 0 is accepted (see Table
3.6.1). As a consequence, stakeholder labor is able to capture value created by the firm
during the period studied. Thus, we confirm hypothesis 3a. We interpret this result as labor

is applying a direct strategy. The second contrast shows that we can not reject the null

hypothesis Hy’’: /Tﬁlg < /Tﬁg (see Table 3.6.2). This means that the stakeholder labor is
only able to maintain its level of value capture or to reduced it. This confirms hypothesis
3b. Consequently we understand that it is applying a usage strategy. Furthermore,
combining both results we confirm hypothesis 3 which means that labor is following a
direct usage strategy. We conclude that we have found empirical support to Frooman’s
third proposition.

Regarding hypothesis 4 related to the shareholder strategy we conclude that we can
not reject the null hypothesis Ho™: Ay, = 0 (see Table 3.7). This means that the
shareholder is not significantly capturing value from the firm in the period studied. We can
not confirm hypothesis 4a nor hypothesis 4. Thus, we can not confirm that the shareholder
is using a direct usage strategy as we have done for labor. Conversely, as we have
mentioned when hypothesis 4 was introduced, the shareholder might be applying an
indirect withholding strategy because the null hypothesis that we mentioned as a potential
alternative Ho™: Ay, = 0, can not be rejected. It is interesting to note that this result
confirms what we highlighted from literature that shareholder-firm relationships in a
family business are not easily predictable and are not as homogeneous as expected without
a deeper knowledge of the firm, as stated by Berrone, Cruz and Gémez-Mejia (2010). This
conclusion might indicate that our hypothesis 4 derived from Table 3.2 might be based on
a wrong assessment about the shareholder-firm relationship. As we have mentioned earlier
the typologies of relationships in a family business model can be multiple and their
assessment is not easy without detailed and reliable sources of information. As a
consequence, further analysis is required to determine if the relationship between
shareholder and firm should be assigned as low interrelationship instead of high
interrelationship. As we do not have enough qualitative information coming from the firms
included in the sample regarding the shareholder relationship we must conclude that
Frooman’s third proposition does not receive empirical support regarding the shareholder.

Finally, the fifth hypothesis contrast shows in Table 3.8 that we can not reject the

null hypothesis Hy’: A, = 0. This fact confirms hypothesis 5. Capital suppliers are
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applying an indirect withholding strategy because they are not contributing to the value
created nor are they capturing value from the firm. As a consequence the fifth proposition
of Frooman’s receives empirical support in the framework of the Spanish pharmaceutical
sector for the period studied.

As a summary, we conclude that Frooman’s model receives a strong empirical

support as we have confirmed all the propositions with at least one stakeholder.

3.8. Concluding remarks

In this chapter we have identified a clear case of stakeholder power. The Spanish
health care sector has been useful as it describes a sector where the relationships between
firm and stakeholders are clearly defined. Frooman’s model of influence typifies the
stakeholder strategies to influence the firm. The impact of the Spanish public health sector
on the firm in the period 2003-2012 is strongly affected by the publication of several laws
and Royal-Decrees that were intended to control health care expenditure. This creates a
framework where the relationship of the firm with their stakeholders can be classified
under Frooman’s model. All assignations for the stakeholders were matching the model

with the exception of shareholder.

By using the model and the qualitative information acquired from the Spanish
pharamaceutical sector, the stakeholder-firm relationships have been assigned to the
referenced stakeholder strategies predicted by Frooman (1999). Despite some infructuous
trials made to validate the model from a qualitative perspective we have considered that the
propositions included in Frooman’s model could be empirically and quantitatively
contrasted using the economic perspective. With that objective in mind we have translated
those propositions to hypotheses, one for each primary stakeholder. These hypotheses are
based on the knowledge of the sector, particularly the impact of the main stakeholder on
the firms. The metholodgy used to quantitatively assess the value created by the firms and
its capture by the stakeholders gave us the opportunity to formulate statistically
contrastable hypotheses using non-parametric standard tests. Additionally, we have
designed a framework that allows us the operationalization of the stakeholder strategies
based on the intensity of value capture. Altogether, the review of Frooman’s model of
influence is possible taking into consideration that, up to now, support as a valid model has
not been found in the literature. The authors, Tsai et al. (2005), Hendry (2005) and Sharma

and Henriques (2005) only tried to test the model using a qualitative approach but we have
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contributed using an economic perspective through the definition of value created and
distributed by the firm.

The conclusion of the analysis is that we have accepted all Frooman’s propositions
as valid as we have found empirical support for all of them. We have only found one
exception among the whole list of stakeholders where the hypothesis formulated is not
being supported. The unhomogeneous nature of relationships, characteristic of a family
business firm, impeded the correct assignation for shareholder using Frooman’s model.
Despite the concentrated structure of property that suggested a direct withholding strategy,
the empirical results after the hypothesis contrast suggest that the shareholder is really
using an indirect withholding strategy. This result merits further attention in order to
determine the actual shareholder-firm relationship that exists inside each firm. This
assessment is not possible only by using public data and further field research trying to

find out what is the right assignation is necessary to confirm or deny this hypothesis.

It is worth noting that our empirical contrast is only based on the definition of
stakeholders that exchange economic value with the firm and nothing has been said about
the validity of the model for the other stakeholders. This limitation is intrinsically linked to
the approach we have followed. We consider that for the other stakeholders a different
approach should be followed. In our understanding, the capacity of influence of this
category of stakeholders in terms of being able to retain or withhold a needed resource for
the firm, requires further investigation. As a matter of fact it is quite plausible that they
affect the firm using indirect usage strategies that involve the stakeholders we have
considered as partners. For instance, to create a public opinion about environmental topics
that affects the firm. On the other hand, they can force that regulator to issue new laws that
correct the situation. Then, the behavior of the regulator could be interpreted as quite
similar to the one we have studied. We could then observe that the impact of the regulator
is transferred to a decrease in demand, and consequently a price decrease or a reduction in
profit.

We consider that the number of firms included in the analysis is representative of
the pharmaceutical sector but, despite this fact, as part of a future research, it will be worth
enlarging the number of firms, corresponding observations and length of the period of
study. Finally, it will be worth applying the methodology to other sectors in order to obtain
more empirical support for the model.

Frooman’s model opens new ways to analyze firms and sectors where the

relationship of power between firm and stakeholders is well establised. The application of
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the model allows the researcher and the firm to understand the strategies currently applied
by stakeholders and how these strategies change through time. Consequently, the firm can
better understand the situation it faces regarding stakeholder management and then, react
accordingly, improving the way it manages the stakeholders in order to achieve its
objectives.

We would like to mention as a final conclusion the interest of combining the
classical economic theory of the firm with strategic management and the stakeholder
theory to find out new crossroads where different disciplines can find overlapping fields of
study. This creates a new perspective about how the firm behaves when it is creating value
and how it survives value capture as a result of the influence of the stakeholders. We
consider this merging of concepts which comes from different theories, as a future field of
research when the multi-disciplinary approach can be fruitful in order to help firms,
managers and society be more aware of the mutual and reciprocal interactions, particularly
when the public sector, as a regulator, influences the framework where the stakeholders

live.
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3.9. Appendix C. Tables

Table 3.1. Typology of Resource Relationships. Frooman (1999:199).

Is the stakeholder dependent on the firm?

No Yes

Is the firm No  Low interdependence Firm power
dependent on the

stakeholder? Yes  Stakeholder power High interdependence
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Table 3.2. Typology of relationships applied to Spanish pharmaceutical industry. Predicted stakeholder strategy by Frooman’s model

Dependency of Dependency of the Typology of relationships Predicted strategy
stakeholder on the firm in relation to
firm stakeholder

Customer / Regulator (public sector) No Yes Stakeholder power Direct withholding
Raw Material Supplier (unspecific) Yes No Firm power Indirect usage
Employees (highly organized) Yes Yes High interdependence Direct usage
Shareholder (concentrated) Yes Yes High interdependence Direct usage
Capital Suppliers (unspecific) No No Low interdependence Indirect withholding
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Table 3.3. Summary of Output, inputs and profit averages of Spanish Pharmaceutical sector

? ?*corresponds to Spanish price index of medicinal substances and pharmaceutical products[INE 2015)

) corresponds to Spanislf Price Index for products used for manufacturing pharmaceutica

s(INE 2015)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
1. Output
Revenue (x 1000 €) 142,436 152,202 164,240 188,612 206,733 247,207 265,940 278,482 267,354 248,506
(standard deviation) 173,955 188,816 199,349 248,654 277,354 378,649 427,939 428,383 435,638 357,013
Output (x1000 #) 142,436 151,039 161,207 188,720 210,023 268,322 297,233 323,979 324,093 322,885
(standard deviation) 173,955 187,373 195,667 248,795 281,767 410,991 478,294 498,369 528,092 463,868
Price Index* 1.000 1.008 1.019 0.999 0.984 0.921 0.895 0.860 0.825 0,770
2. Inputs
2.1. Labour
Cost of salaries (x1000 €) 23,810 26,317 26,664 30,643 33,162 35,825 36,638 39,794 40,424 40,821
(standard deviation) 22,222 24,871 24,188 32,389 33,307 36,525 36,809 37,848 37,115 36,560
Employees (#) 428 448 451 488 509 521 525 565 563 541
(s[andard deviation) 323 348 346 417 438 437 426 439 417 401
Price (€) 53,793 54,952 56,046 58,064 60,899 64,651 64,499 64,937 66,860 69,675
(standard deviation) 23,806 18,192 14,577 16,282 17,001 22,811 21,806 19,375 22,297 22,280
2.2. Capital
Capital expenses (x1000€) 5,704 6,365 6,352 7,545 8,703 9,047 8,174 8,194 9,454 9,701
(standard deviation) 6,307 7,050 7,896 8,690 10,328 11,925 9,993 9,973 11,156 12,851
Capital (x 1000 # in € 2003) 156,988 166,487 197,861 217,969 245,100 263,884 264,835 292,323 298,271 270,508
(standard deviation) 192,964 189,474 267,641 305,866 340,838 355,904 347,813 385,396 383,661 351,893
Price (€) 0.04587 0.04666 0.04339 0.04749 0.04963 0.04260 0.04163 0.03860 0.04015 0.05057
(standard deviation) 0.02604 0.02532 0.02549 0.02805 0.02869 0.02623 0.02853 0.02727 0.02693 0.05509
2.2. Raw materials
Raw Material exp.(x 1000 €) 97,066 101,485 109,820 127,586 145,522 182,129 197,955 209,139 200,802 185,258
(standard deviation) 132,358 143,656 150,810 186,483 221,109 331.611 385,453 394,584 400,630 331,023
Raw Material (x 1000 #) 97,066 103,009 109,820 130,497 139,469 177,982 205,412 219,385 214,578 200,996
(standard deviation) 132,358 145,814 150,810 190,737 211,912 324,060 399,972 413,914 428,115 359,144
Price Index** 1.000 0.9852 1.000 0.9777 1.0434 1.0233 0.9637 0.9533 0.9358 0.9217
3. Profit
Profit (x 1000 €) 15,171 17,309 21,469 22,553 21,270 22,668 24,494 22,682 18,146 14,032
(standard deviation) 24,463 25,170 34,515 43,477 35,064 33,423 36,033 32,273 26,806 28,200
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Table 3.4. Statistics Hypothesis 1. Main Stakeholder

Table 3.4.1. Wilcoxon test

Stakeholder Spanish public sector
Period 2003-2012
Sample size 396
Median -0.2701
95 % Confidence Interval (-0.3055; -0.2359)
Ho'": A = 0 Rejected

Table 3.4.2. Mann-Whitney test

Stakeholder Spanish public sector Spanish public sector
Period 2003-2007 2007-2012
Sample size 176 220
Median -0.0041 -0.4660
Stakeholder Spanish public sector
Period 2003-07 and 2007-12
Point estimate for n1- n2 0.4529
95.1 Percent Confidence Interval for n1-n2 (0.4045; 0.5031)
p-value <0.0001
H,'™: jgrllg = 1@ Rejected

ms
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Table 3.5. Statistics Hypothesis 2. Wilcoxon test. Raw Material Suppliers

Stakeholder Raw Material Suppliers
Period 2003-2012
Sample size 396
Median 0.0769
95 % Confidence Interval (0.0630; 0.0914)
H02: /TS =0 Rejected
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Table 3.6. Statistics Hypothesis 3. Labor

Table 3.6.1. Wilcoxon test

Stakeholder Labor
Period 2003-2012
Sample size 396
Median -0.0814
95 % Confidence Interval (-0.1018; -0.0605)
Ho' 4, =0 Rejected
Table 3.6.2. Mann-Whitney test
Stakeholder Labor Labor
Period 2003-2007 2007-2012
Sample size 176 220
Median -0.1037 -0.0458
Stakeholder Labor
Period 2003-07 and 2007-12
Point estimate for n1- n2 -0.05741
95.1 Percent Confidence Interval for n1-n2 (-0.1002; -0.0195)
p-value 0.0030
H,*: ,{EU < ,ng) Non Rejected
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Table 3.7. Statistics Hypothesis 4. Wilcoxon test. Shareholder

Stakeholder Shareholder
Period 2003-2012
Sample size 390
Median -0.027
95 % Confidence Interval (-0.094; 0.034)
Ho™: Ag, = 0 Non-rejected
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Table 3.8. Statistics Hypothesis 5. Wilcoxon test. Capital Suppliers

Stakeholder Capital Suppliers
Period 2003-2012
Sample size 390
Median 0.0063
95 % Confidence Interval (-0.0054; 0.0175)
Ho: A, =0 Non-rejected
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Chapter 4

Social Economic Progress and the Analysis of Stakeholder

Responsible Behavior of the Firm

Abstract

A wide consensus exists about the need to develop new measures of social progress. As the
awarded Nobel Prize winners Joseph Stiglitz and Amartya Sen and Professor Jean-Paul
Fitoussi (Stiglitz, Sen and Fitoussi 2009) concluded, measures of social progress are often
confused with measures of economic performance, such as GDP. In their opinion it is
difficult to evaluate the impact of the bias that introduces these economic indicators when
trying to assess the real situation regarding social progress. The measures of economic
performance omit or understimate important topics in their calculation, such as inequality,
unemployment, health, and environmental issues among others. These omissions lead, in
most cases, to the taking of wrong decisions about what has to be done to achieve the
desired improvement in social progress. The purpose of this chapter is to develop a concept
of social economic progress inspired by Davis (1947) that integrates the economic and
social aspects. We develop an analytical framework where social economic progress and
its components can be measured together with the social responsibility of the firm and its

sustainability.
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Chapter 4

Social Economic Progress and the Analysis of Stakeholder
Responsible Behavior of the Firm*

4.1. Introduction

A wide consensus exists about the need to develop new measures and indicators
that inform about the real situation and evolution of social progress. As the Nobel Prize
winners Joseph Stiglitz and Amartya Sen and Professor Jean-Paul Fitoussi (Stiglitz, Sen
and Fitoussi 2009) concluded, measures of social progress are often confused with
measures of economic performance, such as GDP. In their opinion it is difficult to evaluate
the impact of the bias that these economic indicators introduce when trying to assess the
real situation regarding social progress. The measures of economic performance omit or
understimate important topics in their calculation, such as inequality, unemployment,
health, and environmental issues among others. These omissions lead, in most cases, to the
taking of wrong decisions about what has to be done to achieve the desired improvement in
social progress. Our work contributes in that direction by retrieving the work of Davis
(1947), an early proponent of stakeholder reponsibility, considering social aspects as part
of an inclusive definition of economic progress.

Through the chapter we revisit, extend and operationalize the concept of economic
progress as proposed by Davis (1947), in which a range of stakeholders participate.
Davis’s concept of economic progress is aligned with the concept of social progress
proposed by Stiglitz, Sen and Fitoussi (2009) and the OECD (2014) report focused on
inclusive growth. Davis’s work allowed the integration of economic performance and
social aspects in one single concept that we name social economic progress. The name
social economic progress describes the idea that measures of economic performance are
not enough to describe the social progress of a society. Davis called this idea "economic
progress" and Stiglitz, Sen and Fitoussi "social progress" thus the term “social economic

progress” incorporates, in a descriptive way, both expressions. However, we keep the

2 A preliminary version of this chapter was presented as “Economic Progress and the Analysis of Stakeholder Responsible Behavior of
the Firm,” DEMO workshop, University of Illes Balears, Mallorca, Spain, September 19-20, 2014. It was also presented as “Economic
Progress and the Analysis of Firm Behaviour,” 1 Day Workshop Programm. Advanced Efficiency and Productivity, Centre for
Efficiency amd Productivity Analysis (CEPA), University of Queensland, Australia, October 3, 2014. (with C.A K. Lovell).
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terminology "economic progress," when the Chapter is focused on the original
contributions of Davis.

Davis considered productivity growth to be the sole driver, but not the only
component, of economic progress. Davis considered economic progress, driven by
productivity growth, to incorporate: i) sufficient output growth to create a rapid re-
employment of resources, labor in particular, displaced by productivity growth, ii) a
balanced distribution of the wealth created by productivity growth, iii) provision of “seed”
capital for future production, and iv) imposition of minimal social costs, such as the
impairment of health and the wasteful use of resources. Each component is necessary for
productivity growth to translate into economic progress. Davis, Stiglitz, Sen and Fitoussi
struggle for the same objective. We remark, as an example, that both concepts look for a
reduction of inequality. Davis, through a balanced distribution of the wealth and Stiglitz,
Sen and Fitoussi (2009, 24) through equality “in the opportunities, capacities, and life
chances of those born under different circumstances”. Furthermore, we note they coincide
in the importance of a reduction of unemployment as a source of inequality and origin of
well being.

Our work makes the analysis of social economic progress applicable to the whole
economy, to the sectoral level and to the firm level to where social economic progress
originates. We develop an analytical framework where social economic progress and its
components can be measured together with the social responsibility of the firm and its
sustainability. Finally, it is worth mentioning that the firms can be classified depending on
their contribution to social economic progress. This classification makes studies about their
spatial distribution possible. Moreover, it can be described how they are clustered and how
they interact with other firms and their stakeholders in order to contribute to the social
economic progress of the whole economy.

The chapter is organized as follows. In section 4.2 we revisit Davis’s economic
progress contribution. In section 4.3 we develop the methodology to operationalize the
measure of social economic progress. In section 4.4 we discuss the sustainability of the
firm. In section 4.5 we introduce the social costs in the measure of the value created by the
firm. In section 4.6 we discuss re-employment of displaced resources in growing and
contracting economies, and the relationship linking re-employment with social

responsibility. In section 4.7 we focus on the labor company stakeholder responsibility. In
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section 4.8 we explore the mechanisms by which a firm can compensate for the cost

of its social responsibility. Section 4.9 concludes.

4.2. Hiram S. Davis

4.2.1 Hiram S. Davis and Stakeholder Theory

Davis, as a major research associate and Director of the Industrial Research
Department at Wharton School, contributed to the debate of economic progress in the
context of the US recession in the 1930s and the turbulent period of World War II in the
1940s. He served in the government as Secretary of the Textile Committee under the
Combined Production and Resources Board during wartime (1943-1945). As part of his
governmental responsibility he developed textile studies® but after he focused his interest
on the study of industrial systems, economic progress and productivity®®. In 1953, the
Industrial Research Department became a unit of the Wharton School's Department of
Industry. Later, in 1968, it was renamed as the Department of Management. It is interesting
to note that Wharton School had a relevant role in the development of stakeholder theory,
as summarized by Freeman and Velamuri (2005), when recalling that some precursor
works of stakeholder theory were carried out over ten years through the Busch Center, the
Wharton Applied Research Center, and the Managerial and Behavioral Science Center. All
of them were department members of the Wharton School at the University of
Pennsylvania. It is worth noting that “the study of economic and social problems of
business” was the foundational mission of this school (1921). This mission was very close
to the topics of interest of stakeholder theory and it is not a surprise that Davis’s

contributions are in alignment with the future stakeholder theory.

24 The Industrial Research Unit of the Wharton School of the University of Pennsylvania was founded in 1921 as the Industrial Research
Department with a mission to "study the economic and social problems of business." Sponsored by the Trustees of the University and
financially assisted by the Carnegie Corporation, the Department worked in close relationship with a group of representative
Philadelphia firms, which furnished data for research and analysis.

in http://www.archives.upenn.edu/faids/upb/upb5/upb5_9ir.html#ref2085 (accessed May 10, 2014)

%5 In the archives of Wharton School are reported the following works “‘Code of Fair Competition for wool Textile Industry” (Gardiner
and Davis 1933), Production and Equipment Trends in American Worsted Yarn Manufacture, 1919-1932, (Davis and Brown, 1933),
Textile Markets, Their Structure in Relation to Price Research, (Kennedy and Davis 1939), Inventory Policies in the Textile Industries
series (Davis 1941), Wool and the War (Davis 1942), Economic Issues in Textiles (Davis,1945) in
http://www.archives.upenn.edu/faids/upb/upbS/upb5_9ir.html (accessed May 10, 2014).

%5 In the archives of Wharton School are reported the following works "Studies of the Industrial System" (1944), “Industrial Study of
Economic Progress” (1947) and "Economic History from Accounting Records” (1955a) in
http://www.archives.upenn.edu/faids/upb/upb5/upb5_9ir.html (accessed April 18, 2015).
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Hiram S. Davis (1947) in his work “The Industrial Study of Economic Progress”
intended the study of the conditions that stimulate or delay economic progress. It has its
origins in discussions of staff in the post-war program of the Industrial Research
Department. During the discussion it becomes apparent that “no more important objective
could be set for industry studies than that of increasing our knowledge of the conditions
which stimulate and those which retard economic progress” (p. vii). Some of the pillars of
stakeholder theory can be found in Davis’s work and that is why we consider him as one of
their precursors.

We start the review with the problem of stakeholder identification. Davis (1947)
had in mind the same concept that Freeman®’ (1984) and Clarkson (1995) used almost 40
years later. He was completely in agreement with Clarkson’s definition of primary
stakeholders. Davis listed six possible stakeholders in the distribution of the benefits
derived from an increase in efficiency. Davis named them as participants instead of
stakeholders but the definitions are compatible. In Davis’s words (Davis, 1947:95) the

participants were:

i) customers, who may receive their benefit in lower prices or improved
product, ii) wage or salary workers, who may receive their benefit in such
forms as higher wage and salary rates, bonuses of various sorts, and shorter
hours, iii) suppliers, who may receive higher prices for materials, iv) the
enterprisers and investors who may receive higher dividend rates (or an
increased equity in the business), v) the business itself, which may increase its
retained earnings, vi) the government, which will share through taxes any

benefit which accrues as profit.

Secondly, it is considered as a main point of interest for the economic progress
analysis (Davis 1947,1) that “the painful adjustments on the part of all those who are
associated with the production process” derived from progress jerks and rushes previously
mentioned by Schumpeter (1939). Davis indicated that the victims of the adjustment,
whether farmers, laborers, manufacturers or investors, want to seek protection. They look
for security. We consider that, in terms of stakeholder theory terminology, they are dealing

with the social effects of the achieved firm objectives regarding social economic progress.

27 Freeman recognize that stakeholder concept was not invented by him and he was only complilating the existing literature. Despite this
we note that he does not reference Davis in his work.
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It is interesting to note that Davis (1947) cites Professor Walker, who was in the service of
Australian government, calling for adding goals of a minimal standard of consumption and
improved working conditions to objectives of increased production and economic freedom
even at the expense of some freedom and some productive efficiency. It means that Davis
includes the notion of sacrificing efficiency in order to have an alternative benefit for
society. Finally Davis wondered (Davis 1947,2) “How far can we assure security and not
stifle progress, the creator of abundance?” and also mentioned “may this emphasis on
security aspects mean that we will unintentionally does not choke or impede progress?”.
Thirdly, Davis worried about the social cost of economic progress. He integrated in
his contribution a preliminary vision of the stakeholder point of view, particularly focused
on labor and re-employment because he was influenced by the long unemployment interval
of the 1930s. He had to admit that America had known economic progress through the
transition from an agricultural to an industrial and trade model. America experienced a
technological development leading to a higher level of consumption despite unemployment
and other social costs. Being fully aware of variability in the assessment of these social

costs depending on subjective matters, Davis declared (1947,11):

In seeking to read social cost qualification into the “progress” concept, we
are reacting in part to a group conscience which tells us that such costs ought
not to be, or at least are much higher than they should be. If this urge is
recognized, it becomes clear that “economic progress” should not be defined
in terms of some stated level of social costs, for, at best, that would vary with
the standards of each generation, and, at worst, would reflect personal

biases.

The accuracy of this assessment can be seen in the increase of sensitivity regarding
the social cost through the 20" century up to now. He mentioned that the economic
progress desired should come at the lowest social cost. Later we will discuss extensively
the notion of Davis’s concept of economic progress and the meaning of lowest social cost.

Fourth, Davis (1947,133) recognized the impact of technological developments on

stakeholders, we outline in the following paragraph:

Since economic progress involves shifting of men from one employment to

another, some persons may suffer considerable economic loss by the shift
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even when it occurs fairly rapidly. If the new jobs do not require the same
experience or skills as the old, those persons whose specialized experience
brought them relatively high compensation in the old jobs are most likely to
find re-employment only at new jobs carrying lower rates of compensation.
Economic progress can also mean great loss of income to the investors who
happen to own the particular facilities which are outmoded by technological

developments.

Fifth, Davis (1947,132) also included in his analysis the social cost of progress and
how it affects society in general. He identified as social costs the insecurity of jobs and
income, and changes in social relationships of individuals and families, changes in the way
of life of a whole community or in the social and political organization, and changes in the
social standards and traditional values of the whole society when economic progress is
achieved.

Finally, he discussed the potential wasteful use of natural resources to achieve
progress. He mentioned the importance of the relationship between progress and the use of
natural resources. Furthermore, he thought that the use of natural resources ceased to be
part of the study of the cost of progress and became a part of the study of the conditions of
productive efficiency because at the end of the day, the increases in productivity shall
mean a more rational use of natural resources and less waste. Wasteful practices
incorporate in the discussion the responsibility towards the environment. Inefficiency in
the production process, for instance regarding energy inputs, leads to the use of extra
resources that could be saved using efficient technology or work organization. Applying
this philosophy will keep the use of the environmental resources needed to manufacture the
goods more effective. As Davis mentioned (Davis 147,141) in the US (Ducktown,
Tenesee), and as can be seen in the rest of the world, progress has frequently damaged the
environment and spoiled natural resources. No less important is the prohibition of unsocial
practices that lead the decisions of the firm towards corporate social responsibility which,
as we know, has also been a main axis in the stakeholder theory.

We consider, as Davis did, that firms are value creation engines and that it is
necessary to preserve them to achieve the social economic progress of society. As a

consequence the firms have to be sustainable when achieving their objectives.
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Sustainability™ and social responsibility of the firm have been discussed extensively in the
literature, including stakeholder theory®. It will be a contribution of this chapter to define
how these concepts can be interrelated®®. Furthermore, we seek the clarification and
definition of sustainability of the firm and how the sustainability of the firm®' is related to
social economic progress. It is interesting to note that Pezzey and Toman (2002)
concluded, after reviewing twenty five years of journal articles about sustainability, that

there is a lack of common understanding about this question®”. It is proposed that firm

%8 Perrini and Tencari (2006) note that a company creates value when it adopts a managerial approach which is sustainability oriented. A
company oriented in that sense is the one that develops itself over time by taking into consideration the economic, social and
environmental dimensions of its processes and performance. In this perspective, value creation processes are broad and shared and
meet, in different ways, the stakeholder expectations. Figge and Schaltegger (2000) outlined that is possible to make a shift in the
generally adopted notion of value by introducing the concept of stakeholder value. Thus the sustainability of a firm depends on the
sustainability of its stakeholder relationships. It should be considered not only shareholders, employees and clients. It should be added
the suppliers, financial partners, local, national or multinational public authorities according firm’s size, community and civil society in
general (Perrini and Tencari 2006). They suggested that by adopting this stakeholder view means rethinking the nature and purpose of
the firm. In this relational view of the firm the success of managerial efforts cannot be measured according a shareholder perspective, but
only by adopting a more holistic and comprehensive stakeholder framework.

29 To understand if the firm and stakeholder relationship is sustainable we need to be able to recognize after the analysis if the firm is
performing like a firm optimizer, stakeholder optimizer or conversely it is being optimized the complete system at the same time in order
to be sustainable. It is interesting to note looking the system from the point of view of the firm (Wheeler, Colbert and Freeman 2003)
that it could be distinguished three levels of corporate culture with respect to organizational attitudes to stakeholders and the creation of
value:

. “Compliance culture”. The organizational unit is not specially engaged with its stakeholders but where basic societal norms
are respected and thus the organization seeks to avoid the destruction of economic, social or ecological value.
. “Relationship management culture”. The organization recognizes the instrumental value of good relations with immediate

stakeholders (customers, workers, communities and business partners) and seeks to provide what value is appropriate in each
case, within the limits of what is possible and usually after demands of investors are satisfied.

. “Sustainable organization” culture. The organization recognizes the interdependencies and synergies between the firm and its
stakeholders. Seeks to maximize the creation of value simultaneously in economic, social and ecological terms.

Each of these three levels represent a different “stakeholder approach” and can be correlated with different definitions of corporate social
responsibility going from the idea of “everything should be legislated” (corresponding to the first level) to the concept derived of a depth
understanding of the nature of value for the firm and its stakeholders (third level). The authors also coined the “value-based networks”
to acknowledge that stakeholders are sometimes grouped in key networks with a common sense of what is valuable. The process of
defining value is fundamentally pluralistic and iterative and the business firm is a key player in the construction of what we may one day
recognize as a viable, sustainable society. These observations have potentially profound implications for the nature of business
(Wheeler, Colbert and Freeman 2003).

30 Within the stakeholder theory, as Donaldson and Preston (1995), Clarkson (1995), Post, Preston and Sachs (2002) stated a company
can last over time if it is able to build and maintain sustainable and durable relationships with all members of its stakeholder network.
Post, Preston and Sachs, (2002) noted these relationships are essential assets that managers must manage and they are ultimate sources
of organizational wealth.

%1 The concept of corporate sustainability has been defined as “the capability of an organization to continue its activities indefinitely,
having taken due account of their impact on natural, social and human capitals” (AccountAbility 1999:94 cited in Perrini and Tencari
(2006)). When transposing this idea of sustainability to the business level can also accordingly be defined as meeting the needs of a
firm’s primary and secondary stakeholders without compromising its ability to meet the needs of future stakeholders as well (Dyllick
and Hockerts 2002). Bebbington (2001) revised the accounting literature to check if sustainable development concept was used in a way
which equates with “good environmental management” and realized that the international development literature using sustainable
development was addressing the question about what kind of economic system would lead to everyone’s need being met in an
environmentally sustainable society and socially just society.

82 Summarizing they concluded that there is:
i) no consensus about what constitutes the sustainability objective
ii)  differentiation of the efficiency and equity concepts is needed and the need to maintain this distinction when analyzing issues
related to the long-term economic progress and the natural environment,
iii)  economic analytic framework contains presumptions about the prospects for both resource-augmenting technical innovation
and resource substitution but the empirical foundation underneath the assumptions is not as strong as it could be
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sustainability is achieved when firms retain (at least part of) the value created. We will
discuss later the background of the concept of sustainability and its relationship with social

economic progress.

4.2.2. Hiram S. Davis and Economic Progress

In this section we retrieve the theoretical framework of economic progress exposed
by Davis. As far as we know, the contribution of Davis related to economic progress has
not been analyzed in depth. Retrieving Davis’s contribution we can shed light on the
debate about what the social responsibility of the firm should be and how this behavior
contributes to the social economic progress. We consider that it is worthwhile analyzing
his contribution regarding economic progress seventy years later and seeing how it can
help in the understanding of social economic progress.

We start the discussion with a short review of the theories about economic progress
contemporary to Davis. To Professor Chester Wright, economic history is the history of
economic progress (Davis 1947:4) and as he had previously stated (Wright 1938:689) “the
economist looks upon economic history as primarily a study of how a given people have
proceeded in their endeavors to supply their economic wants, as an analysis of the means
they have employed and the institutions and economic order they have evolved in their
effort to raise their standard of living”.

To put into context what the discussion about economic progress was during the
time of Davis, we refer to Hansen (1939) who analized the previous contributions
regarding economic progress. He outlined that Adam Smith identified population growth
as at once a consequence and a cause of economic progress. In terms of Adam Smith, the
increment of division of labor increases the productivity that results in an enlarged revenue
and stock. As a consequence, there is an improvement in salaries and the subsequent
increase in demand. These factors would lead to economic conditions favorable for
population growth. Thus, population growth stimulates progress and this, in turn,
stimulates further growth and expansion. Conversely, the pessimistic analyses of Malthus
and Ricardo were focused on the limitation of natural resources and the danger of an
increasing population. Following that increment the real income would be reduced to a

bare subsistence level.

iv)  the dearth of empirical work on what sustainability might mean for economic and environmental valuations and the continued
lack of concrete understanding of what “sustainability policies” might entail in practice.
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Hansen (1939:3) considered as “constituent elements of economic progress: (a)
inventions, (b) the discovery and development of new territory and new resources, and (c)
the growth of population”. He also remembered (Hansen 1939:3) “The earlier economists
were concerned chiefly with the effect of economic progress upon the volume of output, or
in other words, upon the level of real income. For them economic progress affected the
economic life mainly, if not exclusively, in terms of rising productivity and higher real
income per capita”. As an example, Fagan (1935) proposed a fairly broad definition of
economic progress as moving forward towards “increased production accompanied by a
better quality of goods; by a decrease in the relative expenditure of life, labor, and natural
resources necessary to produce them; and by an even wider distribution of the resulting
wealth®®”. Nonetheless Davis criticized Fagan’s definition on the ground that it omits
“greater economy in the use of productive factors,” (Davis 1947,6) which Davis argued is a
more fundamental factor in economic progress than expanding output, “for it is only by
means of greater efficiency in per unit output that total output can outstrip population
growth” (Davis 1947,7).

Hansen (1939:3) also reflected the belief about the risks of economic progress of
that moment “Not until the very end of the nineteenth century did an extensive literature
arise which stressed the role of economic progress as a leading, if not the main, factor
causing fluctuations in employment, output, and income”. Hansen (1939:3) reported the
worries about full employment of productive resources when explaining “the role of
economic progress in the maintenance of full employment of the productive resources has
come under consideration. The earlier economists assumed that the economic system
tended automatically to produce full employment of resources. Some unemployment there
was periodically, owing to the fluctuations incident to the business cycle; but in the
upswing phase of the cyclical movement the economy was believed to function in a
manner tending to bring about full recovery-maximum output and employment”. Davis
took into consideration, as one of the main points of his analysis, the re-employment of
resources.

Ayres (1944) also contributed to the discussion proposing that in order to achieve
economic progress it is sufficient to have productivity growth. Davis adopted the concept

but added some more necessary conditions that shall be taken into consideration because,

33 Cited by Davis (1947: 5)
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as Davis (1947,12) stated, productivity growth is not enough to guarantee economic
progress.

Retrieving the central thinking of Davis (1947), economic progress means
“increasing the productivity accompanied by a distribution of the resulting gains so
complete that they are shared by every member of the community and accomplished
without any idleness of men or machines, or wasteful or unsocial practices” (Davis
1947,9). What he really meant by increasing productive efficiency leading to a higher level
of consumption is increasing efficiency which is accompanied or followed by an
expanding production of goods and services. In other words, the agents of production
released from one employment by improvement methods, sooner or later find another thus
making a further rise in the total output of all goods and services possible. Thus, in Davis’s
words, “the research about the conditions of economic progress should center on those
which make for a) increasing productive efficiency, b) relatively rapid re-employment, and
¢) balanced distribution and use of the income” (Davis 1947,12).

The starting point of Davis’s thought indicates that the worth created by the firm** is
only the part corresponding to the gains of productivity. Davis (1947, 7) pointed out that
only the productivity increments will lead to an increase in the absolute quantity of

economic worth.

When we referred to increased production being obtained by greater economy
in the use of productive agents, we simply meant more units of output for a
given use of labor, capital equipment, managerial talent, materials and other
factors. To the extent that such savings can be made through new or improved
processes, new or improved methods of work and organization, or improved
quality of productive factors, it is possible to secure a larger output of the

same goods or of different goods, as society may choose.

On the other hand, it is interesting to note Davis’s list of business improvements
can be classified as technical or economic change. Hence, technical change, and related
increase in productivity, is presented as the main driver of economic progress. Shumpeter

(1934) made the initial contributions to the theory of economic development and value

* Tt is worth noting that the created value concept used by Davis differs from the concept we have used in chapter 2 and chapter 3.
Davis’s worth is much more restrictive as it only considers productivity as a factor that contributes to the value creation. We remind you
here that we have considered as value created the sum of the quantity effect, the willingness to pay effect and the decrement of profit as
stated in section 2.3.3. We will later adapt the methodology and value created definition to Davis’s concept in order to proceed with the
discussion of economic progress.
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creation through the process of technical change and innovation. He introduced the concept
that some rents become available to entrepreneurs when a technological change is
introduced (Shumpeter 1942). Teece (2000) remarked that there is no doubt that
technological innovation is the primary driver of economic growth. Nadolny (2010)
reviews the rich tradition of economic literature that explains how and why innovation is
fundamental to the competitive success of firms. Innovation includes not only technical
change to a product or process, but new and better approaches to marketing, distribution
and servicing. Nadolny (2010) summarizes that innovation should result in greater
productivity because a larger quantity or a better product is produced. Innovation allows a
firm to pursue a business strategy focused on cost as it makes it feasible to achieve more
output per unit of labor or capital. It also allows a differentiation strategy because new or
higher quality of goods or services can be produced, leading to an increase in the price of
the output per unit of factor input (Porter 1990, Silverberg and Verspagen 1994). It has
also been stated that firms that achieve higher productivity increase their propensity to
access distant markets (Fagerberg 1994, Wakelin 1998). Despite the impact of innovation
on the performance of the firm, Teece (2010) notes that how and why some firms tap into
technical opportunities remains enigmatic. We have to add, as Davis did, that innovation
and technological change lead to some relevant social collateral effects that have to be
taken into consideration and they oblige firms to position themselves and to behave
accordingly in front of the stakeholders. Some firms will try to maximize their own profit
regardless of other matters and some will take a socially responsible approach taking more
care of their stakeholders.

Davis also considers as a source of economic worth the increase of output price, but
only when it reflects an increase in the quality of the product. In that case the firm is not
using its capacity of influence. Conversely, when the increase of output prices is achieved
using its capacity of influence, it is only a rent transfer from the consumer to the firm.
These transfers cannot be considered as created value that leads to economic progress. For
clarity of the analysis we are not going to consider explicitly the issue related to the quality
of goods.

Davis’s condition related to the quick re-employment of resources drives us to an
interesting turn of our discussion. When this aspect is considered from the perspective of
the firm we realize that the current economic theories defend that the firm has to be as

efficient as possible in order to maximize profits and survive in the long term. In this
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framework it seems to be completely justified to adjust the resources in order to achieve
this objective because if the firm does not adjust its resources it is likely to end up as

Scherer and Ross (1990, 48) stated:

No matter how strongly managers prefer to pursue other objectives, and
no matter how difficult it is to identify profit-maximizing strategies in a
world of uncertainty and high information costs, failure to satisfy this
criterion means ultimately that a firm will disappear from the economic

scene.

When the stakeholder point of view is added to the discussion, particularly when
the affected stakeholder is labor, the justified adjustment of resources means more people
unemployed and social aspects have to be taken into consideration. The desired social
economic progress is not achieved if unemployed people have difficulty in being
contracted again in other new productive alternatives. This known mismatch affects social
economic progress, as Davis introduced, and it seems reasonable to discuss what can be
done to make the lateral displacement of labor from one sector to another as easy as
possible. It is also no less important to take the right social measures when the economic
cycle is in the recession phase when demand falls. In this case, as we usually observe in
most economies, the impact is not negligible and any measure to avoid an extension of the
recessive phase should be taken as a part of the sustainability and social responsibility
discussion.

In the next subsections we analyze the implications of Davis’s concept of economic
progress for social economic progress not only considering the productivity aspects. As
Davis proposed it will include the implications of the second condition, the reemployment
of resources, particularly when discussing human resources. Moreover, we consider the
delay in re-employment as an additional social cost to be considered as it can be
understood as a source of social inequality. The third condition, related to the balanced
distribution of the created worth, will drive us to the analysis of the value distributed or
captured. It is relevant which stakeholder is able to capture value, the value that remains in
the firm, in order to guarantee its sustainability, and finally which part of the created value
is still available to be distributed to the rest of the stakeholders. For that purpose a balanced
distribution is a necessary condition. As we have previously demonstrated, the dynamics of

influence are variable and can strongly affect the ideal balanced situation where all
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stakeholders and firm receive part of the created value. We analyse these implications in
the next section.
In order to finish this section we introduce our definition of Social Economic

Progress which is stated as

Definition of (firm contribution to) Social Economic Progress:

A firm is contributing to social economic progress when it achieves an increase in
productivity and the created wealth from the productivity gains is redistributed following a

balanced strategy, at the lowest social costs.

It is worth mentioning that we do not mention re-employment in the definition of social
economic progress because we consider that re-employment by the firm is included in the
more general condition of “at the lowest social cost”. Re-employment is an example of
what the firm can do to minimize unemployment, one of the important sources of
inequality and social costs. Re-employment by the firm, as an option to minimize the social
cost of unemployment and inequality, has merited little attention in the literature We

review in more detail the implications of re-employment in section 4.6.
Furthermore, we include, as a remark, an extension of this definition

Remark

A firm is called socially responsible when it contributes to social economic progress.

4.3. Methodology

In order to make the concepts we have been discussing in the previous sections
operative, we describe here the methodology we will use to develop the theoretical
framework regarding social economic progress. Davis introduced the option of economic
progress analysis to different levels of aggregation going from national to a single plant
which he did not pursue. We have selected the firm, as unit of analysis, as relevant for our
discussion as we consider that more aggregated levels are the additive consequence of
single firm contributions to social economic progress. However, the methodology that we

introduce can be applied to any level of aggregation from national / sectoral to firm level.
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4.3.1 Productivity and value creation

We introduce the methodological notation where an output quantity vector of a firm
is expressed by y = (1,...,vi) € RY and its price vector by p = (p1,...,ps) € RY,; an input
quantity vector is expressed by x = (x1,...,xy.;) € RY~1 and its price vector expressed by w
= (Wi,...;,wn.;) € RYF1. We have omitted the firm's subindex by way of maintaining a
simple notation. When more than one firm is involved in the discussion, we will use the
corresponding subindex to differentiate them. The set of technologically feasible
combinations of output vectors and input vectors is given by the production set 7 = {(y,x):
x can produce y}, which is assumed to be closed and bound and to satisfy monotonicity and

no assumption of free lunch (Kumbhakar and Lovell 2000).

We define operating profit 77 as the difference between the sales revenue p'y = Xp,ym

and non-capital expense wy_;Xy_1= Lnzi WpXy,, and so 7= 2p,ym— 2n_iw,x, 2 0. We

consider two time periods indicated by superscripts ¢ and 41 on variables.

A subsequent work by Davis (1955), which complements his 1947 work, explores
the notion of productivity and productivity gains and is based on the concept of investor
input. The central idea is that a firm’s operating profit is considered a return, positive or
negative, to investors, who allocate it to depreciation, amortization, interest, taxes and
retained earnings™. Grifell-Tatj¢ and Lovell (2015) have studied the theoretical
implications of this approach that we follow and borrow the notation.

Davis (1955) treats operating profit as a gross return to capital, and so 7 = p'y —
Wh_1xXy_1 =rK=r=(p'y —wh_1xy_1)/K 2 0, r being the gross rate of return to capital.
Davis expresses investor input, which generates 7— rK = p'y - wl_,xy_1— rK = p'y — w'x

= 0. The change in (7— rK) between periods ¢ and #+1 can be expressed as

(2" = KRG — (7 = 'K = [T = )~ Wi G - i)~ (RE - K)

i [yt+1T(pt+1 P — xR (wEL - wh ) - Ké“(r’ﬂ -M]

4.1)

33 Davis treats depreciation and amortization as a cost of capital, and defines operating profit as earnings before interest and taxes
(EBIT). We simplify the analysis by defining operating profit as earnings before interest, taxes, depreciation and amortization
(EBITDA).
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in which Kt*1 is the deflated value of period #+1 capital. The first term on the right side of
the equality in (4.1) is a quantity effect, and the second term is a price effect, each showing
the impact of quantity changes and price changes. Since the change in (7 - rK) is zero by
construction, the price effect is the negative of the quantity effect, showing a sort of duality
between prices and quantities.

The quantity effect has Laspeyres’® form, with quantity changes weighted by period
t prices (one of which is 7, the period ¢ gross rate of return to capital), and the price effect
has Paasche form, with price changes weighted by period #+1 quantities (one of which is
K{*1, the deflated period #+1 capital stock). Since (7 — #K') = (Z" — K1) = 0 we can

write the quantity effect as a Laspeyres productivity effect.

ptTO/t+l ) W[T(xt+1 xN 1) _ r( t+1 Kt) ptT t+1 vtht+1’ (4.2)
where W = (wi,...,wx, 7) and X' = (1, xbtL KETY). Additionally, we can express
(4.2) as

pzTyzH . VvthtH — 1\//VthtJrl[(pzTytH/ptT t)( sz/vtT t+l) 1]
=wix"(v/X,) - 1], (4.3)

in which ¥, = py'"'p'"y' is a Laspeyres output quantity index, X; = w'x""A'"x" is a
Laspeyres input quantity index, and Y;/X, is a Laspeyres total factor productivity index.

Y,/X, 2 1 signals productivity growth, stagnation or decline, and scaling [(Y,/X,) — 1] by

WX generates py'™! — WX 2 1, the value created by productivity change’’. Thus

Davis’s practice of expressing investor input ensures that the quantity effect coincides with
the productivity effect. This makes the negative of the price effect a dual productivity
effect. The concept of a dual price-based productivity index apparently was introduced by

Siegel (1952). Fourastié (1957) was a prolific user of a dual productivity index.

% The Laspeyres approach has been followed to give clarity to the explanation but it can be generalized to a Bennet approach as we
have done in chapter 3.
37 This metodology can be extended using Bennet index but we have choosen this approach for the sake of clarity in the explanation.
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4.3.2. Balanced distribution of created value

The second condition of social economic progress states that the distribution of the
created value shall be balanced. Davis did not define the term balanced, but the term is
consistent with his clearly expressed desire that each recipient group receive a positive
share of the value created”®. Expression (4.3) measures value creation in the sense of
Davis; it shows how productivity changes: Y;/X|, are transformed into money by the firm.
This value generated, in economic worth or productivity bonus, is distributed. We use

(4.1), (4.2) and (4.3) to obtain (4.4)

T b+l [( ) 1] —ytHIT (pt+L by oy BT (g By 6 KRRt — gt

(4.4)

When Y,/X; > 1 = Wx"'[(Y,/X,) — 1] > 0, which measures the value created by
productivity growth to be distributed to the stakeholders appearing on the right side of
(4.4). The three groups of beneficiaries are consumers, suppliers of inputs (including
capital) and investors. This process of distribution occurs through output prices, input
prices and the return to capital in the firm. Furthermore, expression (4.4) makes operative
the view of Davis that the main mechanism of distribution of the generated worth is
through prices.

Consumers capture value generated by productivity growth, if p"*' < p’ implies that
"™ — p" > 0. In general terms, price reductions are expected to result from
competitive pressure in product markets, unless of course the firm has bargaining power
gained through product market power that enables it to avoid price reductions. As we note
in Section 4.2.2, Davis (1947, Ch. VII) considered price increases as a source of economic
value only when they are associated with higher quality or a broader range of products.
Analysis of value capture by input suppliers and investors proceeds similarly, with
w > w and ¥ > #, and with similar quality and bargaining power caveats.

It is a matter of interest the capture of worth coming from different stakeholders
involved in the distribution process. It is particularly remarkable when the capacity of
influence of one stakeholder is great enough to capture all the value generated. In that case

no value will remain for distribution to the other stakeholders. This fact has relevant

% Davis (1947; Chapter 7) identified six recipient groups: customers, wage and salary workers, suppliers, investors, the business itself
and the government. We group wage and salary workers and suppliers in x§ T (w§™, — w§_;) and we group investors, the business

itself and government in K§' (rt+? — rt).
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consequences because in this scenario social economic progress cannot be achieved. All
the generated value is going only to one stakeholder and the others do not receive or
capture any part of the distributed worth. In the case of suppliers any increase in the price
of raw materials will have the effect of transferring economic value to them. The suppliers
will look for different strategies to increment their part of the value captured (for instance,
increasing the quality of goods, using their negotiation power, trying to be monopolistic or
giving additional services in order to become differentiated from other competitors and
therefore increasing their capacity of influence).

The last term is related to the investors. However the term expresses the mechanism
of distributing worth to investors through the increment of (+*"'—). The r shows the
retribution of the stock of capital invested in the company. The amount of the worth
retained by this stakeholder through the returns will also be linked to the concept of
sustainability of the firm as we will see in section 4.4.

Our definition of a balanced distribution of created value is consistent with Davis’
desire.

Definition of balanced distribution: The distribution of created value is balanced when
each group of stakeholders receives a positive share of the economic value created by the
firm, so that —=yt*1T (pt*1 —pt) > 0, xy_ 1T (wy-1 1 — wy_4©) > 0 and K{H (' - 1) >

0.

This definition does not require that all output prices decline or that all input prices
increase. It requires only that each stakeholder group benefits from productivity growth.

Davis anticipated that positive values on the left side of (4.4) would lead to an
increase in investment, and an increase in the demand for goods and services throughout
the economy, both of which would spur re-employment of resources displaced by
productivity growth. Other distributions are possible, and have been proposed. Davis
discussed, without advocating, three such proposals, that the productivity bonus go largely
to labor, or largely to consumers, or largely to investors. As a practical matter, however,
the distribution will be determined by the structure of the relevant markets and the
negotiating abilities of market participants.

Although it could seem at a first glance that the balanced distribution is an easy
requiriment to fulfil, there is evidence that this condition is not frequently fulfilled. As an

example, Stiglitz, Sen and Fitoussi (2009) noted “the increase in average working time
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may be itself the consequence of the society’s malfunctioning. If inequality becomes
pervasive, the number of persons who have to work harder to ensure their living may
greatly increase: [...] they may claim that they have no choice but to work harder (though
of course they could, were they willing to accept a much lower standard of material
consumption than other citizens)”. In other words, they would have to accept a decrease in
their salary per hour to ensure their living. In that situation, they are not participants of the
distributed wealth. Consequently, this is a cause of inequality and the pursued social

economic progress is not achieved.

4.4. Sustainability of the firm

The sustainability of the firm is associated with the economic worth created and the
part of this worth that the firm is able to retain. Davis did not deal with sustainability. To
analyze the concept of sustainability we will use the expression (4.4) particularly the left
hand side that measures, in monetary terms, productivity variations. The right side shows
separately the different stakeholder groups that can be recipients of value distribution.

We start first considering the situation of productivity decline ¥;/X; < 1. In terms of
Davis this means that the firm is destroying value. But even if Y, /X, < 1, investors can still
be in a position of retaining value, in other words, it is not compulsory that they lose worth
(KEHY ("' = ) < 0). This situation could happen if Y, /X, < 1 but the customers pay more
for the same goods p'™' > p' or the suppliers are paid less for the same inputs w'™' < w'. It is
relevant in terms of sustainability of the firm to note that when Y;/X, < 1 the value retained
by investors occurs through a value transfer from other stakeholder groups™. The firm,
through the productivity effect, is not contributing to its own sustainability. We consider
that this situation is worse in terms of sustainability than when Y;/X; > 1 because the worth
captured by the firm through the investors is only depending on the capacity of influence
and not on its internal efforts and capabilities. We consider that the capacity of influence of
the stakeholders over the firm through time can be conditioned by different circumstances
and each scenario requires a detailed study as has been done in the previous chapters.

We start thinking about what happens if the investors retain all the value generated

through the left hand side of the expression (4.4) when Y;/X, > 1. All the effort made by

% We remember here that in the second and third chapter the rents transfer is considered as part of value creation following the approach
of willingness to pay. Davis only considers value creation the contribution of productivity.
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the firm in order to achieve new or improved processes, new or improved methods of work
and organization, or improved quality of productive factors remains for the shareholders.

The retention of this value contributes to the sustainability of the firm.

Definition of Firm Self-Sustainability:
The firm is in a situation of “firm Self-sustainability” when the shareholders retain, at

least, all the economic worth that the firm has generated through productivity.

We can represent the condition when the investors retain, at least, all the productivity

effect as:
K& =) = Wi/ - 10 (4.5)

Only one stakeholder, the investors, receives all the created value. The rest of the
stakeholders (consumers, suppliers and labor) receive no benefit from the value created by
the firm. If expression (4.5) is a strict inequality, investors are not just capturing the value
created through productivity growth, they are also capturing value transferred from
consumers, suppliers and/or labor due to its capacity of influence. It describes the best
result for the investors and consequently for the sustainability of the firm, although there is
no social economic progress because the distribution of value is not balanced.

After the review of the firm self-sustainability concept we introduce the concept of

firm sustainability. We define:

Definition of Firm Sustainability:
The firm is in a situation of ‘firm sustainability” when the economic worth created by
the firm through productivity is distributed to the investors as well as other (one or

more) stakeholder groups.

Now the economic worth is distributed to investors and to one or more stakeholders
and this implies that the investors retain less worth than generated by the firm. Some other
stakeholders are able to capture part of the economic worth. We can express this condition

as:

WX (/&) - 11> KEG —/) > 0. (4.6)
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In this case investors receive less than all of the value generated by productivity
growth, leaving some remaining value to be distributed to the remaining stakeholder
groups.

When all the generated value is distributed among the stakeholder groups other than

investors we reach a situation we call alert of sustainability. This situation is defined as:

Definition of Alert of Sustainability:
The firm is in a situation of “alert of sustainability” when the economic value
distributed to the remaining stakeholder groups excluding investors exceeds or is

equal to the value created by the firm through productivity, so that

WIXM(YL/XL) - 11> 0, but KG* (' = 1Y) <0. 4.7)

It is worth noting that in a situation of alert of sustainability the firm is still creating
value. The sustainability of the firm is threatened. This is expected to be a transitory
situation as the firm knows that it must react quickly to generate wealth from other sources
(i.e. pushing down the prices of raw materials or increasing the prices of sold goods).

. .
o4 — 4y = 0 we consider the

When the expression (4.7) is equal to zero K¢
particular situation as Metastable equilibirum®’of sustainability. It implies that investors do
not receive any of the value created by the firm but they do not contribute.

When discussing social economic progress and its relation to the different types of
sustainability, some relevant conclusions can be derived from the previous definitions of
sustainability. When condition (4.5) of sustainability is satisfied there is no social
economic progress because the distribution of created value is not balanced. None of the
stakeholder groups, except investors, receive any part of the created value. This closes the
option for social economic progress. In the situation of alert of sustanibility there is no
possibility for social economic progress. In these situations, the investors are not part of the
group that receives the economic value created by the firm.

The conclusion is totally different in the firm sustainability scenario, which is the
only scenario that opens the possibility to having social economic progress. It occurs in a

situation where all the relevant groups of stakeholders are receiving a portion of the created

value. As a concluding remark the following should be stated:

* We borrow this concept from Physics. Metastable equilibrium implies that the body is in equilibrium but any influence from the
environment displaces the equilibrium to a new state.
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Remark:

Social Economic Progress is only possible when the firm is in the situation of Firm

Sustainability.

To complete this argument it has to be said that the firm can be in the situation of
firm sustainability due to its own decision when deciding the part of value to be distributed

through prices or due to market or/and stakeholder influence.

4.5. Social created value

Stiglitz, Sen and Fitoussi (2009, 6) outlined “there is a broad consensus that we need
better metrics and that we need to understand the limitations and uses of existing metrics”.
They noted that people deciding about social economic progress are almost flying blind
due to the lack of good metrics, particularly because social aspects are out of the economic
performance measures. Here, we introduce the impact of social aspects associated with
productivity growth when measuring value created. We remember the discussion
mentioned in section 4.2.1 in order to introduce the social aspects to be considered in this
section. We take into account that there are social aspects that might favor or reduce social
economic progress depending on if they result in an increase or a decrease of the total
value created. Davis remarked on some of these social aspects caused by productivity
growth. He mentioned the painful adjustments associated with changes in the production
process. He observed the social impact as a result of changes in social relationships of
individuals and families and changes in their way of life. Davis mentioned the inequality
due to the loss of jobs. He noted the insecurity created by the displacement of the working
force from one employment to another, for instance, due to automatization. He emphasized
that this job migration creates an economic loss even if the shift is fairly rapid. Due to its
importance, we deal in more detail with this re-employment situation in the next section.
We acknowledge that some of the costs can be related to externalities. Environmental
aspects are an example that currently have gained a lot of attention, particularly due to the
greenhouse effect. Davis mentioned but did not put the focus on wasteful use of resources
and the care of the environment but Stiglitz, Sen and Fitoussi (2009) have put more
emphasis on the depletion of resources and degradation of environment. They concluded
that a measure of social economic progress shall include the quality of life and its

subjective determinants, the sustainability of growth and the environment.
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In order to make operative the consideration of social aspects, we define profit
including social aspects (775) using the same terms that we have used in section 4.4.1. but
including a term related to social costs. We define e’ = (ey, ... e) € RE as a positive
quantity vector that originates social costs and s” = (s; , ... , s¢) € RE, where s'>0isa
price or unitari cost vector related to these quantities. When the price is associated to an
externality, the price is a shadow price. Then, the term that defines the social costs is s”e.
Moreover, the profit including social aspects is defined as 75 = Ep,ym — Eh_iw,x, — rK —
sTe, where the social cost s’e is an additional cost to be discounted to the revenue which

makes 75 negative. We calculate the change in the social profit 7zg between ¢ and #+1 as

7 = [0 )~ Wi G - xR - K s - )

+ [ytﬂT(sz ) xt+1T(Wt+1 W]fl—l) _ K(t):+1(rt+l _ I’t) _ et+1T(Sz+1 _ St)],

(4.8)
that can be rewritten using expression (4.3) as
ptTyt+l T T ety = (YR, — 1] = 5T = &)
=X (v/Ky) - 1] - 5" (EL—1) (4.9)

The left side of expression (4.9) quantifies the social value created by the firm and the right
side explains which part of this social value comes from productivity or/and social quantity
change. The objective of the firm, in order to contribute to the social economic progress,
shall be to increase the value creation through productivity gains and the reduction in the
quantities associated to the social costs. The social quantity index defined as E; =

Te™/se! is a Laspeyres quantity index associated to the quantities that generates the

social costs, where E; 2 1. When E; < | indicates a reduction in the quantities that generate

social cost, £, —1 < 0 express it as a percentage of decline, and — s”¢/(E, — 1) > 0 translates
this percentage in created monetary value. This means a positive contribution to the value
created of the social term. When E; > 1 means that the quantities that generate social cost
increase and, consequently, this increase creates additional social cost (- s”¢'(E, — 1) < 0).
Finally, when E; = 1 implies that no change occurs between the quantities of period ¢ and

t+1 (¢ = ¢)" and the contribution of the social effect to the value created equals zero.
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To clarify the different situations that can happen regarding social value creation, we

have constructed the Table 4.1.

Table 4.1. Value creation considering social costs

Social quantity index
E <1 E; > 1

v NW NE
g X_L >1
= L Wi (/X)) - 11 -s"eE-1)>0 - g
e W /Xy) ~ 1] -5 e (B~ 1) 20
=
2 |y SW SE
) 7L <1
> L .

WY, /X)) — 1] - sTe(E~1) 20 WX (Y /X)) - 1= s"e(E,- 1) <0

Table 4.1 shows the four possible quadrants (NW, NE, SW, SE) defined by the results of
the productivity index and the social quantity index. The table does not consider the
uninteresting case in which the indexes take the value equal to one.

We start considering the best possible situation (NW), in which there are productivity
gains (Y, /X, > 1) and, at the same time, reductions in the quantities (E; < 1) that produce
the social costs. We name this scenario strong value created as both terms contribute to
value created. We consider it is a good practice that public policies are oriented to favor
this situation. As an example, we mention the policies oriented to boosting organizational
changes that favor productivity increases and are designed to reduce accidents at work and
absenteeism.

In contrast, the SE quadrant of Table 4.1 shows the worst case, in which there is a
productivity decline (Y, /X,< 1) and, at the same time, an increase (E; > 1) in the quantities
that produce social costs. As a first example, we consider the scenario where a firm
abandon, for any reason (i.e. cost), an efficient and safe technology. It adopts a cheaper
alternative which increases labor accidents. A second example can be a situation of
technical obsolescense. For instance, we consider a logistic fleet of trucks that is not
replaced in due time. As a result, the fleet gets old, the productivity drops mainly due to

loss of engine efficiency and consequently an increment in carbon dioxide emissions takes
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place, affecting the environment. Both situations are destroying economic value through
productivity decline and, additionally, they are increasing the social costs. This scenario is
unacceptable from a social economic progress perspective and it should be avoided.

What the SW and NE quadrants have in common is that we can not guess in advance
if the result of the sum of productivity and social effects will be value creation or value
destruction. In the SW we consider a productivity decline (Y, /X, < 1) but a simultaneous
reduction in the quantities related to social costs (£; < 1). We consider the example of
implementing an environmental management system and a technology that reduces the
contamination but needs additional environmental controls. It results in an overall
productivity decrease due to the extra need of resources. It has been a matter of debate if
policies, processes or innovations that imply losses in productivity but improvement in
social aspects have to be favored. As an example, we refer to the 1980s where the
introduction of antipollutant technology in electric power manufacturing centres reduced
their productive efficiency. Nevertheless, the consolidation of that technology in the sector
and the extension to other industrial sectors demonstrate that the social benefit achieved
compensates the loss of productivity

The last quadrant, NE, represents an increase in the productivity (Y;/X;> 1) and a
simultaneous increase in the quantities related to social costs (£, > 1). We recognize that
this combination is not an infrequent situation. For instance, when a firm adopts a more
productive technology based on organic fuel that increases the emission of carbon dioxide
contamination that finally results in an increment of the greenhouse effect. Moreover,
increases of productivity due to outsourcing and offshoring processes might increase
transport needs and result in additional pollution related to the logistics of intermediate
materials. Another example that fits in the NE quadrant, and we analyze in the next
section, is a technical change. It increases the productivity of the firm but results in a
reduction of employees needed and increased social costs in the case that it causes higher
unemployment. The desirable objective would be that the increments of those social costs
are lower than the productivity gains.

On the other hand, to discuss the distribution of value created when including the
social aspects to the different stakeholders we equate created value (left side) with

distributed value (right side). Then we obtain expression (4.10).
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WX (/X)) — 1] -sTeE,~ 1) =
_yt+1T(pt+1 _ pt) + xlfltllT(Wlfltll _ WIEI—l) + K5+1(Tt+1 _ Tt) + etT st+l 7st) + 7Z_Sz+1 B 7TSZ
(4.10)

This expression that shows social value created and its distribution presents some
limitations in its interpretation. We note that each of the two terms of the left side of
expression (4.10) are related to a different group of stakeholders. First, as can be read in
expression (4.4), the productivity bonus is distributed only to customers, suppliers and

investors. The new social stakeholders, represented by e’(s""' — s'), do not appear in that

tT t

expression. Conversely, the social contribution to value (- s"e(E; — 1)) can only be

t+1 _ St) and (7Z_St+1 _ ﬂ_St)

captured by the stakeholders represented by the terms (e”’(s
included in the right side of expression (4.10). The identification of who these stakeholders
are and the assignation of each term to a particular group of stakeholders needs future
research and it goes beyond the scope of this work.

Finally, to end this section, we introduce the idea of social firm sustainability
extending what we have discussed in the previous section 4.4. We include the social term
in the definition of firm sustainability, the only case that opens the door to social economic

progress. Its definition is:

The firm is in a situation of “social firm sustainability” when the economic worth created
by the firm through productivity is distributed to the investors as well as other (one or

more) stakeholder groups and the quantities that originate social cost decrease.
We can express this condition as:
WX /&) - 11> K& =) > 0and —s7e(E,—1)>0

This definition implies that the firm is in the NW quadrant of Table 4.1 fulfilling the
condition of strong value creation. The firm is creating value and at the same time a social
cost reduction is achieved. The balanced distribution is still possible as the investors and
other stakeholders can participate in the distribution. The increase in productivity has been
achieved at lowest social cost. From our stand point, this is the best scenario from the

social progress perspective and allows the sustainability of the firm.
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4.6. Re-employment of resources

This section will deal with the need of rapid re-employment after a productivity
change that results in a release of resources. It is an example of the scenario described in
the NE quadrant of Table 4.1. The social consequences of the adjustment of resources will
be different depending whether the firm faces a situation of economic growth, henceforth
upsizing, or a recession where demand is reduced, henceforth downsizing. In any case it is
worthwhile remembering what Davis (1947:63) stated regarding re-employment and its

rapidity. This statement is particularly relevant when human resources are involved.

Though the degree of re-employment required to maintain progress may
vary with circumstances, it can be taken as a guide that a short period of
idleness is to be preferred to a longer one. For the shorter the period, the
less interruption to production, and the sooner the total output of all goods
and services can be expanded as a result of resource savings made possible
by increased efficiency, or at least restored to something like former levels
where displacement has not been caused by increased efficiency. In
addition, it means less social cost in terms of unemployment. Thus the
emphasis in the study of the conditions of re-employment is on those
conditions which affect the period of unemployment —the rapidity with which

the displaced factors of production again become employed.

Re-employment, that results in a reduction of social costs, is a condition for social
economic progress. It is well known that re-employment of exceeding resources is not
always easy and immediate, as a consequence, and the social cost impact is not negligible.
Both scenarios, the upsizing and the downsizing will be analyzed in this section and their
consequences for re-employment, particularly for the decisions that have to be taken by the
firm in relation to the level of internal re-employment.

For the simplicity of the exposition that follows we consider a firm with one output
and one input (M=N=1) and a technology, in two different periods of time, ¢ and #+1.
Figure 4 reproduces the situation on the assumption of positive technical change (7' <
T""). It shows an improvement in technology between period ¢ and #+1. The technology
improvement is consolidated as an increase of productivity meaning that it is possible to

produce the same level of output ()) with less resources (x). Figure 4 shows an efficient
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firm with the production set (x, ') in period t and (xz*', y*"") in period r+1, where

t+1

xg™' < x' and y"'= ). In this case Y /X, > 1 with ¥, = y'"'/ =1 as y!

=/, and
X, = xz"'/x' < 1 which implies positive economic worth, W' 'x[(Y,/X,) — 1] > 0. It is
important to stress that none of the restrictive assumptions of the example are necessary for

the methodology presented in the previous section.

Figure 4. Technical change with an increase of productivity in an upsizing and

downsizing of demand
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Let's assume that the firm taken develops its activity in a growing economy. In this
context it is expected that the demand and production of period t+1 will be higher than the
previous one. Figure 4 represents this situation with the following possible sets of
production (x4, v, and (x5, y5'™") depending on the level of demand.

It is worthwhile noting that the expected impact of the reduction of resources by
means of technical change (x' — xz'') is minimized by the upsizing situation. In the first
endpoint (A™) the exceeding resources will be less than expected and corresponding to

1y < (x'— xz™"). This means that the social impact will be minimized by the increase

(X' — x4
of demand. The firm will be able to use the released resources inside the firm. Then the
conclusion is, the greater the increase of demand, the less the social impact, as the

adjustment of human resources will be lower. In the second endpoint (B") there is no
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social impact as x5 "' > x', hence the contrary, the firm is able to contract more resources
than previously used, contributing to the absorption of unused resources of the whole
economy and favoring the possibility of social economic progress. Thus, the described
example fulfills the social economic progress conditions: i) generation of economic value
through increase of productivity, and ii) reemployment of the exceeding resources that
reduces the quantities that generate social costs. Under these premises we cannot guess any
conclusion about the third condition of balanced distribution of the economic worth so we
cannot confirm the social economic progress.

Different aspects have to be considered when the same firm is introduced in a
context of firm downsizing and a contraction of the economy. The social consequences of
the downsizing scenario are totally different than in upsizing. The set of production (xc'™,
v describes this scenario graphically in Figure 4. Now, the reduction of resources has
two different components to be considered. The first is derived from the increment of
productivity (x' — xz") and the second due to less resources being needed to manufacture
the output as the level of demand has decreased and the exceeding resources for this reason
is (g = xc™).

The social impact will be deeper than in the upsizing scenario as the firm needs much

1> (x' = x"") to produce a lower level of output. Focusing

less resources in t+1 (x' - x¢
the attention on the observed endpoint (x¢™', y¢™™') we realize that it will capture technical
change and at the same time the decrease of demand. Therefore, we note that economic
worth will still be created as yc' ™'/ x¢™' > y'/x' which implies a positive value of expression
(4.3). Being coherent with what we have exposed it has to be assumed that this value could
be captured by the shareholder or be distributed to other stakeholders as well. It is
interesting to note that this generated value can still be distributed to stakeholder labor. It
means that the workers that are still employed by the firm are likely to be receptors of the

generated value if their salary increases. This creates a dual situation for stakeholder labor,

part of them become unemployed and part of the workers receives better salaries.

4.6.1. Firm re-employment

To make operative the Davis re-employment concept applied to the firm we need to

recall the general situation with M outputs and N inputs defined in the methodological
section 4.3. We have y° = (v, ...,vy) and x® = (x5, ..., x5, ..., x0), with T = ¢, t+1,

where x;° expresses the observed quantity of labor in period 7. Furthermore, we need to
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define a starting point which should be based on a specific behavior of the firm that is used
as a benchmark.
The analysis that follows takes a behavior of cost minimization as a benchmark. We

have that x&'(y*+1) = {2 XY, o, x( 2 Y, o xfEL (v 1)) defines the cost efficient

vector of inputs that produces the output vector ' with the technology of period #+1;

1

xfH () and x{+ (y%) denote the cost minimizing quantities of labour to produce y"' and

lce E

' respectively.

We can define the firm re-employment effect (I' ye-empioyment) as:

xlt+1

— > 4.11
Xy ) (10

I_&re—employment) =

which is the ratio between the observed level of labour in period #+1 and the cost efficient
quantity of labour to produce ' with the technology of period t+1. In terms of the

simplified situation of Figure 4, the numerator of (4.11) is defined by x4, x5 or x™'

and the denominator by xz'. It has to be said that I" can take bigger values, equal to or
less than 1. I' < 1 expresses a downsizing situation and its importance is given by the
departure from value one. With I' > 1, the firm is contracting more workers or the same
amount as the cost efficient firm needs to produce the previous level of production (period
£). This result is possible in an upsizing and a downsizing situation.
We can extract additional information from the expression (4.11) as it can be
rewritten as:
xlt+1 xlt;l(yt-l-l)

Lre—employment = :
Y X D) X ON

(4.12)

where the first expression of the right hand side defines a misallocation effect and the
second expression an efficient re-employment effect. The misallocation effect is defined by
the ratio between the observed quantity of labour in period #+1 and the cost efficient
quantity of labour needed in that period. The misallocation effect can take a value higher or
equal to one. When x;** > x/*!(y**1), there is an excess of resources employed by the
firm in #+1 in relation to the cost efficient quantity of labour needed. In Figure 4, we have
identified the point D as an example of this situation of inefficiency. Regarding the

efficient re-employment effect in expression (4.12), it expresses the quantity of cost
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efficient labour that the firm is able to absorb in an upsizing situation or that which should
be adjusted in a downsizing situation. A value higher than one expresses the first situation
and lower than one the second. When there is no change in the firm’s demand, the efficient
re-employment effect takes a value equal to one.

The re-employment effect is one of the expressions that explains the observed

employment variation between period t and t+1. We have:

xlt+1 _ t+1 [ tcﬁ;sl(yt) xcs(yt)]
X[ +1(yf) Xy )
_ Xlt(-:l-El(yt+1) | Xltg-gl (yt) +1/x1+1(yt+1) (4.13)
X oh x0T x/x, 69

In the first equation three components explain the observed rate of employment change.
The first expression of the right hand side is the re-employment effect, the second the
technical change effect and the third the inverse of the misallocation effect in period t. The
technical change effect is defined by the ratio between the cost efficient quantity of labour
to produce the output vector y' with the technology of period #+1, and the cost efficient
quantity of labour to produce the same vector of output, with the technology of period .
This ratio measures the impact of technical change and can take a value higher, equal or
lower than one. A value lower than one means positive technical change because less
quantity of labour is needed to produce the same quantity of output. A value higher than
one reflects decline, and no variation with a value equal to one. But, this ratio is also
sensitive to substitution processes between inputs as a response to changes in the
relationship of their prices.

In the second row of the equation (4.13) the re-employment effect is substituted by
its decomposition given by (4.12). In this second row the observed employment variation
is explained by the efficient re-employment effect, the technical change effect and the
misallocation change effect. The misallocation change effect compares the misallocation of
period #+1 with the misallocation of period ¢. When the misallocation of period #+1 1is
higher than period ¢, the misallocation change effect takes a value higher than one, lower

than one when the misallocation of period #+1 is lower and equal to one with no variation.
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4.7. Labor company stakeholder responsibility

The social consequences of the unemployed human resources after a downsizing
situation are devastating for the society. Conversely with the situation of economic growth,
in a downsizing context of the economy no other sectors will be able to absorb the
exceeding resources quickly. Therefore an undesired social situation will occur where the
unemployed cannot find a new job. There will not be social economic progress despite the
economic worth generated. The condition of quick reemployment is not fulfilled as the
unemployed resources cannot be contracted again by the productive sector. It is also worth
mentioning that as a consequence of this recessive scenario a vicious circle can be initiated
where less output is necessary to be manufactured and as a consequence less people are
needed by the firms. The list of unemployed grows and they find severe difficulties in
rejoining the productive economy. In this context it is worth analyzing if the firm can be
stakeholder responsible with labor in order to contribute to mitigate this vicious circle.

For that reason we introduce into the discussion of this section the concept of
company stakeholder responsibility as applied to human resources. This company
stakeholder responsibility can also be extended to a situation where the combined effect of
productivity and demand generates a final quantity of labor lower than that which was
initially contracted. In Figure 4, the point (xs™, y4") reflects this situation, where
x4 < x'. We analyze what would happen regarding social economic progress if the firm
decided, during a certain period of time, to accept using more human resources than the
efficient quantity needed.

The relevant questions are about whether the firm has to or should be forced to
cooperate in the minimization of the social cost of unemployment thus being socially
inefficient or socially responsible in the sense of being stakeholder responsible with labor.

This decision will be inefficient from the point of view of the firm as it generates a
higher cost. However it is expected that it will have a positive social impact when it avoids
the uncontrolled increase of unemployed people and its related costs. The advantage for the
firm is that the workers will remain in the company, trained and active, waiting for the
change of the economic cycle. Then the firm will be prepared when economic growth
starts again. When this change occurs the real positive compensation for the firm will be a
quicker and stronger reaction resulting in a competitive advantage over the non-

stakeholder responsible firm. The latter will have to hire untrained and under skilled people
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and additionally spend time and resources to train them in order to be efficient again. They
will need time to be as productive as the firm with skilled people. Stakeholder responsible
company behaviour is intended to create less tension in the labour market and speed up the
recovery of the economy and social economic progress when the economic conjuncture
changes. This stakeholder responsible behavior of the firm contributes to value created
through reduction of social costs.

Coming back to Figure 4 we analyze the impact and consequences of stakeholder
responsible policy. We note that there are some hurdles to be overcome by the firm. We
remind you that the firm has to be competitive in the market where it is operating. This is a
necessary condition in order to avoid being expelled from the market by firms with
superior cost structure that can fix prices below the cost of the stakeholder responsible
firm. Henceforth the sub index CE will define a cost efficient behaviour of firm j. The

unitary cost efficient of firm j, in period #+1, can be defined as ucgg} = (wt“xgg})/y’“,

where the price of the input w'™' is given. The unitary cost of a stakeholder responsible
firm i that uses more resources for achieving the same output would be

+ +1_ t++ + + +
uci ™t = WA As x> x¢E;» then uci™ > ucég;. When they compete the cost
: . - : t+1 - t+1 t+1 t+1
efficient firm j is able to fix prices p;  in a way that uccg; <pj o Suci . In that case the

stakeholder responsible firm i is not expected to survive in the market as its unitary cost is
greater than the price fixed by the cost efficient firm j. This means that all the workers
employed in the stakeholder responsible firm will become unemployed in the short and
medium run. This is a result which is contrary to the idea of social economic progress and,
of course, it means that stakeholder responsible behavior is not sustainable through time.
Thus, to be competitive, the stakeholder responsible firm has to compensate the
additional costs if the firm wants to survive in the market. It has to maintain the same level
of unitary cost despite the extra resources employed. The quantity to be compensated is at
least the difference between the unitary cost of the stakeholder responsible firm i and the

1

price fixed by the cost efficient firm j as uc/” — pjtﬂ. We expect that the competition in

the market will bring the price of the product equal to the minimum unitary cost. Thus, the
cost efficient firm j fixes the price pjt+1 = ucg}g} and then the extra cost to be compensated

by the stakeholder responsible firm i is uc;™" — ucki?.
]

The stakeholder responsible firm has to find mechanisms of compensation in order to

maintain the competitiveness. If there are no compensating mechanisms available the
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quantity of resources must be equal and cost efficient for both firms, and, consequently,
their unitary cost. As a result, the firm cannot implement stakeholder responsible policies.

We compare the unitary costs defined by the difference: uc; ™~ ucgf], in order to

know the total amount to be compensated by the stakeholder responsible firm. Following
Grifell-Tatjé and Lovell (2015), we consider z/™' = x/™'/4"" and zggj“ = xéjg}/yt+1 and the

price of the input, w'*', may be different for firms i and j. Comparing the unitary costs we

obtain

t+1 t+1 — ., 1+l t+1, t+1
_ ottt t+1 t+l t+l t+1
= Wj (Zl' _ZCEj)+Zi (Wl' —Wj ), (414)
which can be rewritten as
t+1 pltl
w; CE;
t+1 _ t+1 _ o t+1 t+1 | Vi TCEj
uc; uccg; = Wiz T 1| (4.15)

We can establish now the condition under which the unitary costs are equal. This means
that the expression in brackets in (4.15) should be equal to zero. The price that should be

paid by the stakeholder responsible firm is w/™' = wf“@f“, where 6/ = xéjg]?/xl-’ﬂs 1 this

parameter ; expresses the degree of inefficiency assumed by the stakeholder responsible
firm i.
As a result, taking into consideration that the stakeholder responsible decision of

1

. . . t+ .
contracting more workers than necessary implies x; > xé}}?, we can conclude, using

expression (4.15) that w;/™" < wi*?

P+ as witl = wj”lHl-’H. This result shows that only the

reduction of the price of the input factor, as a compensating mechanism, is able to make
equal the unitary cost of both firms. The price w; must be exactly adjusted by the level of

inefficiency 6; assumed by the stakeholder responsible firm i.

4.8. Compensation mechanisms

In this section it is investigated if by generalizing the simple example of the
previous section the stakeholder responsible firm has another mechanism of compensation

other than the reduction of input prices. We anticipate that there is not an alternative way.
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But, before proceeding, we have to consider the situation where the firm translates the
social inefficiency to higher output prices. It is worth recalling that we have excluded the
possibility that firms create economic value through higher prices except when this
increase is related to better quality of goods. Thus, the willingness to pay higher prices for
equivalent products is not considered as a source of economic worth. We have to mention
that it is not clear that consumers would be willing to pay more for equivalent products
only for the reason they are produced by a company stakeholder responsible with human
resources. It is only an economic transference from customers to firm in order to support
the responsibility of the firm over one of its stakeholders, the labour force. In this case, the
compensation mechanism is the higher prices of products. But, in fact, when it happens,
the firm is not increasing its contribution to the generated worth. It is only using a different
kind of influence over the customers that results in additional rents from them.

There is no other possible mechanism than the reduction in input prices. We draw
this conclusion with the help of Figure 5, which shows a situation with two inputs
x = (x5, x1), one of them labour, and an output vector (y). It can easily be generalized to
multiple inputs as we will do later. In Figure 5, the set of input vectors that are feasible for
any given y is the input set L(y), which is bounded below by the input isoquant IL(y). The

total cost of production of the cost efficient firm j is Ccg;= waCE]. and the total cost of the

stakeholder responsible firm i is C; = w'x;, the price vector w = (w;, wy) is considered the
same for both firms.

In Figure 5, the firm j is represented by the point A and it is producing at minimum
cost. We consider the increase of employees in the stakeholder responsible firm i as

Xy > Xigg the point B in the figure expresses this situation. It is easy to realize that the

costs of the stakeholder responsible firm are higher than the efficient firm as w'x; >
waCEj. This situation is expressed in the Figure 5 by comparing the dotted line WTXCE,- with
the line w'x;. This higher cost remains true despite the attempt of the stakeholder
responsible firm i to use the non-related labour factor more efficiently when reducing x,, to
x1,, the point C in Figure 5. Consequently the firm is increasing the partial productivity of
this factor and, additionally, it is technically efficient. The cost is reduced, but it is still

higher than the cost of the cost efficient firm as is shown in Figure 5.
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Figure 5. Compensating mechanism. Partial productivity

IL(y)

xli -

XICEj-

The stakeholder responsible firm i can only have the same total cost as the cost efficient
firm at point D. It means using less quantity of the non-related labour input to the level x7,
< x{,. But this combination of factors (x;,xf,) which defines the point D, is not achievable
with the current technology L(y). Despite the efficient adjustment of the non-related labour
input a certain loss of allocative efficiency is still pending to be compensated. As we have
seen in the previous simpler example the only remaining adjustment mechanism is the
input prices. As a consequence, the equation (4.15) can be generalized to any amount of

outputs and inputs (Grifell-Tatjé and Lovell, 2015) and rewritten as

t+1,T t+1 LT 41
uct*t — yctl = Wittt Zi w7 CEj
i Ej — % i 1T 1T
j J Zl_t+ Tyttt LT et
J ] l
N t+1
t+1 VA
- wirl g1 [Win_  ZCEm (4.16)
- L I e .
ey jh ih

where z; = {x1;/Y;, ..., xy;/Y;} and Zcg; = {xlCE]./Yj , ...,xNCE]./Yj} with ¥; and Y; defining an

output level for firm i and j respectively (Eichhorn and Voeller 1976). The right hand side



182 | Chapter 4

of the first row of expression (4.16) is the generalization of expression (4.15) for the case
of multiple inputs and outputs. The second row shows that the difference in the unitary cost
between the two firms is equal to the sum of the results from the direct comparison
between their partial productivities and input prices.

Based on the first row of equation (4.16), it can be easily demonstrated that when

trying to maintain the unitary cost of firm i and j at the same level a price adjustment

mechanism has to be used. As a result of the stakeholder responsible behaviour w ' zf*1

> wf“ Tzéjgl and then the only way to compensate the disequilibrium created by the extra

resources used by firm i is to pay less for the inputs. Therefore, from the first row of

expression (4.16), it has to be fulfilled

t+1,T t+1
w; ZCE;

Zt+1T t+1 . TeRj (t+1T t+1)
t+1T t+1
J

E

= (Wi (4.17)

t+1,T t+1,T
+1/ 1 Zit+1) —

where (w; ¢! < 1. As before, 6 collects the productivity gap

between the two firms. This means that at least one of the prices of productive factors of
stakeholder responsible firm i has to be lower than the corresponding price of the cost
efficient firm j. It is interesting to note that expression (4.17) does not exclude the
possibility that some other prices are also simultaneously incremented by firm i. It has to
be said that when this happens the price or prices that participate in the compensation
mechanism have to support a bigger reduction in order to obtain the same unitary cost as

the cost efficient firm. As a result, we can state the following remark:

Remark

Only the price compensation mechanism is able to maintain the competitiveness of the
stakeholder responsible firm. The input prices have to be diminished accordingly with its

lower level of allocative efficiency.

The question is which price or prices should be lower. Different options can be
considered as a price compensation mechanism depending on whom is assuming the load
of the adjustment. In order to compensate the extra resources maintained by the

stakeholder responsible firm it is necessary that one or more stakeholders assume the
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responsibility of being part of the pricing compensating mechanism thus reducing the
prices they obtain and consequently their compensation.

As a framework of this discussion we use the second row of expression (4.16) where
the effect of price variation related to each stakeholder group can be easily assessed. On
the one hand, we have to take into consideration the adjustment related to making the
unitary costs of firm i and j equal. On the other hand, we need to add to the analysis that
the behaviour of the stakeholder responsible firm should allow the fulfilment of social
economic progress conditions.

The following alternatives have to be considered:

1) the cost of the compensation mechanism is fully assumed by the stakeholder
labor
11) the cost is assumed by the shareholder

i) the cost is transferred to the suppliers

v) a combination of previous options

Let’s start the analysis with the first option hypothesizing that the stakeholder
responsible firm, despite its assumed inefficiency, is still creating economic value. This
supposition enables the first condition of social economic progress and additionally
enables that stakeholder labor can capture part of this value. Still, the salary in firm 7 has to
be reduced compared to cost efficient firm j. Davis (1947,127) recognized the existence of
this mechanism stating “that the less efficient plants would have a lower wage scale than
more efficient”. But, the reduction is lower than its level of allocative inefficiency. This
result can be seen with the help of Figure 5, where the point C shows that the partial
productivity of inputs other than labour are bigger for the stakeholder responsible firm i

than for the cost efficient firm j i.e. zj™ > zf5, but zj™* < zfg, h # I. Rewriting the

second row of expression (4.15), isolating the factor related to labour, will obtain:

t+1 t+1
t+1 Z t+1 Z
t+1 t+1 _ o t+1, t+1 | Wil CEjy t+1 _t+1 |Win CEjp
UcC; — — UCcg; = Wy Zy | — it + 2 £ Wjn =~ Zip | e T oL | (4.18)
il il ih in

where the second expression of the right hand side of (4.18) is negative when all the prices,
excluding the price of input labour, are equal (wy, = wy, si h # [). This implies that the
reduction in the remuneration of labour is less than the inefficiency caused by the

additional quantity of contracted workers. We have:
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witt < witt <wit, (4.19)

where the price of labour of the stakeholder firm is lower than the cost efficient firm, but
higher than the adjusted price by the level of allocative inefficiency.

In the situation described in expression (4.19), the salary in the stakeholder
responsible firm i can still be higher in time t+1 than in time t. The condition w5t > w},
assures the capture of value by stakeholder labor. Conversely, whether the price reduction
results in wit' < wfj, social economic progress is not possible because the necessary
condition of balanced distribution is not fulfilled. This condition represents an important
additional restriction for the behavior of the stakeholder responsible firm limiting the
number of employees that can be maintained in the firm.

Let’s continue with the analysis of the second situation when the shareholders are
assuming the cost of stakeholder responsibility by themselves. In that case shareholders
will receive less return of their investment than the shareholders of a cost efficient firm.
Again the necessary condition for achieving social economic progress demands that they
still capture value. If the return in time #+1 is inferior to the return in time t social
economic progress is not possible.

In the third option we assume the firm is able to transfer the cost of the stakeholder
responsibility to the suppliers. In that case the price of supplier inputs are lower in the
stakeholder responsible firm than in the cost efficient firm. Social economic progress is not
feasible if the supplier prices of the stakeholder responsible firm in time #+1 are lower than
the prices that the cost efficient firm in time ¢ obtain. This is because these suppliers as
stakeholder are not able to receive any part of the generated worth.

The three previous scenarios are expected to have opposition from the corresponding
affected stakeholder. It will be really difficult for the workers, shareholders or suppliers to
accept all the load of the adjustment by themselves, although the stakeholder labor is the
only beneficiary. It seems more reasonable, for the sake of social economic progress, that

all the stakeholders involved contribute in a balanced manner to the adjustment, as all of

them will receive part of the benefit of the social economic progress.
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4.9. Concluding remarks

Stiglitz, Sen and Fitoussi (2009) highlighted the need of developing new measures of
social progress that avoid the bias introduced by the economic performance measures. We
have retrieved Hiram S. Davis’s contributions to the economic progress as they have not
been considered in depth. Our work has demonstrated that Davis’s ideas are compatible
with the social progress proposed by Stiglitz, Sen and Fitoussi and we have operationalized
and extended them to develop a measure of social economic progress at a firm level that
can be extended to the different levels of aggregation of the economy.

Regarding the conditions for contributing to social economic progress it has to be
said that, firstly, it depends on the capacity of the firms to create value. Value creation in
this context means an increase of productivity at lowest social cost. Furthermore, when the
firm contributes to value creation, the stakeholders are able to capture part of this value. If
the capture is balanced, in the sense that any stakeholder is able to capture value, the
second condition for contributing to social economic progress is fulfilled. Thirdly, the
productivity change releases resources. This release might result in social costs if
unemployment is increased. People have to be rapidly re-employed if a reduction of social
costs is pursued. For these reasons, we consider that social economic progress is strongly
related to the stakeholder responsibility of the firms.

The conditions for contributing to social economic progress at firm level leads us to
the following conclusions:

1. The firm, as engine of value creation, has to be socially sustainable. It has to be

able to create value through productivity.

2. The social cost related to the productivity increase has to be the lowest. The total
value created, increase in productivity less the social cost, shall result in a
positive sum. The increase in productivity has to be executed avoiding wasteful
or unsocial behaviours.

3. Distribution of the created value to stakeholders through productivity has to be
balanced in the sense that all the stakeholders have to be able to capture part of
the value created and also the firm shall retain part of it. We use a definition of
balanced distribution, requiring only that they receive a part of the value created

without defining the percentage. This capture is executed through prices.
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4. The value created when the social aspects are considered and its distribution
presents some limitations in its interpretation. The productivity bonus is
distributed only to customers, suppliers and investors. The social contribution to
value can only be captured by the stakeholders represented by the social terms.

5. Rapid re-employment of resources minimizes social costs and favors social
economic progress. Depending on the general economic situation (i.e. recession)
it could be acceptable that the firm maintains a social inefficiency, for instance
maintaining more contracted workers than strictly necessary. The firms that
apply this policy are considered stakeholder responsible firms. To apply this
policy a compensation mechanism through prices shall be applied. This is the
only existing mechanism of compensation as expressed in the remark of section
4.8. This means that the firm can still compete against the cost efficient firm but
at least one of the stakeholders has to accept (or be forced into) a reduction in
their percentage of captured value. The capacity of influence of the firm and the
behaviour of firm and stakeholders will be the key factor to allow economic
progress and social economic progress.

6. The part of the resources that is not maintained in the firm has to be quickly re-
employed in other sectors of the economy. This opens the option for the regulator
to favor, with the appropriate policies, the possibility of the horizontal

displacement of the work force.

Summarizing, the social economic progress measure we propose opens new perspectives
on the relationship between firm and stakeholders, and about how the objectives of the
organization have to be and how all of them have to use their capacity of influence in order
to achieve social economic progress. When any of them is willing to use its capacity of
influence to jeopardize the value created, the society is not able to achieve social economic
progress.

Davis did not define the concept of balanced distribution. It is one of the topics for
further research. As the relationships among stakeholders are not symmetric and their
relative positions regarding their capacity of influence are changing through time it is
expected that a general rule for a balanced distribution does not exist. Additionally, further

research is needed about the interpretation of distribution when social aspects are included.
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The research should be focused on the identification of the stakeholders that receive the
value and the assignation of the social terms to a specific group of stakeholders.

On the other hand, the measure of social economic progress allow the identification
of firms following a stakeholder responsible behavior and contributors to the social
economic progress of the economy. It is necessary to develop more empirical research in
order to quantify the amount of value creation when social costs are considered. We
foresee some hurdles in that work due to the subjectivity of the social cost assessment
through prices. Nevertheless, the inclusion of social cost in the discussion of social
progress, economic progress and sustainability of the firm is a must as all of them are
interrelated. We consider that our approach will be useful for developing a future research
in order to have a clear picture of the firms that are contributing to social economic
progress, how they are distributed in the territory and how they interact with the rest of the
agents of the economy.

As a last remark we highlight the need to understand which are the most relevant
drivers of social progress. Society can not be oriented to social progress without including
(but not only) the economic perspective in the discussion. Social economic progress
contributes to this objective and establishes a balanced theoretical framework between the

economic perspective and the social perspective.
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Chapter 5

Summary of the thesis contributions and future lines of
research

The process of value creation and its distribution (appropiation) is central to
understanding how the firm and stakeholder relationship is and how they influence each
other through time. Our contribution has been focused on the implications of the dynamics
of influence between firm and stakeholders and how the process of value creation by the
firm and its distribution to the stakeholders works. Particularly, to evaluate the effect of the
most salient stakeholder, the main stakeholder.

We have used the Spanish Health care sector and the pharmaceutical industry that
operate in that market as a reference for our analysis. It is worth mentioning that the sector
is highly regulated. The most salient stakeholder has been considered to be the Spanish
public sector. It acts simultaneously as a regulator and main customer and it has the
negotiation power, legitimacy and urgency in its claims. This fact conditions the dynamics
of value as it has a high capacity of influence over the firm. We have selected the period of
time, from the year 2003 to the year 2012, where the main stakeholder used its power and
capacity of influence to capture value from the pharmaceutical firms. This framework has
lent itself perfectly to the development of a pin factory study in the second chapter and to
the testing of Frooman’s model of strategies of influences in third chapter respectively.

The pin factory study allows us to analyze the relationships between the firm and
stakeholders. We note that we have been able to take into consideration a high number of
stakeholders. The analysis of ten stakeholders is not frequent in the literature due to the
difficulties in obtaining detailed information from the firm related to all of them. Three
different stakeholders are related to the outputs (Spanish public sector, Spanish private
sector, subsidiaries), six stakeholders are related to inputs (labor, medicinal substance
suppliers, primary packaging supplier, other raw material suppliers, capital suppliers and
imported goods from subsidiaries) and finally, the shareholder. The subdivision of the
period of interest into three subperiods allows us to monitor the value dynamics and,
indirectly, the influence relationships between firm and stakeholders. As a result, we
concluded that the main stakeholder had enough capacity of influence to change how the

firm was creating value and how the value was distributed to the stakeholders. As a
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consequence, the firm had to react using both its own capacity of influence on other
stakeholders and by performing an internal reorganization in order to create additional
value. Regarding the distribution, the main stakeholder was able to capture a big portion of
value created in the last period. The rest of the stakeholders were able to resist the capacity
of influence of the firm and maintained their position as receptors of value created. For
instance, labor was able to retain its percentage of value capture through time. Moreover,
the study demonstrated that the shareholder ended up being the most affected as he became
a net contributor to the value created at the end of the period instead of being receptor of it
as it was at the beginning of the period. We interpret that the adjustment of the imbalance
created by the main stakeholder is assumed by the shareholder through a reduction in the
economic profit and, additionally, through the support of other subsidiaries through the
decrease of transfer prices. The other mechanisms of adjustment, for instance through
prices with the rest of the stakeholders, did not work. Consequently, we conclude that the
firm did not have enough capacity of influence versus its stakeholders to compensate the
effect of the main stakeholder. The increments of productivity and growth (or replicability)
achieved by the firm were not enough to compensate the value captured by the main
stakeholder.

We have adapted the willingness to pay approach to a dynamic situation. We have
defined the value created as the sum of the three terms: 1) the quantity effect (related to
productivity and the growth effect), ii) the willingness price effect that collects the
contribution of the stakeholders through prices and, iii) the contribution of the shareholder
associated with the variation in the economic profit. This value created equates with the
distributed value. The value is only distributed through prices. The stakeholders that are
able to increase their prices (suppliers), decrease them (customers) or to obtain an increase
in profit, the shareholder are who are the ones able to capture value. This approach allows
us to identify the changes in each stakeholder contribution or capture through time.

The third chapter introduces a different point of view in the analysis of the dynamic
of value creation and distribution. We retrieve Frooman’s model of influences that related
the stakeholder influence strategy with two factors, the power in the firm-stakeholder
relationship and the interdependence between firm and stakeholder. In this chapter we
propose a new methodology to test Frooman’s model. We have used an economic
approach based on how the firms are creating value and how the value is distributed to the

stakeholders. Previously, other authors tried to find empirical evidence using only a
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qualitative approach but they were not successful. We have operationalized the four
proposition in five hypotheses. These hypotheses have been contrasted statistically. We
have found strong empirical support for the four propositions of the model.

In the fourth chapter we have introduced a measure of social economic progress. It
is an important point as Stiglitz, Sen and Fitoussi (2009) and the OECD (2014) report of
inclusive growth concluded. The classical measures of social progress are biased because
they are usually based on economic indicators and they omit the social aspects in their
calculation. We consider that a measure of social economic progress must describe the
economic and social aspects. To develop this measure we have modified the definition of
value created we have used in the second and third chapters to incorporate concepts
inspired by Davis (1947) in the 1940s. We consider Davis as an early precursor of
stakeholder theory. His contribution identifies the impact of progress on the stakeholders
of the firm and the social aspects related to them in a similar way to Stiglitz, Sen and
Fitoussi (2009). We have included these social aspects in the measure of value creation.
We define the value created by the firm as the sum of both the term that reflects increments
or decrements in firm performance and the term that represents variations of quantities that
generate social costs.

A new taxonomy has been introduced depending on how the firm creates value.
The firm’s performance and the social aspects are considered in the calculation. Some
examples related to the different options have been included. Desirable situations of social
economic progress have been identified. Furthermore, as unemployment is a non-desired
effect of productivity gains associated with technical change, we analyze this situation in
depth because it generates social costs and inequality. Despite the fact that the social costs
associated with technical progress are well known, the literature has paid little attention to
the discussion of the role of the firm mitigating them through “re-employment”. In that
situation, when the firm tries to be socially responsible maintaining more workers than
necessary an adjustment through prices is necessary. The cost of the adjustment shall be
assumed by one or more stakeholders. To achieve social economic progress it shall be
assumed in a balanced way. From a quantitative perspective it remains unclear what
balanced means. This is a topic for future research.

We acknowledge that firms are a central agent of social economic progress as they
are units of value creation. Their role in society is underestimated and undervalued.

Moreover, firms have the role of introducing improvements in productivity that lead to an
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increase in the total worth available to be distributed to the different stakeholders of
society. This is an important component of value created but is not enough to understand
social value creation. In order to have the complete picture about social economic progress
it is necessary to include the value created (destroyed) when reducing (increasing) the
quantities that generate social costs in the measure.

Some limitations have arisen through the thesis. We have considered the
stakeholders who create and capture value and their interactions with the firm. We notice
that there might be other stakeholders that are not contibuting to the dynamics of value but
their opinion or their behavior can influence the firm and/or other stakeholders through
other mechanisms. These stakeholders merit further research. Secondly, as we have
mentioned in the fourth chapter, there is a limitation regarding the distribution of social
value created to the different groups of stakeholders. We recognize that the value created
through the firm performance can only be distributed to the classical stakeholders
(customers, suppliers and shareholders) but to whom the social value is distributed remains
uncertain and further research is necessary. On the other hand, we are aware that we have
selected a situation with some features that makes it ideal for analysis. The methodology
can be applied to other situations where the relationships of power are clearly defined. We
expect similar conclusions when the power in the relationship is clearly established but
further research will be performed to confirm it. Additionally, it will be a matter of future
research to analyze situations where the power in the relationship is not clearly established.
For that reason, in subsequent works, we will analyze other sectors and/or firms.

Finally, we have considered that managers are connectors among firm and its
stakeholders. In a future applied research managers can be included as a new stakeholder
group. We can include them easily in the value dynamics because the theoretical approach
we have followed does not exclude this possibility. The role of manager as stakeholders
has recently been claimed as central in the stakeholder theory (Tullberg 2013).

In summary, we have contributed to the knowledge of dynamics of value and
influence between firm and stakeholders. Our present research has shown some of the
features that characterize firm and stakeholder relationships. Will this information be used
strategically by the firms or the stakeholders? Our answer is probably “yes” but in both
directions. The firms will be more aware of how they can be influenced by the stakeholders
and they will design alternative strategies to influence the stakeholders. The same will be

true in the case of the stakeholders. Will they use this knowledge to influence the firm or
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will they design new strategies to do so in the future? Again it is the same answer. From
our perspective it is no more than the essence of the stakeholder theory to develop the
knowledge about how to manage the stakeholders in order to achieve the firm’s objectives
and from the perspective of the stakeholders it is how to influence the firm so as to achieve
their own objectives.

Through the thesis we have dealt with firm, stakeholders, value dynamics and
social economic progress. We have generated knowledge around the process of value
creation and distribution. We have enriched the literature with new insights and
methodology to understand the complexity of the relationships of influence between firm
and stakeholders. We have proposed a new measure of social economic progress aligned
with the current needs of society. We have described how social economic progress can be
enhanced through firm performance achievements and the decrease of the quantities that
generate social cost. Finally, we have opened new research questions regarding how this

value is distributed.
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