A LOGIC OF CORPORATE ENVIRONMENTALISM:
"BEYOND-COMPLIANCE" ENVIRONMENTAL
POLICYMAKING IN BAXTER INTERNATIONAL INC.
AND ELI LILLY AND COMPANY

Aseem Prakash

Submitted to the faculty of the University Graduate School
in partial fulfillment of the requirements
for the degree
Doctor of Philosophy
in the School of Public and Environmental A ffairs
and the Department of Political Science
Indiana University
Bloomington, Indiana

September 1997



UMI Number: 9805430

Copyright 1997 by
Prakash, Aseem

Al rights reserved.

UMI Microform 9805430
Copyright 1997, by UMI Company. All rights reserved.

This microform edition is protected against unauthorized
copying under Title 17, United States Code.

UMI

300 North Zeeb Road
Ann Arbor, MI 48103



Accepted by the Graduate Faculty, Indiana University, in partial fulfilment of the
requirements for the degree of Doctor of Philosophy.

Doctoral Committee

July 11, 1997

/
¢ / AL C éLU" N~
Elinor Ostrom, Ph.D., Co-Chair

QL«//ZL\ £ s

IftreyA. Hart, Ph.D.. Co-Chair

ii



© 1997
Aseem Prakash

ALL RIGHTS RESERVED

iii



Acknowledgments

Four years of graduate stud& at Indiana University has been intellectually challenging
and enjoyable. I have been generously supported by many people and organizations in this
undertaking.

I have been very fortunate to have Elinor Ostrom as my committee co-chair. Lin is
the first reader of this dissertation, and has very constructively challenged me throughout the
whole process. I have extensively employed her intellectual constructs in this dissertation as
well as in my other intellectual pursuits. Though her busy schedule takes her all over the
world, Lin has devoted an incredible amount of time and energy to this dissertation, and to
my intellectual development. She has been very prompt in giving extensive and constructive
feedback. Lin also provided me with valuable office space at the Workshop equipped with
a personal computer, luxury that few graduate students enjoy. This enabled me to work in
Workshop’s intellectually-rich environment, and interact with scholars from all over the
world.

Jeff Hart, also my committee co-chair, has been my friend, philosopher, and guide.
My first interaction with Jeff was in his graduate seminar on International Political
Economy. [ was very impressed by his encyclopedic knowledge about various issues. Since
then we have worked together on a number of projects. We have collaborated on a couple
of articles, and we are co-editing a series of volumes on the impact of globalization on

governance. He has also given me very useful input on this dissertation. Jeff has been the



key influence in my socialization into the world of academics. I consider myself to be very
fortunate to have had the opportunity to work and interact closely with him.

Mike McGinnis has contributed significantly in shaping this dissertation as well as
influencing my overall intellectual agenda. I have taken three seminar courses with him and
these have significantly impacted my academic pursuits. I have been amazed by his clarity
of thinking and articulation; I hope some of it has rubbed off in this dissertation. Along with
many other graduate students, | greatly appreciate the effort he puts in teaching and
mentoring. Mike is one of the few professors who actually provides detailed comments on
term papers and dissertation drafts.

Rosemary O’Leary has been a great supporter of this dissertation. She introduced me
to the idea of examining environmental policies of Baxter and Lilly. Along with many other
SPEA students, [ am part of her fan club and consider her to be a role model, both in terms
of professional achievements and personal conduct.

Kerry Krutilla has helped me considerable in understanding political economy of
environmental issues. We have co-authored a paper and this intellectual engagement proved
useful in defining my dissertation research idea. Kerry has played the valuable role of a loyal
opposition and thereby helped me to refine my theoretical arguments.

Managers at Baxter and Lilly have been very supportive of my research. Bill
Blackburn (Baxter) and Daniel Carmichael (Lilly) enabled me to have access to their
respective organizations. Don Brannon (Lilly) was extremely helpful in getting access to
appropriate managers as well as documents. I would also like to acknowledge help and
support from the following: Rob Currie, Munira Meharauli, Ron Meissen, and Verie

v



Sandborg (all from Baxter); Jonathan Babcock, Catherine Ehlhardt, Bert Gorman, Joan
Heinz, Rick Lattimer, Ronald Pitzer, James Vangeloff, and John Wilkins (all from Lilly).

I am also indebted to Dean James Barnes who wrote to Baxter and Lilly on my
behalf, and thus paved the way for my research. Bob Agranoff (the former Chair of SPEA’s
Ph.D. programs), Larry Schroeder (the current Chair), and Bill Thompson (the former
Director of Political Science’s Graduate Programs) have actively supported my research.
Phil Morgan (the former Director of SPEA’s Undergraduate Program) has supported me
immensely, especially by giving me opportunities to teach at SPEA.

Vincent Ostrom has been a source of inspiration and intellectual support. [ consider
myself very privileged to have had the opportunity to interact with him during my four years
in residence at the Workshop.

I also wish to thank Anil Gupta (IIM, Ahmedabad) who persuaded me to give up the
lucrative world of Procter and Gamble and join the Ph.D. program at Indiana University.
Anil has been a source of great support and ideas.

I have been blessed with wonderful friends who have patiently read and reread
various dissertation drafts and have given me invaluable substantive and editorial comments.
These friends are: Arun Aggrawal, Trevor Brown, Brenda Bushouse, George Candler, Yu-
che Chen, Nives Dolsak, Ray Eliason, Tom Koontz, Reva Kreie, Matthew Potoski, and
Cynthia Yaudes.

I also wish to thank my other colleagues who have helped during my stay in
Bloomington. These are: Jennifer Mitchner, Karen Roberts, and Jim Perry (SPEA); Ken
Bickers, Doris Burton, Loretta Heyen, Sharon LaRoche, Janette Paterson, and John

vi



Williams (Political Science); and Patty Dalecki, Julie England, Charlotte Hess, Gayle
Higgins, Paula Jerrells, Robert Lezotte, Charile Schweik, Linda Smith, and Jimmy Walker
(Workshop).

This research involved making numerous visits to Indianapolis (Lilly) and Chicago
(Baxter). To defray the costs of fieldwork and other dissertation expenses, [ was fortunate
to have received funding from the Center for International Business Education and Research,
School of Business, Indiana University, and the College of Arts and Sciences, Indiana
University.

Finally, my family has supported me emotionally, intellectually, and financially. I
have been fortunate to have wonderful parents — Dr. Om Prakash and Dr. (Mrs.) Kailash
Prakash -~ who have always stood by me. My brother Anshu, and my sister Charu, have
been a source of great support and affection. They have also borne a disproportionate share

of family responsibility given my absence from India.

Vil



Aseem Prakash

A LOGIC OF CORPORATE ENVIRONMENT ALISM:
BEYOND-COMPLIANCE ENVIRONMENTAL POLICYMAKING IN
BAXTER INTERNATIONAL INC. AND ELI LILLY AND COMPANY

The neoclassical theory treats firms as unitary actors and explains their policies as passive
responses to market signals and/or governmental regulations. Consequently, it does not
sufficiently explain why firms adopt "beyond-compliance” policies. These policies are more
stringent than prevalent laws and regulations and are often predicted not to generate quantifiable
profits. My puzzle is: why do firms adopt such policies at all, and why only in some cases, and
not in all?

To explore this puzzle, I employ a new-institutionalist perspective. Instead of treating
firms as unitary actors, [ view them as composite actors, as units of collective action. In the new-
institutionalist tradition, I identify three theories of firm behavior: efficiency-, power-, and
leadership-based. These represent three kinds of intra-firm processes: consensual (efficiency),
imposed (power), and induced cooperation (leadership). Employing these theories, I examine
processes of environmental policymaking in two firms -- Baxter International Inc. and Eli Lilly
and Company -- during 1975 to mid 1996. | focus on ten cases, four common to both Baxter and
Lilly (Underground Tanks, EPA's 33/50 program, ISO 14000, and Environmental Audits), and
one each that is idiosyncratic to them (Responsible Care to Lilly and “Green Products™ to

Baxter).
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The theoretical implications of my research are: (1) beyond-compliance policies of firms
can be explained only by analyzing the preferences and strategies of individuals constituting
these firms; (2) to examine social processes, we need multiple theories linked by a common
framework; and (3) a greater focus on leadership is required in the study of political economy.
Policy implications of my research are: (1) firms are less likely to adopt environmental policies
that require significant organizational changes; and (2) firms are more likely to adopt policies
that are encouraged by external actors with abilities to significantly influence firms' business

environments.
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Chapter 1

Introduction

Though environmental problems have challenged humankind since time immemorial,
environmental issues have received serious attention from policy scientists only since the
1960s and 1970s. A series of industrial accidents (for example, oil spills in Santa Barbara,
Nova Scotia, Louisiana, and Florida) and media events such as the publication of Rachel
Carson's Silent Spring (1962) highlighted environmental consequences of unfettered
industrialization. Responding to public concerns, in the 1970s the U.S. Congress enacted a
series of top-down commands in the form of laws stipulating environmental standards and
technologies for firms.' These policies were supposed to be backed by zealous monitoring
and enforcement. In the 1980s, dissatisfaction with the inefficiencies of command and
control policies began to be articulated.> The capacities of governmental agencies to
implement detailed regulations were also questioned.

Since the late 1980s, particularly after the Rio Summit of 1992, policymakers appear
to have accepted that governmental coercion alone will not be sufficient in forcing firms to
adopt environmentally sustainable policies; “right incentives” must to be provided.’ More

recently, policymakers are beginning to play down their adversarial role, and are highlighting

! See the list of key U.S. environmental initiatives in Appendix I.1.
? See the trends in pollution control costs in Appendix 1.2,
* The literature on “incentive-based” environmental regulations is rather vast. Key works include Hahn

and Nell (1982), Lee and Misiolek (1986), Baumol and Oates (1988), Oates et al. (1989), Atkinson and
Tietenberg (1991), and Tietenberg (1992).



the potential gains of collaborating with firms in developing and implementing
environmental policies. Regardless of whether firms are viewed as adversaries (as in the
1960s, 1970s, and 1980s) or as potential partners (as in the 1990s), environmental policy
scientists have implicitly treated firms as internally undifferentiated actors having similar
responses to external incentives. An understanding of the internal processes of policymaking

is not on the agendas of most policymakers or policy scientists.*

Theoretical and Policy Puzzles

In this dissertation I examine some of the processes of environmental policymaking
and inter-managerial interactions within firms. [ focus on “beyond-compliance”
environmental policies: those that seek to deliver more than the requirements of current laws
and regulations. Treating “corporate environmentalism” as equivalent to adopting beyond-
compliance policies, my theoretical puzzle is: why firms adopt or do not adopt beyond-
compliance policies? I examine questions such as: how do managers make decisions on
environmental policies; what are the decision criteria; do managers have different
preferences on environmental policies, and if so, then do such differences impact policy
adoption; are beyond-compliance policies adopted only if they are projected to deliver

adequate levels of monetizable profits assessed through established procedures; how are non-

* Notable exceptions are Fisher and Schot (1992), Gable (1994), and Bunge et al. (1994). In other
policy areas and disciplines, internal processes have been extensively studied (March and Simon, 1958;
Williamson, 1964; Allison, 1971) and I employ some of these concepts in this dissertation. Specifically, I
recognize that managers establish procedures to cope with uncertainty, and to impart objectivity in
assessing desirability of projects. [ focus on procedures, particularly capital-budgeting, employed for
assessing profitability of projects requiring up-front capital expenditures.
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monetary benefits brought into the equation, if they are at all; does the hierarchical position
of policy-supporters and policy-skeptics matter? Since answers to these questions vary across
firms, and across policies within a specific firm, I investigate internal processes and inter-
managerial interactions on environmental policymaking.

Internal processes and inter-manager interactions are also influenced by external
organizations such as governmental regulatory agencies, industry associations, and
customers that seek to encourage or discourage the adoption of a beyond-compliance policy.
I focus on the managerial perceptions of benefits and costs that such organizations could
impose on them and on their firms? My policy puzzle therefore is: why and how do external
factors aid or thwart the efforts of supporters of beyond-compliance policies to persuade their
firms to adopt beyond-compliance policies?

Neoclassical economics treats managers as intervening variables between external
factors and policy outcomes. However, managers have “coping mechanisms” (Leibenstein,
1966) and are potentially capable of a certain degree of autonomous action. Instead of
passively responding to external factors, managers may employ them to influence internal
processes to promote their own agendas or impede opposing agendas.’ Environmental
policymaking can, therefore, be viewed as a multi-level game involving internal processes,

interactions among managers with varying preferences and endowments®, and external

* As discussed in the literature on regulation, sometimes managers may even shape external factors.
Stigler (1971) argues that firms may lobby for regulations in certain circumstances. Bernstein ( 1965)
suggests that business firms may “capture” governmental agencies that are supposed to regulate them.
Kolko (1963) provides an interesting account of how the railroad industry “captured” the regulatory
agencies.

¢ An examination of internal processes is important precisely because managers do not have identical
preferences and endowments. By endowments [ mean the position of a manger in the firm’s hierarchy.

3



factors.’

To understand policy processes within firms, we need to explicate our notion of a
firm. Neoclassical economists often treat firms as unitary actors seeking to maximize profits.
This parsimonious view is useful in predicting market outcomes in highly competitive
markets or when policies are required by laws that are strictly enforced. However, it is not
so helpful in explaining why firms adopt or do not adopt beyond-compliance policies. For
this we need to examine the internal processes of firms. Treating firms as composite actors
consisting of many managers, I employ a new-institutionalist perspective.? Further, [ assume
that though maximizing profits that can be assessed through established procedures is often
the preeminent goal of most managers, it is not the only goal. I classify managers into two
categories: (1) policy-supporters favoring the adoption of beyond-compliance policies whose
profit impact is not quantified; and (2) policy-skeptics who oppose such policies.’

It may not be possible ex ante, or even ex post, to quantify the impact of a policy

on firm's profits. In their assessment of monetary profits, managers are often faced with

Senior managers often have the power to impose the adoption or non-adoption of beyond-compliance
policies. Apropos preferences, I infer them from managerial behavior, and my detailed interviews and
discussions with them. Though I do not systematically examine why managers have adopted certain
preferences (for or against beyond-compliance policies), I do examine the professional backgrounds of
managers and their reasons for supporting or opposing given beyond-compliance policy.

’ I am inspired by the literature in International Relations on “two-level games.” This literature argues
that international politics and domestic politics influence each other. Important works include Putnam
(1988), Mastanduno et al. (1989), McGinnis and Williams (1993), Evans et al. (1993), and Knopf (1993).

* In Chapter 2, drawing upon the works of Elinor and Vincent Ostrom and other colleagues at the
Workshop in Political Theory and Policy Analysis (E. Ostrom, 1986, 1990, 1994, 1996; E. Ostrom et al.,
1994; V Ostrom, 1997), I discuss my notion of new-institutionalism.

? I do consider policies that require significant expenditures (up to $100 million in the case of
underground tanks). However, [ do not consider policies whose adoption may bankrupt the firm; I see no
reason why any manager would support such policies.

4



incomplete information on future prices and costs. To cope with incomplete information,
‘boundedly rational’ managers adopt procedures such as capital-budgeting. Such tools are
managerial responses to cope with an uncertain future, specifically to have ex ante estimates
of future profits.

Capital-budgeting requires estimating future benefits and costs and discounting them
with an appropriate discount rate. If a project meets or exceeds a given rate-of-return, it is
deemed as potentially profitable. Consequently, capital-budgeting ensures that managers
examine investment decisions objectively with a focus on maximizing shareholders’ wealth.
This is an important safeguard for shareholders that often have little say in the running of
firms, and are hence vulnerable to agency abuses by managers.

Tools such as capital-budgeting are appropriate to assess profitability of projects that
involve up-front capital expenditures and generate future cash-flows. Since some beyond-
compliance policies may not involve capital expenditures, such tools are inappropriate for
assessing their profitability. In general, it is difficult to assess the impact on profits of
policies that focus on establishing management systems, and hence do not generate revenue
or decrease monetizable costs. To assess their profit impact, managers employ subjective
methods. Such projects are justified by arguments such as “they are good for the firm in the
long run” and “they are important for keeping the Environmental Protection Agency in good
humor.”

Further, some policies involving significant up-front capital expenditures may be
adopted without being subjected to capital-budgeting. This suggests that established
procedures are not applied consistently. Again, the benefits of such projects are justified on

5



similar grounds as discussed above. This suggests that policymaking within firms involves
a complex mix of factors. Intra-firm processes, inter-manager interactions, and managerial
perceptions of external factors are important in influencing whether or not a beyond-
compliance policy is adopted.

Within a new-institutionalist perspective, I draw upon three broad theories of internal
behaviors of firms: efficiency-, power-, and leadership-based. Efficiency-based theorists
examine an important puzzle that is not adequately addressed by neoclassical economics:
why firms arise at all; alternatively why and how managers arrive at ‘make or buy’ decisions.
Following Coase (1937), efficiency-based theorists view firms as institutions to economize
on transaction costs by allocating resources by hierarchical fiats, and not by market
mechanism. Williamson (1975, 1985) focuses on how firms evaluate ‘make or buy’
decisions, and suggests that these decisions reflect managers’ desire to minimize transaction
costs given asset-specificity, bounded rationality, and a potential for labors’ opportunism.

Efficiency-based theories do not specifically address my puzzle: why firms adopt
beyond-compliance policies at all, and why only selectively? I interpret the broad message
of efficiency-based theories as being that firms adopt only those policies that can be
demonstrated ex ante as being potentially profitable. There is a shared understanding among
managers of the legitimacy of established procedures (such as capital-budgeting) for
assessing the profitability of projects. Efficiency-based explanations therefore suggest that
managers will assess costs-benefits of beyond-compliance policies ex ante, and adopt those
policies that are projected to generate certain levels of net benefits. Further, since
maximizing firm's measurable profits is the primary objective for all managers, policy

6



processes would be consensual. This is not to say that managers have identical preferences
on environmental policies. Probably they do not. However, since there is consensus that for
any policy to be adopted, it must meet or exceed the profitability criteria, different
managerial preferences are not predicted to play out in the policymaking processes.
Efficiency-based theories do not shed much light on how managers operationalize
transactions costs ex ante, or how managers actually make investment decisions. Implicitly,
such theories assume that firms have well-defined investment appraisal procedures.
However, if firms do not have such procedures, if managers do not apply them consistently,
or if such procedures cannot be meaningfully employed (for policies that do not involve
capital expenditures), then efficiency-based theories offer little help in predicting whether
or not a beyond-compliance policy will be adopted.'® As a result, we would be unable to
verify the assertion that firms attempt to be efficiency-enhancing governance structures.
If policy adoption or non-adoption cannot be explained by efficiency-based theories,
then my strategy is to employ power-based or leadership-based explanations. Power-based
theories view firms as mechanisms of dominance rather than as efficiency-enhancing
structures. Since managers may have conflicting preferences, policies are adopted only if
supported by hierarchically-superior managers that have the capacities to impose their

decision on the organization. Policy-skeptics have little choice in this matter. Since policy

' Had managerial preferences for or against beyond-compliance policies been identical, efficiency-
based would remain useful. The problem arises since some managers (policy-supporters) think that their
firm ought to adopt a given beyond-compliance policy even though its profit impact is not quantifiable
whereas others (policy-skeptics) want policy adoption to be guided by established appraisal procedures
only. Different preferences, coupled with different endowments (senior versus junior managers), suggests
that one group could impose its preferences (power-based processes). Alternatively, policy-supporters may
have the skills to induce policy-skeptics to change their preferences (leadership-based processes).
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processes are marked by imposition, we should expect to find evidence of dissent. Policy-
supporters can be expected to justify such imposed policies in terms of their long-term
benefits, although ex anfe non-monetizable, to the firm. Policy-skeptics may not buy into
these arguments. Power-based theories predict that their skepticism will be brushed aside and
supporters will impose policies on the organization.

In contrast, leadership-based explanations suggest that policy-supporters succeed in
convincing skeptics about the long-term benefits of the proposed policy, even though they
provide no ex ante estimates of such future benefits. Policy-supporters adopt a variety of
strategies such as emphasizing benefits of keeping the coercive external actor (who is
encouraging this policy) in good humor. Their personal credibility and expertise in the issue
area is often helpful in strengthening their persuasive abilities. Thus, although policy-
skeptics oppose such policies in the short-run, they change their preferences, and eventually
such policies are adopted consensually.

In examining beyond-compliance policies, I first employ efficiency-based theories:
could the profitability of a beyond-compliance policy be assessed by employing capital-
budgeting? If the efficiency-based logic does not hold (that is, capital-budgeting was either
inapplicable or, if applicable, it was not employed), I turn to power- or leadership-based
theories. I classify policy processes marked by imposition as power-based, and processes
marked by induced consensus as leadership-based. I identify policy-supporters and policy-
skeptics, their positions in the hierarchy, and their strategies and logics for supporting or
opposing a policy.

Since I infer preferences from behaviors, I do not examine why policy-supporters or

8



policy-skeptics have certain preferences. However, I do seek to understand whether policies
adoption requires significant levels of organizational changes that upset the status quo, and
thereby create incentive for “losers” to oppose a policy. I also examine how factors external

to firms support or impede the efforts of policy-supporters.

Research Design and Methods

At an empirical level, I focus on two firms: Baxter International Inc. and Eli Lilly and
Company. Both Baxter and Lilly are multinational corporations (MNCs). Since MNCs are
important economic actors, they have critical roles in environmental policymaking and
implementation (Walters, 1973; Pearson, 1985; World Commission on Environmental and
Development, 1987; Robinson, 1988; Leonard, 1988; World Development Report, 1992;
Schmidheiny, 1992; Low and Safadi, 1992; Vogel, 1995; Schmidheiny and Zorraquin,
1996). Therefore, an objective of many environmental policies is influencing environmental
performance of MNCs. This requires an understanding of how MNCs make environmental
policies. Unfortunately, there is little literature on this subject since most environmental
policy scholars treat MNCs (or any firm for that matter) as unitary actors.

In this dissertation, I study environmental policymaking in the U.S. operations of
Baxter and Lilly. I do not study environmental policymaking in their subsidiaries outside the

U.S."! For most MNCs operating in industrialized countries, compliance with domestic

' As I have discussed elsewhere, there is an incorrect perception that MNCs systematically adopt lower
environmental standards in their subsidiaries located in developing countries (Prakash at al., 1996).
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environmental regulations is often a non-issue."? I attribute such compliance to stringent laws
specifying significant civil and criminal liabilities, relatively serious implementation of
environmental laws by regulatory bodies and the courts, active monitoring by environmental
groups and local communities, and pressure from employees to “go green” The battle within
firms is now being fought in a different arena: to what extent should firms go beyond
compliance?

Why do I study Baxter and Lilly? According to a recent survey commissioned by the
United Nations Conference on Trade and Development (UNCTAD, 1993), environmental
policies of MNCs are significantly influenced by three factors."> These are: (1) line of

business; (2) sales volume; and (2) home country. [ briefly discuss these factors below:

The Line of Business

The high-risk industries as well as the ‘sun-rise’ industries have the strongest
environmental programs. High-risk industries such as oil and chemicals have extensive
environmental programs because even a single industrial accident can inflict significant costs
on them." Since sun-rise industries such as electronics, biotechnology, and specialty
chemicals have quick product obsolescence, they replace their capital equipment in short-

cycles. Consequently, they are afforded opportunities to install state-of-the-art resource-

* Though previously many companies have resisted compliance.
" This is the largest survey of environmental policies of MNCs to date.

'* Exxon's liabilities due to the Exxon-Valdez disaster are estimated at about $5 billion (New York
Times, June 14, 1996).
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efficient technologies. Further, their high profitability provides them with resources for

investing in environmental programs that often have long gestation lags.

The Size of MNCs
Large MNCs (sales of $4.9 billion and above) have more comprehensive
environmental programs than the smaller MNCs because they can tap economies of scale on

such expenditures.

The Home Country of the MNC
The scope and content of environmental practices vary significantly across regions.

The UNCTAD survey notes that:

[P]robably the nature of the regulatory environments in the home country of
the corporation explains variations .... The tendency of Asian corporations
[that is, Japanese] to view EH&S [Environmental Health and Safety]
activities as business opportunities could be related to the fact that Japanese
EH&S policy is formulated to a large extent by the Ministry for International
Trade and Industry and not the Environmental Agency. The relatively low
utilization of EH&S policies and practices in Europe is probably related to
the fact the European environmental regulations tend to rest on administrative
enforcement and cooperation between industries. On the other hand, United
States' environmental regulation has traditionally been described as
adversarial and aggressive, and seems to have encouraged the TNCs
[transnational corporations) to establish EH&S procedures to minimize
liabilities (1993: 93).

['have controlled for three factors identified by the UNCTAD report. Baxter and Lilly

share the following characteristics:
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1) Their annual sales exceed $4.9 billion: $9.3 billion for Baxter's and $6.7
billion for Lilly.

(2)  They are in the health-care industry.

3) They have American parents, that is, the U.S. is their home country.

In addition, these firms are:

4) significantly globalized (the non-U.S. operations account for 42.5 percent of
Lilly's sales and 28.2 percent of Baxter's sales); and

) formally committed to adopting beyond-compliance environmental policies
(Baxter, 1994a; Eli Lilly, 1994a).

At an empirical level, I examine ten cases of beyond-compliance policymaking: four
common to both firms (Underground Tanks, 33/50, ISO 14000, and Environmental Audits),
and one each idiosyncratic to them (Responsible Care to Lilly and Green Products to Baxter).
These cases pertain to policymaking during 1975 to mid 1996. All cases are briefly described

below:

Underground Storage Tanks

Underground storage tanks can contaminate soil and ground-water creating
significant clean-up costs. Consequent to EPA's regulation in 1985, both Baxter and Lilly
removed their existing single-walled underground tanks, and installed new tanks that have

significant beyond-compliance features. I examine why these firms invested huge amounts

'* On October 1, 1996, Baxter announced that it has reorganized itself into two corporations: Baxter
International Inc. and Allegiance Corporation. Baxter International Inc. will focus on developing medical
technologies and Allegiance Corporation will focus on supplying medical and laboratory products (Baxter,
1996 ). Since I am studying environmental policymaking in Baxter and Lilly during 1975-mid 1996,
Baxter's reorganization does not affect my research design or analysis.
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on beyond-compliance features: about $10 million for Baxter and $30-40 million for Lilly.

Toxic Release Inventory and EPA's 33/50 program

Both Baxter and Lilly took significant beyond-compliance initiatives to reduce their
releases of chemicals listed under the Toxic Release Inventory program (TRI). Lilly has
invested about $80 million for reducing its releases of TRI chemicals and Baxter has invested
about $10 million for reducing its releases of TRI chemicals, air-toxics, and
chlorofluorocarbons.

33/50 is a voluntary beyond-compliance program launched by the EPA in 1991.
Firms are encouraged to commit to reducing aggregate releases of seventeen specific TRI
chemicals 33 percent by 1992 and 50 percent by 1995 with 1988 as the baseline. Both Baxter

and Lilly are charter members of this program and both have exceeded their 1995 objectives.

Chemical Manufacturers Association's Responsible Care

The Chemical Manufacturers Association (CMA) launched Responsible Care in
1989. Under this program, CMA's member firms are asked to adopt a series of beyond-
compliance policies. This case focuses on Lilly only. Afier initial hesitation on some aspects

of this program, Lilly adopted Responsible Care, and now is a show-case example of its

successful implementation.

International Organization for Standardization's ISO 14000
The ISO 14000 series specifies beyond-compliance management systems. These
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standards have been sponsored by International Organization for Standardization, a Geneva-
based non- governmental organization. ISO 14000 could be viewed as an industrial code of
practice that needs to be certified by external auditors. This certification is done at facility
level. Currently, such certification is estimated to cost about $20,000 per facility. Neither
Baxter nor Lilly have mandated that their facilities should have the ISO 14000 certification;
they have adopted a wait-and-see policy. This could be attributed to their extant investments
in other industrial codes (Responsible Care for Lilly, and the state-of-the-art program for

Baxter), and little perceived gains from switching over to ISO 14000.

Environmental Audits

Though there is major controversy over granting attorney-client privilege to
environmental audits, both Baxter and Lilly have established strong internal audit programs.
In addition, Baxter invites external auditors to evaluate its environmental programs. In 1991,
Arthur D. Little was invited to help in defining the state-of-the-art environmental standards,

and in evaluating whether Baxter's environmental program met those standards.

“Green” Products

Both Lilly and Baxter have adopted a variety of beyond-compliance policies to
“green” their manufacturing operations and management systems. However, only Baxter
markets green products, the ones that explicitly promise environmental protection as one of
their benefits. Given the nature of Lilly’s business of manufacturing and marketing ethical
or prescription drugs, green products have little business rationale.
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[ have gathered information on these cases from the following sources: interviews
with managers (both in-service and retired), attendance as an observer in meetings of various
environmental teams, review of published as well as unpublished documents, and
professional journals. I signed a confidentiality agreement with both Baxter and Lilly. This
enabled me to have access to their internal and confidential documents, to attend meetings
of their environmental teams, and to interview their managers. However, given the
confidential nature of some information, I was required to have this dissertation approved
by them for accuracy of facts (not interpretation), and I have already done so. As a result, |
have their permission to publish this dissertation as a book or individual chapters as stand-
alone articles. Most managers in these firms have been extremely cooperative in sharing
information and have not attempted to influence my interpretation of events. However, to
maintain confidentiality of my sources, I do not identify them in my discussions of the

various cases, except when I am quoting from a published document.

Case Selection

In examining the above cases, I define my dependent variable as the adoption or non-
adoption of beyond-compliance policies, and my independent variables as factors internal
and external to firms. The internal factors include: whether a policy required up-front capital
expenditure or whether it involved establishing management systems; the level of
expenditures, and the degree of organizational change required to implement a policy. Some
of these policies involved significant capital expenditures (Underground Tanks and 33/50,

in particular) and could therefore have been subjected to investment appraisal procedures.
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On the other hand, others policies involved establishing management systems (Responsible
Care and ISO 14000) whose financial impact cannot be quantified. In addition, the degree
of organizational change required for implementing such policies also varied: “minimal” for
underground tanks and “significant” for external audits.'¢

For understanding the roles of external factors, I focus on the managerial perceptions
(and how they were shaped) of the abilities of such organizations to impose excludable costs
or provide excludable benefits to firms and to individual managers. [ examine the following
external factors: governmental agencies (the EPA), non-governmental international
organization (the International Organization for Standardization); industry-level association
(the CMA), and customers (hospitals).

As shown in Table 1.1 below, these cases also pertain to different time periods: from
the mid 1980s (Underground Tanks) to mid 1996 (ISO 14000). They also represent policy
initiatives at different scales of aggregation: specific to a firm (Underground Tanks), specific
to chemical industry (Responsible Care), specific to manufacturing firms across industries

(33/50), and impacting virtually all firms in the economy (ISO 14000).

[Insert Table 1.1 About Here]

Following King et al. (1994), I have selected cases to ensure variations on

independent variables. However, King et al. also advise that with a small sample size,

'¢ Minimal changes involve only operational-choice level while significant changes involve collective-
and constitutional-choice level. I discuss the three levels of institutional analysis (operational-, collective- ,
and constitutional-choice) in Chapter 2.
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researchers should consciously ensure variations on the dependent variable as well. As a
result, though I predominantly focus on cases where beyond compliance policies were
adopted (since this is my theoretical puzzle), I also study four cases of non-adoption (ISO
14000 in Baxter and Lilly; External Audits in Lilly, and phase one of Responsible Care in

Lilly).

Organization of the Dissertation

[ have organized this dissertation into ten chapters, including this introductory
chapter. In Chapter 2, I lay out the theoretical foundations of this dissertation. I discuss my
notion of new-institutionalism, the Institutional Analysis and Development (IAD)
framework, the nature of goods and services, three categories of theories of internal
behaviors of firms (efficiency-, power-, leadership-based), and the predictions of these
theories in the context of beyond-compliance policies. In Chapter 3, I first briefly provide
an overview of the activities of Baxter and Lilly. [ then describe evolution of their
environmental programs from 1975 to mid 1996. Finally, I compare the environmental
programs in the two firms. In Chapters 4-9, I examine ten cases of beyond-compliance
policies and explore processes leading to their adoption or non-adoption. These processes
are examined by employing efficiency-, power-, and leadership-based theories. In Chapter
10, I first examine theoretical and policy implications of this dissertation. F inally, I discuss

the limitations of this research.
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Table 1.1

Cases and Their Dimensions

—

“ External factors

encouraging or
discouraging this
policy

Time
Period

Scope

|

Underground
Tanks

Encouraged by
Environmental
Protection Agency

Mid 1980s-
Late 1980s

Firm

TRI and 33/50

Encouraged by the
Environmental
Protection Agency

Late 1980s-
Early 1990s

Manufacturing
industry

Responsible
Care

Encouraged by
Chemical
Manufacturers
Association

Late 1980s

Chemical
industry

ISO 14000

Encouraged by a
Geneva-based non-
governmental
organization

Mid 1990s

All industries

Environmental
Audits

Discouraged by the
Environmental
Protection Agency;
encouraged by state
environmental
agencies

Early 1990s-
Mid 1990s

Firm

“Green
Products”

Encouraged by
health-care providers
such as hospitals

Early 1990s

Firm
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Chapter 2

Environmental Policymaking Within Firms

In this dissertation I focus on intra-firm processes and inter-managerial interactions
on environmental policymaking. In my efforts to examine why firms adopt beyond-
compliance policies, I first consider whether or not a proposed policy meets or exceeds the
profit criteria as stipulated in capital-budgeting or some other established investment
appraisal procedure. Second, I consider whether this policy is required by law or whether it
goes beyond compliance. With these two attributes in mind, I identify four modal types of
environmental policies: Type 1 (those which go beyond compliance and also meet or exceed
the profit criteria), Type 2 (those which go beyond compliance but cannot or do not meet the
profit criteria), Type 3 (those which are required by laws and also meet or exceed the profit
criteria) and Type 4 (those which are required by laws but cannot or do not meet the profit

criteria). This discussion is summarized in Table 2.1:

[Insert Table 2.1 About Here]

Since Type 3 and Type 4 policies are required by laws and regulations, we expect
firms to adopt them. Therefore in this dissertation I do not focus on these policies. Many
firms such as 3M, Procter and Gamble, and Dow have enthusiastically adopted Type 1
policies (Porter, 1991; Smart, 1992; S. Hart, 1995; Porter and van der Little, 1995;

Cairncross, 1995; Shrivastava, 1995). Such policies are consistent with the profit-



maximizing model since they enable firms to capture the “low-hanging fruit”: that is,
projects that are predicted, ex ante, to generate monetizable profits if new organizational
policies and structures were to be adopted. Importantly, such policies meet or exceed the
criteria stipulated in established procedures of project appraisal and investment analysis.

Type 2 policies are of two kinds. First, they include those policies that require up-
front capital expenditures but are not subjected to appraisal procedures. Second, they
represent projects that do not involve capital expenditures, and whose impacts on monetary
profits cannot be assessed by using established procedures, if it can be assessed at all."?
Adopting Type 2 policies is therefore inconsistent with the profit-maximizing model of
firms.

Can such policies be explained by assuming that, in dealing with environmental
issues, firms are driven by non-profit objectives?'® Here, we again run into problems. An
environmentally conscious firm should adopt all proposed Type 2 policies. However, we
often observe that a given firm selectively adopts such policies. The puzzle then is to explain
why do firms adopt Type 2 policies at all, and why selectively?

To explore this puzzle, I depart from the neoclassical theory and employ a new-

institutionalist perspective. Instead of treating firms as unitary actors, I treat them as

'7 An example could be establishing new management systems. I have not come across an instance
where managers have formally assessed profitability of such projects. I hypothesize that if any manager has
indeed prepared such estimates, then it would be extremely subjective, and lack credibility within or
outside the firm.

'® As 1 elaborate later in this chapter, supporters of Type 2 policies do portray them as benefiting the
firm in the long run. However, policy-supporters do not provide any ex ante monetary estimates of such
benefits.
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composites consisting of multiple actors.'® My ultimate unit of analysis is the individual
actor within the firm. Further, I assume that some managers may prioritize some
environmental objectives over a simple effort to minimize costs of production. I focus on one
such objective: adopting Type 2 policies. I classify managers in two categories: policy-
supporters that favor adoption of Type 2 policies and policy-skeptics that do not.?®

Once we acknowledge that some managers may pursue environmental objectives that
do not or cannot meet the profit criteria, policies of firms can no longer be explained as
passive responses of managers to external stimuli, in particular, market signals and
governmental regulations. Rather, policies also reflect interactions among managers with
different objectives or different prioritizations of similar objectives. It is therefore difficult
to predict, ex ante, whether policy-supporters or policy-skeptics will always prevail. The
final outcome depends on a variety of factors such as policy-supporters’ hierarchical

position, their persuasive or canvassing abilities, their expertise in the issue area, and how

*? Unpacking of firms has a long history. Important works, especially in the field of organizational
theory, include March and Simon (1958), Katz and Kahn (1966), and Thompson (1967). The
environmental policy scholars, surprisingly, still predominantly treat firms as unitary actors. Notable
exceptions are Fisher and Schot (1992), Gable (1994), and Bunge et al. (1994).

* My strategy is to infer preferences from the actions of managers. [ do not explain why managers
possess certain preferences. However, in my one-on-one interviews, [ did gather information on the
professional backgrounds of managers working on environmental issues across functional areas. From
these interviews it was clear that most of them had strong personal commitments to environmental issues.
This was not surprising since they chose to work on environmental issues; not because of organizational-
level incentives such as special allowances or faster promotions. Many of these managers also claimed to
be “environmentalists;” some of them claimed to support the Sierra Club and other environmental groups
financially. [ also observed posters on environmental issues adorning offices of most of these managers.
Most of them are very active in Earth Day celebrations. Such display of support for environmental issues,
and my numerous discussions with them leads me to infer that most of these managers indeed hold strong
beliefs on environmental issues. Thus, I expect that such managers would support Type 2 policies. On the
other hand, I also expect “losers” from any organizational change that results from a Type 2 policy to
assume the role of policy-skeptics. These losers could belong to environmental departments or work on
environmental issues in other departments.
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they invoke external factors to shape perceptions of policy-skeptics. Further, the policy
outcome would also be influenced by the degree of organizational change required for its
implementation: the greater the predicted change, the stronger the incentives are for the
“losers” to oppose policy adoption. Consequently, the likelihood of policy-adoption
decreases.

To understand the intra-firm processes and inter-managerial interactions of
environmental policymaking, [ employ the theoretical tools of new-institutionalism and the
Institutional Analysis and Development (IAD) framework. New-institutionalists emphasize
the role of a broad set of institutions in shaping individual incentives, and thereby impacting
collective action (North, 1981, 1990; Bates, 1983; E. Ostrom, 1990; Furubotn and Richter,
1991). In the new-institutionalist tradition, I identify three categories of theories of internal
behaviors of firms - efficiency-, power-, and leadership-based. Though these theories view
firms as composite actors , they suggest different impacts of inter-managerial interactions
on policymaking. None of these theories alone explains all the aspects of my puzzle. Rather,
individually each of them is important in illuminating certain aspects, and collectively they

explain all aspects of my puzzle.

New Institutionalism

New-institutionalists integrate insights from neoclassical economics, historical

institutional economics, political science, and sociology by examining the dynamics between
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economic and political behaviors in a given institutional context (North, 1990).2' The central
message of new-institutionalism is that institutions matter in influencing individual-level as
well as collective-level outcomes. This begs the question as to what institutions are and how
they evolve.? In this regard, new-institutionalists distinguish institutions from organizations.
Institutions are enforced rules about what actions are required, prohibited, or permitted (E.
Ostrom, 1986) while organizations are collections of physical actors (North, 1992). For
example, courts of law are organizations, whereas laws themselves are institutions. Similarly,
a firm is an organization while its policies and rules governing actions of its managers are
institutions. Managers (unitary actors) of firms (composite actors) operate within the
constraints set by the institutions that are internal and external to firms. Since institutions
mediate among individuals and collectivities, new-institutionalists analyze various realms
of collective action (such as markets, firms or commercial bureaucracies, non-profit
bureaucracies, and governmental bureaucracies) using the same theoretical perspective.
The fact that institutions matter does not necessarily imply that agents passively
respond to structures. New-institutionalists treat institutions (structures) as purposive

artifacts and not as spontaneous outcomes.? Thus, even though institutions matter, agents

*! Arrow observes that new-institutional economics has become popular since it:

[D]oes not consist primarily of giving new answers to traditional questions of economics

-- resource allocation and degree of utilization. Rather, it consists of answering new

questions, why economic institutions have emerged the way they did and not otherwise ....

(1987: 734; italics mine).
2 Commons ([1934] 1961: 69) defines institutions as “collective action in control of individual action.”
2 In contrast, Hayek observes that:

If social phenomena showed no order except insofar as they were consciously designed,
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can potentially create or modify some structures at one point in time which, in turn, constrain
their behavior at another point in time.* As a new-institutionalist, I focus on induced
cooperation (not on the Hayekian notion of spontaneous cooperation) and impediments to
it. Specifically, I focus on cooperation (or lack of it) among managers of firms on Type 2
policies.

In undertaking institutional analysis, new-institutionalists employ three assumptions:
methodological individualism, pursuit of self-interest, and bounded rationality. These are

discussed below.

Methodological Individualism
Individuals are viewed as the ultimate units of analysis.? Collective entities such as

firms or governments are not reified; they are treated as composite actors. Jensen notes that:

there would ... only be problems of psychology. It is only insofar as some sort of order
arises as a result of individual action but without being designed by any individual that a
problem is raised which demands theoretical explanation (1955: 9; italics mine).

* For this reason, Snidal (1995) refers to institutions as endogenous parameters. In contrast, scholars
emphasizing structures over agents treat structures as exogenously given to agents. For example, within
International Relations literature, the neorealists argue that foreign policies of states (agents) are
determined by their place in the international system (structure) (Waltz, 1979; Grieco, 1988).

¥ Buchanan emphasizes the distinction between:

[Individualism as a method of analysis and individualism as a norm Jor organizing
society ... [the former] suggests simply that all theorizing, all analysis, is resolved finally
into considerations faced by the individual person as a decision-maker ... analysis reduces
to an examination of his choice problem and of his means or opportunities for solving
this problem. To this approach is opposed that which starts from the presumption that
some unit larger than the single person ... is the entity whose choice problems are to be
examined (1962: 315; italics in original).
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Organizations do not have preferences, and do not choose in the conscious

and rational sense that we attribute to people. Anyone who has served on

committees understands this fact. Usually no single person on a committee

has the power to choose the outcome, and the choices that result from

committee processes seldom resemble anything like the reasoned choice of

a single individual (1983: 327).

Methodological individualism is a key pillar of my attempt to understand
policymaking within firms. I trace the Type 2 policies (institutions) of firms (organizations)
to preferences of managers. As a result, I view firms’ policies as purposive artifacts,® and
institutional change (policy adoption or non-adoption) as a process that is affected both by
the extant structures at any point in time, and the preferences and strategies of actors
(Schelling, 1978; Arrow, 1987, E. Ostrom, 1996).2” However, actors cannot always modify
or create new institutions since institutional change is affected by a variety of factors such
as ‘path-dependency,’ transaction costs, and the rules used to change rules (North, 1990; E.

Ostrom, 1990).? Even Type 1 policies (that increase monetary profits or decrease monetary

costs) may initially be impeded by managers who are skeptical of the utility of adopting

* Both the neoclassicalists and the new-institutionalists assume methodological individualism.
However, the former contend that markets evolve spontaneously. The Austrian School, particularly Hayek
(1945), also rejects “constructive rationalism;” he suggests that institutions cannot be constructed based on
a rational design. Evolutionary economists also do not treat institutions as purposive artifacts (Nelson and
Winter, 1982). Sociologists or the interpretivist institutionalists, in contrast to new-institutionalist, contend
that institutions evolve exogenously to the actors (Keohane, 1988). This distinction is crucial as both the
new-institutionalists and the interpretivists view institutions as exogenous constraints on human action.
However, the new-institutionalists view some institutions as potentially purposive artifacts while
interpretivists do not relate institutions to purposive human action.

7 As subsequently discussed, endogeneity or exogeneity depends on the level of analysis and the time
frame (E. Ostrom, 1990; Snidal, 1995; Martin, 1995).

# Williamson (1975, 1986), in tradition of Commons ([1934] 1961)), treats a transaction as the unit of
analysis. E. Ostrom (1990) also uses the action arena as her unit of analysis. On this count, these scholars
treat agents and structure as inseparable in understanding human behavior.

25



environmental policies.

Pursuit of Self-Interest

Actors, alone or in groups, are assumed to pursue their self-interests subject to

institutional constraints.?’ Furubotn and Richter note that:

Contrary to conventional practice, the dichotomy between the theory of
consumer choice and theory of firm is ended by extending the utility
maximization hypothesis to al// individual choices. Thus, an individual,
whether he be the manager of a government bureau or a capitalist
entrepreneur, is understood to make his own choices and to pursue his own
goals within the limits allowed by the system in which he is operating (1991:
4; italics in original).

Self-interested actors may pursue profit and non-profit objectives. Since such actors
may not always succeed in gaining the highest level of joint net benefits, institutions may
generate pareto-inefficient equilibria.’ Institutions may also serve the interests of dominant

actors and represent distributional conflicts (Libecap, 1989; North, 1990: J. Knight, 1992).

® As a result, principal-agency notions are critical in understanding behaviors of composite actors
(Berle and Means, 1932; Manne, 1965; Ross, 1974; Jensen and Meckling, 1975; Fama, 1980; Moe, 1984).
However, in this dissertation, [ do not examine principal-agency issues relating to beyond-compliance
policies. Further, some scholars do not view principal-agent conflicts to significantly impact working of
firms. Stigler (as cited by North, 1987 sees little relevance of agency issues in the study of firms. Manne
(1965) argues that markets for managers substantially control ‘agency costs' (Wolf, 1979). Demsetz and
Lehn (1985) cite evidence suggesting that organizations with widely dispersed ownership (high principal-
agent conflicts) as well as with concentrated ownership (low principal-agent conflicts) have comparable
levels of profits.

** The Prisoners' Dilemma Game being an eloquent example.
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Bounded Rationality

Actors are assumed to be ‘boundedly rational' - “intendedly rational but limitedly
so” (Simon, 1957: ix). Bounded rationality reflects information scarcity at the level of an
individual actor. In the study of social systems, Eggertsson (1996) identifies three types of
information issues: (1) problems in creating and gathering information; (2) neurological
constraints in absorbing and processing information; and (3) imperfect models of the external
world that limit useful applications of processed information.

The first is a systemic constraint since it is practically impossible to collect perfect
and complete information on every subject. For example, within the field of atomic physics,
Heisenberg's Uncertainty Principle states that it is impossible to simultaneously and
accurately determine the momentum and the location of a subatomic particle. This reflects
technological constraints in gathering information on a given kind of subatomic
phenomenon. In contrast to issue (1), issues (2) and (3) signify individual-level constraints;
therefore, I am of the view that only (2) and (3) together reflect bounded rationality.’'

What are the implications of bounded rationality? For Simon (1957), bounded
rationality implies that actors: (1) use rules-of-thumb or standard operating procedures (such
as capital-budgeting) to make decisions in repetitive situations, and (2) “satisfice” rather

than maximize. Although satisficing may correctly describe human behavior, it is difficult

*! By bounded rationality I do not imply that actors are unclear in their preferences and strategies, and
are paralyzed by inaction. Rather, actors often believe that they know enough about a subject to take self-
assured actions, even though this self-assurance may not be completely justified. Consequently, actors
make mistakes. A second order question is whether actors recognize their mistakes, distill learnings from
them, and incorporate these learnings into their future preferences, strategies, and models of external
world.
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to operationalize. Some new-institutionalists therefore interpret bounded rationality as utility
maximization under transaction cost constraints (Eggertsson, 1990).*2 The maximization
assumption requires that agents quantify payoffs of various strategies, weight them by their
prior probabilities, and choose the strategy with the highest weighted payoff. However, this
is not helpful in understanding the decision-making processes of actors pursuing objectives
that do not meet the requirements of established procedures. Hence, I prefer a weaker
assertion that actors do as well as they can, given their bounded-rationality.

Since boundedly rational actors may make decisions under uncertainty,** decision-
making may be influenced by inter-agent interactions. When provided with new evidence
or alternate interpretations for existing evidence, actors may revise their assessment of
various policies. For example, opposing managers may change their assessment of a policy
(for example, begin to view it as Type 1 instead of Type 2) if a credible actor were to present

the existing cost or revenue data.

The IAD Framework

To structure my analysis of environmental policymaking within firms, employ the

Institutional Analysis and Development (IAD) Framework developed by the scholars at the

¥ To reiterate, bounded rationality is an attribute of the individual actor and not of the structure of the
decision situation. Since information asymmetries that lead to moral-hazard and adverse-selection
problems are rooted in the structure of the situation, they do not represent bounded rationality. Adverse
selection problems arise due to pre-contract information asymmetries while moral hazard problems arise
due to post-contract information asymmetries.

¥ Unlike risky situations, we cannot spell out the probability of occurrence or non-occurrence of
uncertain situations.
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Workshop in Political Theory and Policy Analysis (Kiser and Ostrom, 1982; E. Ostrom,
1986, 1990; E. Ostrom et al., 1994). Policy scientists have long debated whether policies
drive politics or vice-versa (Lowi, 1964), whether structures drive policies or vice-versa, and
whether institutions are endogenous or exogenous to actors. Such debates may be resolved
once we specify the level of analysis for a particular question.

The level of analysis can be viewed either as a hierarchical attribute or as a structural
attribute of the problematique. The former route equates levels of analyses with hierarchy
since hierarchically differentiated agents (such as senior managers, middle managers, and
Junior managers) have different job responsibilities and varying access to resources. In the
study of International Relations, Waltz (1979) identifies three levels of analyses: the
individual, the state, and the international system.

In contrast to the hierarchical route, the structural route relates levels of analyses to
attributes of the problematique. Employing the structural route, the IAD framework
identifies three nested levels of institutional analysis: operational-, collective-, and
constitutional-choice (Kiser and Ostrom, 1982). Operational-choice level rules directly
impact actors who make decisions affecting the physical world. Collective-choice level rules,
or ‘policies,” specify how operational rules may be changed, and who may change them.
Constitutional-choice level rules specify how collective action entities (policymaking bodies)
may be constituted, define membership rules, and describe how members may amend
collective-choice level rules.

To exemplify, suppose the Board of Directors (BOD) of a firm decides to establish
an environmental department to handle the firm's environmental affairs. This is a
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constitutional-choice decision since a collective-choice structure (the environmental
department) is being created. The environmental department may put together a manual
specifying: (1) the responsibilities of various managers; (2) a protocol for environmental
audits; and (3) a protocol for risk assessment. Since audits impact the functioning of facilities
(the physical world), the audit protocol specifies operational-choice level rules. Suppose this
protocol specifies weekly monitoring of emissions but facility managers want monthly
monitoring instead. The collective-choice level rules outlining the procedures necessary to
amend this protocol, will often be specified in the manual. Thus, the manual will specify the
collective-choice rules (how to amend a protocol) and the operational-choice rules
(periodicity of monitoring).

Though senior managers have greater involvement in collective- and constitutional-
choice level decisions, they often have operational responsibilities as well. If, for instance,
every quarter a Chief Executive Officer (CEO) must report on the firm's performance to the
BOD, then organizing such a presentation becomes an operational responsibility of the CEO.
Similarly, junior managers may also have constitutional-choice level responsibilities.
Suppose, a junior manager at a facility is asked to manage a firm's environmental awareness
programs. This manager may form a citizen committee to finalize the agenda, a
constitutional-choice level decision involving this manager.

As suggested before, the IAD framework identifies three nested levels of institutional
analysis. The constitutional-choice level institutions set rules for the collective-choice level,
and the collective-choice level institutions, in turn, for the operational-choice level. At the
constitutional-choice level, where domains of rule-making responsibilities are established,
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politics drives the creation of structures and policies. In self-managed institutions, since
actors themselves decide on constitutional-choice issues, constitutional-, collective-, and
operational-choice institutions become endogenous to actors. However, if the constitution
is imposed by external actors, then constitutional-choice rules become exogenous to actors.

Consider the previous example of establishing an environmental department. Firms'
constitutions are determined by the prevailing laws and regulations (exogenous factors) and
directed by their shareholders and managers (endogenous factors). Suppose the BOD, which
represents the shareholders, decides to establish an environmental department at the head-
office. This is a constitutional-choice decision endogenous to the shareholders. Suppose the
BOD empowers this department to make environmental policies. Since the environmental
department will decide policies for various facilities, policies (collective-choice institutions)
are endogenous to the environmental department, but exogenous to facilities. If an auditor
has to be identified by facilities, then this operational-choice level institution is endogenous
to them. However, if this is decided by the environmental department, then this decision is

exogenous to facilities. This discussion is summarized in Table 2.2.

[Insert Table 2.2 About Here]

Many policy analysts tend to equate governance with government, and treat
governance institutions as exogenous to the governed. Historical-institutional economists
also focus primarily on order guaranteed by external agents, either established by the
governmental law, or by custom (Furubotn and Richter, 1991). They overlook what
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Williamson (1975, 1985) calls “private ordering.” While focusing on policymaking
(collective-choice) and policy implementation (operational-choice), policy scientists have
largely ignored the issue of constitutional-choice: the conscious establishment of governance
institutions such as firms. As a result, they “black-box™ composite actors such as firms and
disregard their internal dynamics.

In contrast, the IAD framework emphasizes that policy analysis deals with the issues
of governance, not merely government, and that governance institutions can be crafted by
actors whose behavior they are expected to regulate and stabilize. Using the [AD framework
and the theories of firms, I seek to open the black-box and understand environmental

policymaking within firms.

Nature of Goods and Services

Adam Smith ([1776] 1970) viewed the “invisible hand” as a mechanism to harmonize
individual and collective interests when exchanges of private goods and services are
organized in competitive markets. However, markets may fail when substantial externalities
are present. In trying to deal with such market failures, individual and group rationality may
conflict leading to collective action dilemmas or social traps (Arrow, 1963; Olson, 1965:
Hardin, 1968; Platt, 1973; Stein, 1982; Cross and Guyer, 1980; Mueller, 1989; E. Ostrom,
1990). If actors pursue their short-term self-interests, then the group arrives at a socially non-
optimal situation. A socially optimal outcome can be achieved only if actors suppress their
short-term self-interests.

Collective action dilemmas can be traced to the physical and institutional nature of
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goods and services (henceforth referred to as products). Products may initially be classified
along two attributes: rivalry or subtractability and excludability (V. Ostrom and E. Ostrom,
1977). Rivalry implies that if A consumes a particular unit of a product then B cannot.
However, some products may exhibit congestibility: non-rivalry if the number of consumers
is below a given threshold, and rivalry if it is beyond that threshold.

Excludability implies that it is both technologically feasible and economical for A
to exclude B from appropriating benefits, once a product has been produced. Excludability,
reflecting the ease of defining and enforcing property rights, is influenced by both physical
and institutional factors.** As Coase (1960) notes, a major problem with the Pigouvian
approach® is the flawed conception of a factor of production that focused only on physical

aspects, and ignored institutional contexts defining property rights. Coase observes that:

[A factor of production] is usually thought of as a physical entity which the
businessman acquires and uses (an acre of land, a ton of fertilizer) instead of
as a right to perform certain physical actions. We may speak of a person
owning land and using it as a factor of production, but what the landowner
has in fact possessed is the right to carry out a circumscribed list of actions.
The rights of a land-owner are not unlimited (1960: 35; italics mine).

As illustrated in Table 2.3, based on physical and institutional contexts, products can

* This is another example of agents creating structures, which, in turn, constrain agents' actions.

35 Pigou ([1932] 1960) viewed pollution as externalization of costs to the environment. Consequently,
sacial costs exceed private costs creating incentives for over-production of the product. Pigou argued that
governmental interventions, through the imposition of indirect taxes or provision of subsidies, could
correct the discrepancy between private and social costs, and can force “polluters” to produce at socially
optimal levels. Though Smith ({1776] 1960) did acknowledge the public good provision function of
governments, Pigou provided an additional rationale -- internalization of externalities. [ submit that Keynes
(1937) at the macro economic level, and Pigou at the micro economic level, laid the foundation of the so
called “interventionist state.”
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initially be classified in the following stylized categories.

[Insert Table 2.3 About Here]

Pure public goods are non-rival and it is difficult to exclude actors from appropriating
their benefits. In contrast, private goods are rival and easily excludable. Common-pool
resources are rival, but it is difficult to exclude actors from appropriating their benefits. Club
and Toll goods are partially rival (congestible) and easily excludable.

Public goods are specific to the jurisdictions that provision them. We can think in
terms of local public goods (street lights), national public goods (national defense), and
global public goods (protecting stratospheric ozone). However, public goods may create
externalities for jurisdictions that are not provisioning them.

Categorizing products is important since these categories represent different types of
collective action dilemmas. If actors cannot be excluded from partaking the benefits of a
product, they have few incentives to contribute to the product's provision. Difficulties in
excluding create incentives for ‘free riding' (Olson, 1965) leading to under-provisioning of
the product (E. Ostrom et al., 1994). Since markets elicit contributions towards provision
through the threat of exclusion, they are ineffective in providing non-excludable products,
and some alternative institutional mechanism is required (E. Ostrom, 1990).

Rivalry in consumption leads to a different category of problems; it creates incentives
for overuse and rent-dissipation (E. Ostrom et al., 1994). If a product is highly rivalrous and
easily excludable (a private good), then its over-consumption is checked through a rise in its
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price. However, if exclusion from a highly rivalrous product (a common-pool resource) is
difficult or costly, then markets do not function effectively, and scarcity does not translate
into a higher price. Unless there are counter-acting institutions, there is over-consumption
leading to degradation of the resource. Again, non-market institutions are necessary to ensure
sustainable use of such resources.

Scholars often assume that governmental provision is necessary for non-
rival/congestible goods. However, congestible and easily excludable goods (impure public
goods) can be provided by non-governmental organizations as well (Cornes and Sandler,
1986). Such goods are of two kinds: toll and club.* The former can be provisioned by
levying a user toll. Consumers, paying for every additional unit, reveal their preferences, and
one can conceivably think of a continuous demand-schedule for each consumer.

In contrast to toll goods, we cannot price the discrete consumption units of club
goods. As a result, their provision is financed by membership fees. Industry-level initiatives
such as Chemical Manufacturers Association's (CMA's) Responsible Care (Chapter 6) and
ISO 14000 (Chapter 7) are examples of club goods since one cannot price the discrete units

of ‘goodwill' benefits for the firms generated by such initiatives.”” Firms will have incentives

% The concept of an “impure public good' was popularized by Buchanan (1965) though its application
can be found in works of Frank Knight (1924), Pigou ([1932] 1960), Tiebout (1956), Wiseman (1957), and
Olson (1965). I am indebted to Brenda Bushouse for highlighting the distinction between club and toll
goods.

7 Commons notes that:
Goodwill Value, the value added by the “skill, diligence, fidelity, success and
reputation,” ... as a use value this is indicated in the superior treatment above that of the

competitors .... As an exchange value this goodwill value constitutes unprivileged
intangible asset ([1924] 1968: 199:; italics in original).
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to pay their membership fees, only if such benefits are made excludable. Membership fees
can take various forms. Consider the case of ISO 14000. Here the membership fee includes
the costs of implementing environmental management systems and hiring experts to
certifying them. The “fee receipt’ conferring the goodwill benefits takes the form of an ISO
14000 certification. For Responsible Care, the membership fee takes the form of
implementing new organizational policies such as community outreach programs. Since
CMA makes it mandatory for members to subscribe to Responsible Care, membership to
CMA constitutes the fee receipt.

As discussed previously, my theoretical puzzle is: why Type 2 policies are adopted
at all, and why only selectively? Type 2 policies create several joint-benefits.?® First, by
reducing pollution, they create benefits for citizens at large. Since these benefits are akin to
public goods, firms cannot charge for their provision. Second, these policies generate
goodwill towards firms among regulators, citizen groups, local communities, and financial
institutions. In addition to difficulties in monetizing them, these benefits have the
characteristics of public goods. Consequently, firms have few incentives to provide them.

“Green products” (Chapter 9) may also represent firm’s attempts to transform
benefits of environmental protection from public to private goods. If consumers are willing

to pay a premium for green products (and have the satisfaction of being environmentally

He adds:
But goodwill, being a social relation, implies reciprocity. It is the expectation of
reciprocal beneficial transactions. It presupposes a contract, express or implied from the
behavior of the parties, requiring a compensatory service .... ([1924] 1968: 206-207).
** The notion of joint-products is discussed in Cornes and Sandler ([1986] 1996).
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responsible), then firms can offset additional costs of adopting Type 2 policies. However,
firms do not adopt this route en masse since it transfers collective action dilemmas from
firms to consumers. Rational consumers may want to enjoy benefits of a clean environment
(from which they cannot be excluded) without paying for them. If such defections are
widespread, then markets for premium green products would remain small, and firms
pursuing profits would have few incentives to adopt Type 2 policies.

Type 2 policies also generate goodwill for firms. To transform non-excludable
goodwill benefits to club goods, industry-level institutions may be required. Initiatives such
as the Environmental Protection Agency's (EPA) 33/50 program (Chapter 5), and CMA's
Responsible Care (Chapter 6) fit into this category. Through Responsible Care, the CMA
seeks to generate goodwill for the chemical industry, particularly for its members. To ensure
that its members do not free-ride, the CMA reguires that all its members subscribe to
Responsible Care. Similarly, firms adopting ISO 14000 management systems will get the
ISO certification conferring goodwill benefits to them. This again transforms goodwill
benefits from a public good to a club good.

Goodwill benefits could also be transformed to private goods. For example, financial
institutions' (such as mutual funds, insurance companies, and pension funds) may reward
“green firms” that adopt Type 2 policies. However, as Schmidheiny and Zorraquin (1996)
point out, since the primary objective of financial institutions is to maximize shareholders’
wealth, most of them would probably penalize firms that adopt Type 2 policies. Collective
action dilemmas are now at the investor level: rational investors may desire the benefits of
a clean environment (from which they cannot be excluded) without paying for them. Since
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“green investors” constitute only a niche market for investment funds investing in “green

securities” only, “green funds” remain peripheral players in financial markets.

Policymaking Within Firms
Most new-institutionalists predominantly focus on efficiency- or power-based
perspectives to explain institutional emergence and change. Along with these two categories
of theories, I also employ leadership-based theories to examine internal behaviors of firms.

These three theories are discussed below.

Efficiency-Based Theories

Efficiency-based theories view hierarchical firms as conscious artifacts to overcome
market failures such as information asymmetries between actors, production externalities
inherent in any team effort, and non-competitive factor markets that create the potential for
opportunism (Coase, 1937; Chandler, 1962, 1977; Manne, 1965; Alchian and Demsetz,
1972; Williamson, 1975, 1985; Jensen and Meckling, 1976; Klein et al., 1978; Goldberg,
1980; Fama, 1980; Teece, 1982). Since the literature on efficiency-based theories is vast, I
briefly discuss contributions of two scholars: Coase (1937, 1988, 1993) and Williamson
(1975, 1985). These scholars view firms as efficiency-enhancing governance structures that
economize on transaction costs.

The neoclassical theory treats firms as unitary actors (Hirshleifer, 1988).
Consequently, it does not illuminate how managers within firms make decisions, why do

they make certain decisions, and how such decision-making impacts firm-level outcomes.
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Consequently, neoclassicalists do not explain an important puzzle: why firms arise at all?
That is, why and how managers arrive at ‘make or buy’ decisions: should a value-addition
activity take place within a firm or should it be contracted out?

In contrast, Coase emphasizes transactions costs as key factors in the emergence of
firms, and therefore in influencing ‘make or buy’ decisions. Unlike neoclassicalists, he treats
firms as composite actors organized as hierarchical teams. Coase criticizes the neoclassical

theory in the following terms:

[It assumes] that the consumer is not a human being but a consistent set of
preferences. The firm is defined as a cost and a demand curve. The theory is
simply a logic of optimal pricing and input combination. Exchanges take
place without any specification of its institutional settings (1988: 2).

In his 1991 Nobel Prize lecture, Coase further observed that:

[A]n economist does not interest himself in the internal arrangements within
organizations but only in what happens on the market, the purchase of factors
of production and the sale of the goods and services that these factors
produce. What happens in between the purchase of the factors of production
and the sale of goods that these factors produce is largely ignored .... The firm
in mainstream economics has often been described as a “black box.” And so
it is. This is most extraordinary since most of resources in a modern
economic system are employed within firms, with how these resources are
used depends on administrative decisions and not directly on the operation
of the market. Consequently, the efficiency of the economic system depends
to a considerable extent on how these organizations conduct their affairs,
particularly, of course the modemn corporation. Even more surprising, given
their [neoclassical economists’Jinterest in the pricing system, is the neglect
of the market or more specifically, the institutional arrangements to a large
extent what is produced, what we have is a very incomplete theory (1993:
228-9).
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Coase departs from neoclassicalists on two counts. First, he acknowledges that
market exchanges involve transaction costs. Second, he views firms as composite actors:
hierarchies to consciously allocate resources by managerial fiat; an institutional response to
economize on transaction costs. Hence, for Coase, firms are transactional entities, and not
technological entities.

Coase is criticized for insufficiently explaining what influences the level of
transaction costs: if transaction costs are the dependent variable, then what are the
independent variables, and how they impact transaction costs?*® Williamson (1975, 1985),
building on Coase’s ideas, provides a more developed theory to understand why transaction
costs arise, and how they impact managerial ‘make or buy’ decisions.

Drawing upon Simon's (1957) notion of bounded rationality, Williamson emphasizes
incomplete contracting since it is impossible to account for every contingency. He assumes
that humans are potentially opportunistic; they pursue “self-interest with guile.” He
highlights the “fundamental transformation” (from competitive markets to a bilateral
monopoly) in many repeated interactions due to “asset-specificity” -- the productivity of an
asset is specific to certain persons and tasks. Asset-specificity makes asset owners vulnerable
to labors’ opportunism, and purchasers and suppliers vulnerable to each other. Since

controlling opportunism through external enforcement (“legal centralism”) is costly, actors

* That is, what are the coefficients of the independent variables.
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create hierarchies to control opportunism internally at lower transaction costs_* Thus, firms
are hierarchical governance structures to manage interdependence among economic actors.
For Williamson, if transaction costs are dependent variables, then asset-specificity
is the most significant independent variable.*' Williamson’s theory therefore leads to a
falsifiable proposition: given opportunism and bounded rationality of managers, the higher
the degree of asset-specificity, the greater the “make” decisions compared to “buy” decisions.
Williamson also discusses institutional devices such as “hostages” and declarations of
binding intent employed by actors to create disincentives for opportunistic behavior.
Williamson is criticized for insufficiently explaining how managers operationalize
asset-specificity and opportunism (Dugger, 1983; Dow, 1987; Kay, 1992; Ghoshal and
Moran, 1996; Roberts and Greenwood, 1997). Critics contend that therefore he provides
insufficient guidance for measuring transaction costs. As a result, it is difficult predict ex

ante whether managers would favor ‘make’ or ‘buy’ for a specific policy.*?

“ Williamson predicts that managers would respond to labors’ opportunism by superseding markets and
undertaking value-addition activities within firm. However, one could argue the opposite as well: managers
contract out to minimize costs of labors’ opportunism in form of strikes. Consider the recent trends in the
U.S. auto industry. The Big Three are responding to labors’ opportunism by contracting out. I am not
arguing that Williamson is incorrect. [ submit that he is insufficiently focusing on institutions that mediate
between the potential of labors’ opportunism and managerial perceptions of the costs of such opportunism.
In the previous example, these institutions are the established mechanisms of collective bargaining that
privilege the United Auto Workers as the sole representative of workers. As a result, the Big Three have
responded to UAW’s opportunism not by increasingly making components in-house as Williamson would
predict, but by out-sourcing it.

*! Chandler (1962, 1977) also views modern industrial enterprises as efficiency-enhancing governance
structures. His notion of transaction costs is restrictive (or more precise) compared to that of Williamson's.
Chandler focuses only on the reduction in administrative costs of coordinating resource flows in
manufacturing when the production technology permitted mass production of standardized products for
national as well as international markets. Further, Chandler does not relate transaction costs to opportunism
due to asset-specificity.

“2 Consider two policies. The first one is predicted to generate a higher level profits but requires a
greater amount of asset-specific investments where as the other one is predicted to generate a lower level of
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Critics also suggest that as a key behavioral assumption, opportunism is a bad
descriptor and predictor of human behavior. It may also turn out to be a self-fulfilling
prophecy (Ghoshal and Moran, 1996). As discussed previously, opportunism is deceitful
utility maximization. Self-interested utility maximizers are assumed to be constrained by
rules and norms; opportunists may not be constrained, especially if rules and norms are
ambiguous. If actors were not opportunistic, unforeseen contingencies could be resolved ex
post, and bounded rationality would pose little problem in contracting. Since actors may be
opportunistic, and it is costly to ex ante separate the opportunists from the non-opportunists,
Williamson assumes that all actors are opportunistic. Some scholars, however, view
opportunism as potentially constrained by rules and norms (E. Ostrom, 1990, 1996).+

To summarize, Coase and Williamson view firms as efficiency- and profit-enhancing

governance structures. My inference is that these theories predict that managers would adopt

profits but requires lesser asset-specific investments. Which of these policies will be chosen, and whether
we have an “objective” criterion to assess these options? My hypothetical example has real world
implications. Take the U.S. car industry that is characterized by significant asset-specific investment and
hence is vulnerable to labors’-opportunism. Given the relatively poor state of industrial relations in the
U.S. car industry, there is debate on the relative merit of two investment approaches: invest aborad where
workers are not well trained but unionization is a non-issue versus invest in the U.S. where workers are
better trained but unionization is higher. The response of various car firms has varied on this issue. This
does not suggest that their managers are irrational. Rather, I submit that this suggests that managerial
perceptions of the relative costs of “asset-specificity,” and not some “objective criteria”, is important in
assessing which of these policies would be more efficient.

“} Can the above views be reconciled? Williamson (1985) assumes that actors have opportunistic
attitudes and examines how opportunistic behavior may be mitigated by offers of hostages and collaterals,
public declaration of binding intent, and increases in frequency of transactions. However, E. Ostrom (1990,
1996) treats such devices, along with rules and norms, as intrinsic to an assessment of the degree of
opportunistic attitudes or the likelihood of encountering opportunistic behavior. For her, rules and norms
may transform both behavior and attitudes of many, but not necessarily all, participants. Probably, the
optimal contract design for a given institutional context recommended by both scholars will be similar.
Both agree that rules and norms mitigate opportunistic behavior even though they incorporate the
mitigating effects in different stages (Williamson in the behavior stage, and E. Ostrom in the attitude as
well as behavior stages) of their assessment of the degree of opportunism. I thank Tjip Walker for helping
me clarify this issue.
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policies requiring large investments only if such policies could be demonstrated ex ante as
being profitable. That is, such policies would satisfy the requirements of capital-budgeting
or other established procedures of investment analysis. Adopting Type 2 policies that involve
significant outlays without an ex ante quantification of their profit impact is therefore
inconsistent with the view that firms are efficiency-enhancing structures. Further, efficiency-
based theories are not helpful in specifying an ex ante objective criteria to assess the profit

impact of Type 2 policies that do not require up-front capital expenditure.*

Capital-Budgeting”

I'have suggested that to cope with uncertainty about future costs and revenues, and
to impart objectivity to investment analysis, managers adopt procedures such as capital-
budgeting. Predicting profits is difficult due to the bounded rationality of managers as well
as uncertainty of variables exogenous to firms. Baumol describes capital-budgeting as

follows:

Capital budgeting refers to investment decision-making procedures of
business firms and other enterprises. The subject encompasses such topics as
the selection of projects (which new factories, if any, should the company
build), the timing of investment, the determination of the amount to be
invested within any given time period, and the arrangements of the financial
means necessary for the completion of the project. The calculations which are

“ Further, ex ante profitable projects can result in ex post losses if market or regulatory conditions
change in unanticipated ways. Similarly, projects that are not subjected to formal budgetary review may
turn out ex post to be profitable.

 In public finance literature, capital-budgeting refers to an accounting procedure, and not an
investment appraisal procedure. In this dissertation, capital-budgeting refers to the latter only.
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appropriate for these decisions for the most part derive directly from the
theory of capital .... However, there is an extremely important limitation
which must be emphasized from the very beginning. Imperfect foresight into
the future, risk, and uncertainty will for the most part be ignored because
economists have not devised really effective methods of taking them into
account in the analytical methods. Unfortunately, capital-budgeting is the one
subject were we can least afford to abstract from limitations in our knowledge
of the future, because, by its very nature, the investment decisions can only
be justified in terms of their prospective effects (197711982 : 597).

As a tool for investment analysis, capital-budgeting is well-established in U.S.-based
firms. Most U.S.-based business schools teach it as a key managerial tool for investment
analysis. For reference, I am attaching information on the MBA programs of leading
business schools that confirm that capital-budgeting is indeed a standard tool that MBAs are
required to learn (Appendix 2.1).%

The two most popular capital-budgeting methods are the Net Present Value (NPV)
method and the Internal Rate of Return (IRR) method. In the NPV method, managers make
projections of costs and revenues emanating from the project over a 10-20 year period, and
discount these cash flows by firms' cost-of-capital #’ If the net present value of the discounted
cash flows is positive, then such projects are deemed as being potentially profitable, and as
a result, firms consider investing in them.

In employing the IRR method, managers identify the discount rate that equates

“ I had extensively employed this tool for investment analysis when [ worked as manger in Procter and
Gamble.

“’ Broadly, cash flows equal net profits plus depreciation. Depreciation is added back to the equation
since it is only an accounting cost, and not a cash outflow. Cost-of-capital is the cost of raising funds in the
capital market; alternatively, the opportunity cost of investing funds in the next best alternative.
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discounted benefits to discounted costs. If this discount rate is greater than the firms' cost-of-
capital (also called the hurdle rate), then firms consider investing in such projects. The NPV
and the IRR methods are similar but not identical 48 Specifically, in the IRR method there can
be multiple discount rates equating discounted benefits to costs.

Capital-budgeting is important because managers put forward their best estimates of
benefits and costs emanating from a particular project. Such procedures enable them to cope
with uncertainty, and to establish transparency and impartiality in the project appraisal
process. Financial markets perceive this as evidence of firms' commitment to financial
discipline. With active transnational mergers and acquisitions markets, managers have
incentives to closely monitor the reaction of financial markets to firms' investment
decisions.” Further, in many firms, compensation of top executives is linked to the price of
a company's stock (the deferred payment compensation). Hence, managers have incentives
(that is, the “stick’ of being taken over by another firm, and the ‘carrot' of enhancing their
earnings) to closely attend to the evaluation of financial markets of their firms' performances.

Finance and accounting managers,* in particular, are major supporters of employing capital-

“¢ Managers often do some sort of sensitivity analysis by varying projections of the expected costs and
benefits. The most optimistic and most pessimistic forecasts are generated to test the financial robustness of
a project. Since projects with the highest NPV may not be very robust, finance managers often have to
make a judgement call.

*? In 1996, the value of all merger and acquisitions in the US alone amounted to $650 billion, about six
times the 1988 level (Wall Street Journal, January 3, 1997). The clout of the financial markets is felt even
by national governments. In the 1995/96 budget impasse between the Clinton Administration and the
Republican Congress, Treasury Secretary Rubin painted a grim picture of financial markets punishing the
U.S. government in the event it defaults on its financial obligations. According to some observers, this was
an important factor for the Republican Congress in backing off from its threat to shutdown the federal
government and limiting the government's ability to borrow money for meeting its financial obligations.

* These managers often define their professional identity as the safeguarders of their firms' financial
health.
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budgeting to assess project viability. Deviations from this practice are rare, especially if
projects involve millions of dollars."'

Type 1 policies involve capturing the “low-hanging fruit”: projects that are
potentially profitable if new policies were to be adopted. Since such reductions in costs or
increases in profits are monetizable, Type 1 policies match or exceed profit criteria as
required in capital-budgeting. Hence, efficiency-based theories predict that Type 1 policies
will be subjected to capital-budgeting, meet or exceed the established criteria, and get
adopted.

As discussed previously, managers cannot or do not employ established procedures
to estimate ex ante the profit impact of Type 2 policies. Thus, efficiency-based theories
predict that firms will not adopt Type 2 policies since they cannot be justified on the basis
of established investment appraisal procedures. On this count, the predictions of both
efficiency-based theories and neoclassical economic theory are similar. Neoclassicalists
assume that firms will maximize profits while efficiency-based theories predict that firms
will economize on transaction costs, and firms will adopt only those policies that are
efficiency-enhancing. I therefore expect that Type 2 policies would be opposed by policy-
skeptics who favor only those policies that meet or exceed the ex ante profit criteria. The
puzzle then is: why Type 2 policies are adopted at all, and why only selectively? Since

efficiency-based theories do not address this puzzle, I employ alternative theories.

*! This also acts as a self-fulfilling prophecy. Finance and Accounting managers act as if financial
markets are closely scrutinizing their firms' financial performance; large expenditures therefore must be

subjected to capital-budgeting.
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Two Notions of Efficiency

Let me differentiate between two notions of efficiency: substantive and procedural
efficiency®?. By substantive efficiency I mean that efficiency is an attribute of the final
outcome or the end-state. For example, if firms are efficient structures, then policies of firms
(final outcomes) should possess desirable attributes that reflect efficiency: attainment of
certain levels of profits.

By procedural efficiency I mean that efficiency is an attribute of the procedures
adopted by actors to pursue certain goals; it is not an attribute of the end-state. Thus, if
managerial behavior is guided by procedures that seek to maximize profits, then such
behaviors are procedurally efficient.

What if such intendedly efficient procedures do not result in efficient outcomes; that
is, although managers adopt procedures to maximize profits, the consequent policies do not
generate adequate profits. Would then procedural and substantive efficiency be in conflict?
There are two types of responses to this issue: systemic-level and firm level. Systemic-level
explanations suggest that competitive markets would weed out firms that do not meet the
criteria of substantive efficiency (Alchian, 1950). Thus, only those firms would survive
whose procedural efficiency does not conflict with market-driven substantive efficiency.
Such systemic explanations are attractive since they do not require us to make assumptions
about the rationality or the lack of it of managers or firms (Eggertsson, 1990).

Manager-level or firm-level explanations also suggest that for substantive rationality

%2 This parallels the distinction between procedural and substantive rationality.
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to remain a desirable goal for managers, unprofitable firms and their managers should get
punished. However, these explanations view this market feedback to create incentives for
managers (who are assumed to be self-interested actors and doing as well as they can) to
modify their extant procedures, and make them deliver better on goals of substantive
efficiency. On this count, substantive efficiency would significantly impact procedural
efficiency through market feedback and managerial leamning.

Since neoclassical economics is highly useful in predicting systemic-level outcomes
in competitive markets, I interpret it as focusing only on substantive efficiency. As discussed
previously, the neoclassical theory does not provide much guidance to operationalize
procedural efficiency; it assumes that firms and their managers maximize profits without
sufficiently explaining how they actually do this difficult task."

In contrast to the neoclassical theory, efficiency-based theories focus on procedural
efficiency. By explicitly assuming that managers seek to minimize transaction costs (a
procedural guideline), they illuminate our understanding of the internal processes of firms.
Specifically, the efficiency-based theories of Coase and Williamson provide theoretical
explanations for why and how managers arrive at ‘make or buy decisions.” However, as
discussed previously, these theories do not adequately explain how managers measure
transaction costs ex ante. Although Williamson explicitly acknowledges the bounded

rationality of managers, he does not explain what procedures managers employ to deal with

*» We are told that firms equate marginal revenues with marginal costs. However, we are not told, how
marginal revenues or costs are estimated. It is assumed that managers have full informatijon on these
subjects. I think this is a useful way of thinking about decision-making processes. However, they provide
insufficient guidance to understand actual managerial behavior.
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their bounded rationality.

This dissertation is a modest attempt to operationalize the notion of procedural
efficiency by explicitly linking it to capital-budgeting. Since, capital-budgeting is indeed a
well-established and widely employed tool of investment analysis, this reinforces the
argument that firms and their managers attempt to be procedurally efficient. As a result, any
deviations from these established procedures (such as adopting Type 2 policies) is puzzling,
and worthy of examination.

My theoretical puzzle is different from that of efficiency-based theorists. I am not
examining how managers arrive at ‘make or buy’ decisions. Instead, I seek to understand
why firms adopt Type 2 policies at all, and why only selectively. I have taken the broad
message of efficiency-based theories that firms are procedurally-efficient governance
structures, and I am only examine exceptions to this practice. My dissertation should

therefore not be viewed as a general critique of efficiency-based theories.

Power-Based Theories
Institutions may not always arise to internalize efficiency gains; they may represent
distributional conflicts (Marx and Engels, [1848] 1970; Marglin, 1974; Edward, 1979;

Perrow, 1979; North, 1981, 1990; Putterman, 1984; Libecap, 1989; J. Knight, 1992). Knight

observes that:

[T]he ongoing development of social institutions is not best explained as a
Pareto-superior response to collective goals or benefits but, rather, as a by-
product of conflicts over distributional gains (1992: 19; italics in original).
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Marx and Engels proclaim that:

The history of all hitherto existing society is a history of class struggles.
Freeman and slave, patrician and plebeian, lord and serf, guildmaster and
Journeyman, in a word, oppressor and oppressed, stood in constant opposition
to one another, carried on an uninterrupted, now hidden, now open fight ....
([1848] 1970: 17; italics mine).

Firms, as structures for organizing value-addition, are viewed as embodying
distributional conflicts, and radical scholars view them as instruments to dominate labor
(Perrow, 1979, 1981) and facilitate accumulation (Marglin, 1974). Edwards (1979)
acknowledges the coordination function of firms. However, since coordination can be
achieved by tradition and peer-groups, he views firms more as instruments for bureaucratic
control. Putterman (1984) questions the efficiency rationale for the emergence of firms since
labor hiring capital has the same efficiency implications as capital hiring labor. Perrow also

questions the efficiency rationale of hierarchies. According to him:

(I]nitially hierarchy and vertical integration were designed to obtain market
control and oligopolistic advantages, rather than the advantages of efficiency.
Once you have theses goodies, you can realize certain kinds of efficiencies,
though others are foregone. Then hierarchy and vertical integration were
rendered inefficient by technological changes ... A less hierarchical form was
quickly adapted, because it had other efficiencies. Gradually however, the
dominant firms have moved back to more oligopolistic position because
control, rather than efficiency, is the key issue (1991: 438).

If firms are organizations to serve the interests of dominant actors, policies of firms
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should reflect domination of these interests. Consider Type 2 policies that represent conflicts
between policy-supporters and policy-skeptics. For a Type 2 policy to be adopted, a power-
based approach would predict that policy-supporters should be supported by hierarchically-
senior managers. Hence, adoption of such policies reflect domination of “green managers.”
If Type 2 policies are not adopted, we can again employ a power-based approach to examine
whether policy-skeptics were supported by hierarchically-senior managers. If so, then we can
interpret this as reflecting domination of policy-skeptics who prioritize pursuit of
monetizable profits over Type 2 policies.

A power-based approach does not imply that policies produce no collective benefits
(Knight, 1992). It may happen, ex post, that a Type 2 policy has actually increased profits.
However, the production of such benefits was secondary to serving the interests of dominant
actors, whether adoption or non-adoption of a Type 2 policy. As I discuss in the case studies
(Chapters 4-9), benefits accruing to dominant managers may be non-monetary; perhaps in
the form of having their vision on environmental issues adopted by policy-skeptics.
However, it is also possible that policy-supporters may receive tangible benefits such as
increased budgets for their departments. As Williamson (1963) argues in one of his earlier
works, managers maximize utility functions that include variables such as status, salary, and
prestige. It is conceivable that environmental managers have a vested interest in having Type
2 policies adopted since this often leads to increased budgets for their department and
increased headcounts. This, in turn, creates promotional opportunities for them and also
increases their prestige within the organization.

Adopting Type 2 policies through a power-based route is predicted to generate
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conflict. Policy-skeptics will accept such policies not because they buy into their logic;
rather, their acceptance represents the victory of hierarchical supericrs (policy-supporters)
over subordinates. As a result, policy-skeptics are not predicted to change their preferences
(as reflected in their behavior) about the desirability of such policies. Their discomfort could
manifest itself in a variety of ways such as expression of disagreement in meetings and non-
enthusiastic implementation of the adopted policy. The level of opposition is influenced by
factors such as their extent of disagreement with the policy and the fear of retribution.
Importantly, the level of opposition depends on the extent of organizztional change
required to implement a policy. If the change is significant, then “losers” are expected to
have incentives to resist such change, and perhaps, power-based processes are then the only

route to have such policies adopted.

Leadership-Based Theories*

Similar to power-based theories, leadership-based theories also suggest that certain
actors play key roles in creating or modifying institutions (Barnard, 1938; Follett, 1940;
Boulding, 1963; E. Ostrom, 1965; Bass, 1985; Schein, 1985; Conger and Kanungo, 1988;
Daft, 1992; Miller, 1992; V. Ostrom, 1997). However, unlike the dominant actors in power-

based processes who impose their preferences, these managers are consensus -inducers.

% Leadership is a highly researched issue in organizational theory. Following the classification
suggested by Luthans ([1975] 1995), leadership theories can be classified into the following categories:
Trait theories (Reitz, 1987; Katz, 1974; Yukul, 1981); Group and Exchange theories (Barnard, 1938;
Greene, 1975; Graen, et al. 1982) Contingency theories (F iedler, 1967); Path-Goal theories (Georgopolous
etal., 1957; House, 1971) Charismatic leadership theories (House, 1976; Bass, 1985); Transformational
leadership theories; and Social Leaming theories (Davis and Luthans, 1980).
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[mportantly, such consensus may not arise spontaneously (as in the Hayekian notion of
spontaneous cooperation); interventions of leaders is required.

Leadership-based theories suggest that the presence of leaders is essential for firms
to arise and function. This perspective of the nature of firms contrasts with Williamson’s
who views hierarchies as artifacts to economize on costs of labors’ opportunism. However,
Williamson’s critics argue that managers may also behave opportunistically (hierarchical
failure) by unfairly appropriating profits (Kreps, 1990). Firms cannot therefore be viewed
simply as artifacts to mitigate market failures; the role of leadership is important. Miller
notes that:

Managers face short term-incentives to choose inefficient incentive regimes
for subordinates. Employees, knowing this, have no reason to trust the
employers with information that would make it possible for the employers to
make inefficient decisions. Hierarchy is thus a setting for a commitment
problem. The problem can be solved, but only through a set of strategies that
are essentially political ... [and a] leadership style projecting trustworthiness
and/or constitutional constraints on the political authority of the hierarchical
superiors (1992: 235; italics mine).

Simon also makes a similar point. He notes that once the contract has been agreed

upon,
(1]f the worker had confidence that the employer would take into account his
preferences ... [he] would be willing to work for a smaller wage than if he

thought ... in the employer's exercise of authority and only profitability to the
employer taken into account (1957: 192).

Though hierarchies seek to control market-failures, they are themselves susceptible
to organizational-failures (Wolf, 1979). Instead of protecting profits, hierarchies may create
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incentives for workers to understate their productive potential, and thereby reduce profits.
Since such conflicts are caused by the fear of managerial opportunism, Miller (1992)
suggests establishing institutions to minimize managerial discretion. By doing this, workers
will have incentives to maximize their productivity. Interdependence among managers and
workers now takes a new twist. Managers no longer attempt to perfect institutions and or
technologies to minimize workers' opportunism. Rather, they seek to employ this
interdependence to generate a consciousness enabling all actors to reassess their preferences.

Barnard (1938) suggests that managerial functions extend beyond organizing factors
of production, devising appropriate incentive structures to minimize shirking, and writing
contracts to guard against opportunism of the subordinates. The distinctive managerial
function then is to motivate the employees to surmount their narrow, short-term self-interest.

The managerial interactions on adopting Type 2 policies are leadership-based if they
reflect a conscious building of consensus by policy-supporters. Since these policies do not
increase monetizable profits, or they create “losers” from organizational change, they are
initially opposed by policy-skeptics. In the face of inter-manager conflict, I expect policies
either to be shelved or get adopted by a top-management mandate. However, there is a third
route as well. Policy-supporters may repackage such policies and enable policy-skeptics to

reassess their impacts.* Instead of relying on monetizable profits as the sole criterion, policy-

% In terms of Follett (1940), this could be termed as “integration.” According to her, there are three
routes for dealing with conflict: domination (similar to power-based processes), compromise (achieving
middle ground without changing preferences: I have no parallel to it in this dissertation), and integration
(involves changing for preferences). According to Follett, conflict could be constructive, if employed to
achieve integration. In my discussion of leader-based processes, integration is being achieved since policy-
skeptics revise their preferences on the desirability of Type 2 policies. Unlike, Follett’s conception where
both parties change their preferences (what she calls “reciprocal adjustment”), I focus on changing
preferences of policy-skeptics only.
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supporters may suggest employing new criteria to assess the desirability of policies.
Importantly, these new criteria are also portrayed to increase long-term profits of the firm
though policy-supporters provide no quantifiable estimates of such benefits.

How are agendas transformed, deadlocks broken, and what is the role of leaders in
this context? Ikenberry’s (1993) study of the evolution of the Bretton Woods economic
system is instructive on this count. According to Ikenberry, it is the interventions of policy-
entrepreneurs at crucial junctures in the form of new ideas and new ways of conceptualizing

interests, that break deadlocks, and provide a basis for building of consensus. He notes that:

Miracles aside, how does one explain the Anglo-American postwar
settlement? Can a simple interest-based argument explain the settlement, or
do we need to probe more deeply into the manner in which interests were
defined, coalitions were forged, and power was legitimated in the aftermath
of world war? [ argue that we must probe deeply .... A set of policy ideas
inspired by Keynesianism and embraced by groups of well-placed
government specialists and economists was crucial in defining government
conception of postwar interests, building a coalition in support of the postwar
settlement ... these experts and their “new thinking” were important in
overcoming political stalemate both within and between the two governments
(1993: 58).

It appears that leaders adopt a variety of strategies to influence policy-skeptics. As
I discuss later in the case studies (Chapters 4-9), these often involve impressing upon the

skeptics of the long-term benefits of such policies. Further, the presence of a coercive

In terms of Boulding (1963), a leadership-based process could be classified as an integrative
response: “[WThich establishes a community between the threatener and the threatened and produces
common values and common interests” (pp. 428). In the context of this dissertation, this can be interpreted
as a policy outcome that establishes a shared understanding between policy-supporters and policy-skeptics
on the desirability of a Type 2 policy.
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external factor (such as the Environmental Protection Agency) that encourages such a policy
imparts credibility to the arguments of the leaders. One would also expect that leaders rely
significantly on communicating and sharing information, a tactic that has effectively been
used by policy-supporters in Baxter. Thus, the provision of new information and framing
of existing information in new contexts, may stimulate policy-skeptics to reassess their
preferences as well as perceived benefits from adopting a Type 2 policy. Further, the
personal credibility of leaders as consistent champions of particular issues, along with their
expert knowledge about the issue area, is often important. If policy-supporters do not have
sufficient professional expertise on particular issues, they could also bring-in outside experts
to make presentations on their behalf to policy-skeptics on the desirability of adopting a
policy.*® Thus, leaders could adopt a variety of strategies to impress upon the skeptics to

revise their assessments of Type 2 policies.

Predictions of Theories of Firms

To summarize, for understanding the intra-firm processes (such as capital-budgeting)
and inter-managerial interactions (between policy-supporters and policy-skeptics) leading
to the adoption or non-adoption of Type 2 policies, I have suggested employing three
categories of explanations: efficiency-, power-, and leadership-based. I seek to understand
the incentives (monetary as well as non-monetary) for individual actors for supporting or

opposing Type 2 policies. I suggest focusing on actors that are involved in decision-making

% I have elaborated upon this strategy in my discussion on underground storage tanks (Chapter 4).
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on environmental policies. Such actors may belong to various functional areas such as
environmental affairs, finance and accounting, research and development or manufacturing
depending on the policy under consideration. They may also belong to different levels in the
organizational hierarchy though the role of top-management is of particular interest,
especially for understanding power-based processes.

In this section, I outline the generic predictions of the three theories, and identify
requirements to validate or invalidate their predictions. Efficiency-based theories suggest that
firms will adopt policies that are predicted ex ante to increase monetizable profits. If policies
require substantial capital expenditure (frequently $1 million and above),* then they would
be required to meet capital-budgeting requirements. Since firms are often viewed as efficient
governance structures braving market competition, I first look for efficiency-based logic to
explain adoption or non-adoption of environmental policies.®® Further, even if firms are in
oligopolistic markets, they are still perceived as being under tremendous pressure to make
adequate profits, given the booming merger and acquisition markets.

Both the neoclassical economic theory and efficiency-based theories predict that

Type 2 policies would not be adopted. Since some of them do get adopted, alternative

% The figure of $1 million was suggested during my one-on-one meetings with managers at Baxter and
Lilly. Some projects costing a few hundred thousand dollars may also be subjected to capital-budgeting.
One expects that projects with big capital expenditures will demonstrate their financial viability by
satisfying capital-budgeting requirements. Importantly, some projects do not or cannot meet these
requirements, and this dissertation is a modest attempt to examine this puzzle.

* How does one assess degree of competition? Many measures have been suggested: number of firms in
the industry; concentration ratios; and levels of industry profits benchmarked against other industries. All
such measures though useful are insufficient. For example, even in industries with few firms, fierce
competition could ensure competitive level of prices. A good example is the long-distance telephone
market dominated by three players: AT&T, MCI, and Sprint. Fierce competition among these firms,
coupled with relatively low-entry barriers, has ensured that consumers pay almost competitive prices.
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explanations are required. Power-based theories suggest that for Type 2 policies to be
adopted, they must have the support of senior managers. Similarly, as discussed subsequently
in the case on Responsible Care (Chapter 6), one expects that Type 2 policies may not be
adopted if senior managers oppose them.

Since the intervention of powerful managers results in adoption of such policies, one
expects that policy-skeptics could resent getting overruled. Power-based processes are
therefore predicted to generate covert and overt intra-firm conflicts. Opposing managers may
capitulate, but still carry on guerilla-warfare. Thus, if a major project not satisfying capital-
budgeting is adopted, I look for evidence of contestation. Policy-skeptics may exhibit their
disagreement in a variety of ways such as slowing down policy implementation or even
openly sniping at policy-supporters during meetings; they may greet reports on policy
failures with cynical “I told you so” remarks. I observed such behaviors during my one-on-
one interviews as well as in business meetings which I attended as an observer.

Leadership-based theories suggest that any policy, including Type 2 policies, would
carry imprints of leaders; such policies would not have been adopted in the absence of their
interventions. Thus, Type 2 policies may initially be opposed by some managers. But
overtime policy-supporters may succeed in convincing skeptics that such policies indeed
serve the long-term interests of their firms, and on that count, their interests as well. Such
policies eventually are adopted by inducing consensus. Policy-supporters win over skeptics
by making new information available to them on the potential benefits of the policy, by
highlighting the need to keep the external actors encouraging such policies in good humor,
by creating an organizational culture of environmentalism through devices such as regular
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newsletters and conferences. In particular, the role of external factors that can inflict
significant excludable costs or provide excludable benefits to firms as well as the managers,
is critical in having policy-skeptics change their preferences.

[ do not expect policy-skeptics to change their positions overnight; sustained
canvassing by policy-supporters may be required. During my one-on-one meetings, one
manager admitted that some of them were initially very skeptical about “throwing money
down the drain” but the “tree huggers do have a point; this benefits us in the long-term.”
Some Type 2 policies may require significant levels of organizational change at the
collective- or constitutional-choice levels. This could create incentives for the “losers” from
this change to oppose these policies. Consequently, inducing consensus may prove difficult.
I therefore predict that such policies would be adopted, if at all, only through power-based
processes.

Importantly, in both power- and leadership-based processes, policy-supporters
portray Type 2 policies as the long-run profits of their firms. This is expected since the main
objective of firms is the pursuit of profits, and it is difficult to visualize that policy-
supporters will urge their firms to adopt policies that harm the firms' long-term interests.
Although policy-supporters make claims about increases in long-term profits, they provide
no estimates. This suggests that in some instances profit no longer remains an “objective”
concept whose measurement is invariant across actors. [ am not arguing that established
procedures of project appraisal are irrelevant. They matter very much and that is why it is
difficult for policy-supporters to justify why their pet policy should not be subjected to the
formal rules of project appraisal. Importantly, such exceptions occur, and in this dissertation
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I propose one way of examining the processes that lead to such exceptions.
In the next six chapters (Chapters 4-9), I employ efficiency-, power-, and leadership-
based theories to examine ten cases of the adoption or non-adoption of Type 2 policies.

Finally, in Chapter 10, [ discuss the theoretical and policy implications of my research.
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Table 2.1

Categories of Environmental Policies

Impact on Compliance —> Ensure Result in
compliance beyond compliance
Impact on Monetizable Profits
= =
Established procedures to Type 4 profitable policies that | Type 1 policies that
assess profitability are are required by law; are involve profitable
employed and the policy meets implemented with low inter- | organizational changes
or exceeds their criteria manager conflict with low inter-manager
conflicts
Either established procedures Type 3 policies that are Type 2 policies that
lo assess profitability cannot be | required by law; are involve inter-manager
employed, or if they can be, implemented with low inter- | conflicts
then they were not employed manager conflict if there is
stringent punishment for non-
compliance and effective
monitoring
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Table 2.2

Endogeneity and Exogeneity in Environmental Policymaking

e

—

Unit of Collective Action
Level of Institutional Analysis

—— —

T Board of

Directors

Environmental

Department

Facilities

1. Constitutional Choice:
BOD decides to establish an environmental
department

Endogenous

Exogenous

Exogenous

2a. Collective Choice:
BOD mandates environmental policies such
as environmental audits of facilities

Endogenous

Exogenous

Exogenous

2b. Collective Choice:
Environmental department decides to begin
environmental audits of facilities

Endogenous

Exogenous

2c¢. Collective Choice
Facilities decide to subject themselves to
environmental audits

Endogenous

3a. Operational Choice:
Environmental department identifies the
auditors

Endogenous

Exogenous

3b. Operational Choice:
Facilities identify / the auditors

—
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Table 2.3

The Nature of Goods and Services

Excludability Easy Difficult
Rivalry/Subtractability
Rival (1) Private Goods (4) Common-Pool
Resources
Partially Rival or Congestible (2) Club Goods
(3) Toll Goods
Non-Rival (5) Pure Public Goods

Source: Adapted from V. Ostrom and E. Ostrom (1977: 12)
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Chapter 3
Baxter and Lilly
Evolution of Environmental Programs

The objectives of this chapter are threefold. First, I describe the evolution of the
environmental function in Baxter and Lilly. Then, I briefly sketch their internal
environmental policymaking structures. Finally, I compare these organizational structures.

This chapter should be viewed as a preamble to Chapters 4-9 where most of the key
events in the evolution of Baxter’s and Lilly’s environmental programs are discussed as
individual case studies. In this chapter I only describe how Baxter’s and Lilly’s
environmental programs evolved at the firm level. [ do not employ the various theories of
firms to explain their evolution by examining preferences of managers on particular policies.
This task is undertaken in Chapters 4-9. As a result, in this chapter I often do not identify
key managers in the evolution of environmental policies or whether a policy caused conflict

between policy-supporters and policy-skeptics.

Baxter: An Overview

Baxter International Inc. is a Deerfield, Illinois-based multinational corporation that
develops, manufactures, and markets products and services used in hospitals and other
health-care settings. On October 1, 1996, a part of Baxter International Inc. was spun off into
an independent firm called Allegiance Corporation. As shown in Table 3.1 below, the 1995

net sales of undivided Baxter International Inc. (henceforth Baxter) stood at $9.6 billion, and
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research and development expenditure at $351 million.

[Insert Table 3.1 About Here]

Baxter had five major business portfolios. The first four now constitute the (new)
Baxter International Inc., and the fifth has been spunoff as Allegiance Corporation (Baxter,

1996):

(1 Renal Division provides products and services for patients suffering from
chronic kidney failure. Baxter pioneered hemodialysis in 1956 and is now
investigating animal-to-human kidney transplants.

) Biotechnology Group produces plasma derivatives, biotechnology, and
blood-handling products and conducts research to treat blood diseases,
cancer, and diabetes.

3) Cardiovascular Group provides products to fight late-stage heart and vascular
diseases. It manufactures heart valves, valve repair products, cardiac
monitoring systems, catheters, and equipment used in vascular surgery.

4 L.V. Systems/International Hospital Divisions manufacturer and distribute
intravenous solutions and related products.

)] Hospital Management Business manufactures and distributes surgical and
respiratory therapy products and offers services such as inventory
management, customized packaging for surgical procedures, and
identification of savings opportunities. This division has been spun off as
Allegiance Corporation.

% Since this dissertation focuses on environmental policymaking in the undivided Baxter International
Inc. during 1975-March 1996, the splitting of Baxter into two separate firms does not impact my research
design.
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Evolution of Environmental Programs

Baxter's environmental policies have passed through three phases. Baxter had a state-
of-the-art environmental program in the late 1970s and the early 1980s. Its environmental
programs began to backslide in the mid 1980s. The late 1980s marked the beginning of the
third phase when Baxter revitalized its environmental programs. The top-management
mandated that Baxter’s U.S.-based facilities should establish a state-of-the-art environmental
program by 1992 and facilities abroad by 1996. I elaborate on these phases below.

Baxter's environmental programs had got off an early start. By the mid 1970s, the
senior management had recognized the importance of environmental issues, and there were
discussions within the company about creating internal environmental institutions and
organizations. In 1976, Baxter (known at that time as Baxter Travenol Corporation)
established its environmental department. Since at that time environmental policies were
viewed as having predominantly legal and technical dimensions, Ray Murphy and Don
Nurnberg were transferred from Legal and Corporate Facilities Engineering departments
respectively to Corporate Environmental Affairs.

For three reasons, 1977 constitutes a watershed in the evolution of Baxter's
environmental programs. First, Murphy and Nurnberg organized Baxter’s first ever
company-wide environmental conference. This signaled to the whole organization the intent
of the top management to emphasize environmental issues and to encourage the active
participation of managers from its various divisions and facilities. An outcome of this
conference was that environmental coordinators were appointed for all U.S.-based facilities.

This laid the foundation of the facility-level infrastructure for developing and implementing
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environmental programs.

Second, to institutionalize the momentum generated by this conference at the top-
management level, a committee of senior executives - the Environmental Review Board
(ERB) -- was established to oversee and guide company-wide environmental programs. G.
Marshall Abbey, Senior Vice-President and the General Counsel, was appointed the
chairperson of the Board, a position he held until his retirement in 1992. Abbey, a lawyer by
training, recognized the growing importance of environmental issues, and that Baxter needed
to proactively establish a strong environmental program. Abbey found allies in other
members of the ERB: D.G. Madsen and C.F. Kohlmeyer.*

Third, the corporate environmental group developed Baxter’s first environmental
manual and began auditing facilities' compliance with the laws that were identified in the
manual. Manuals are useful tools for auditing performance since they explicate the
expectations and responsibilities of various positions in the organizational structure.
Consequently, developing a manual was an important step in translating the intent behind
creating new decision-making organizations (such as the ERB) into concrete policies.

Over the next few years as the responsibilities of the environmental function

expanded, communication bottlenecks began to appear. Some managers felt the need to

% ERB's members represent many functional areas. The ability of the ERB to influence environmental
programs depends on its formal and informal power. The status of its members, both within and outside the
company, is a good indicator of such abilities. Since some ERB members are highly visible outside the
company as well, the ERB has exercised enormous influence in shaping Baxter's environmental programs.
For example, Charles Kohlmeyer, Vice President of Facilities Engineering and a member of the ERB, has
held important positions in industry associations. He was Vice-President of Health Industry Manufacturers
Association's (HIMA) Environmental Advisory Committee. HIMA is a Washington-based trade association
representing about 300 manufacturers of healthcare technology. HIMA's member account for 90 percent of
healthcare technology products in the United States (Baxter, 1992a). HIMA is an active player in the
current health policy debates.
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establish a source of information on new developments in corporate environmental policies;
annual updates during the environmental conferences were not sufficient. Further, since new
laws were being enacted at the Federal and state levels, there was also a need to have updates
on how such laws may impact Baxter. As a result, in 1980, the corporate environmental
group began publishing Baxter’s internal environmental newsictter, Travenol Environmental
Newsletter, edited by Ray Murphy.®!

The late 1970s was a good time for Baxter. Its business was booming, profits were
robust, and environmental regulations were relatively uncomplicated and easy to meet. In the
early 1980s, the healthcare industry, facing a cyclical downturn, came under severe financial
pressure. In a highly controversial move, both within and outside the company, The senior
management responded to this exogenous development by merging with American Hospital
Supply Corporation (AHSC) in 1985. It was one of the biggest mergers of that time with
both the firms having sales volume of about $3 billion each. The preoccupation with this
stormy merger meant that Baxter's senior managers had less time to devote to ‘soft-areas’
such as Baxter's environmental programs. For example, in rushing through the merger, they
did not correctly appraise AHSC’s environmental liabilities. AHSC did not have a strong
environmental program; in contrast to eleven managers in Baxter’s corporate environmental
department, AHSC had only one. However, Baxter’s senior management felt that the
strategic importance of merging with AHSC far outweighed AHSC’s environmental

liabilities.

*! The first issue was devoted to understanding the impact of the Resource Conservation and Recovery
Act (RCRA) on Baxter.
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Soon after the merger, as a part of corporate restructuring, the environmental budget
of the merged firm actually decreased in absolute terms. Consequently, Baxter's
environmental program began suffering from inadequate human resources. This was further
accentuated by attrition.

Unfortunately for Baxter, such budget squeezing and attrition coincided with the
increasing number, stringency, and complexity of environmental regulations at the federal,
state, and local levels. Environmental issues had begun to have a dramatic impact on the
costs of doing business, especially on issues such as real-estate transactions, landfills, and
transportation of hazardous chemicals. Local communities and environmental groups had
also become very aggressive in monitoring environmental performance of firms. To add to
Baxter's woes, unflattering media reports began appearing on toxic emissions from Baxter's
facilities, even though such emissions were legally permissible.®? In his address to the
company's annual environmental conference, Vernon Loucks, Baxter's Chief Executive

Officer (CEO) admitted that:

But for the most part, since the mid-1980s, Baxter's environmental program
has slipped. There are several reasons for that. First, there has been an
explosion of environmental regulations .... Second, our company has gone
through some major changes. Early in the 1980s, the pressure to control
health-care costs began to build .... Our merger with the American Hospital
Supply Corporation in 1985 and subsequent restructuring were necessary
responses to these developments .... But in addressing these vital issues, the
company lost sight of the importance of a good environmental program. We
began to take our eye off the proactive measures needed to sustain
compliance. Scores of new people were taking on environmental duties at

% I have discussed this in the case study on the 33/50 program in Chapter 5.
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our facilities, but we were not giving them the training and time they needed

to do their jobs (Baxter 1990:1-2).

Prompted by negative media coverage and litigations by the Environmental
Protection Agency, Baxter refocused on environmental programs in the late 1980s. Four key
individuals -- Senior Vice-President, G. Marshall Abbey; Vice-President, Charles F.
Kohlmeyer; Head of Environmental Law, Ray Murphy; and Senior Counsel, and
subsequently, Ray Murphy's successor, William R. Blackburn - saw within such external
pressures the opportunity to push through a pro-environment agenda within Baxter. They
found a sympathetic ear in Vernon Loucks. These managers argued that Baxter must
proactively deal with environmental issues by having a state-of-the-art environmental
program. Abbey and Kohlmeyer marketed this vision to the top management, and Murphy
and Blackburn, to the rest of the organization.

In the late 1980s, taking initial steps towards realizing this vision, Baxter adopted
three sets of beyond-compliance policies. First, in 1988, the ERB decided to remove all
underground storage tanks from its facilities all over the world and replace them with
expensive tanks having beyond-compliance features.5* Second, in 1989, the ERB decided
that Baxter should aggressively reduce its emissions of air toxins and chlorofluorocarbons
(CFCs). With 1988 as the baseline, the ERB set a target of reducing these emissions by 60
percent by 1992, and by 80 percent by 1996.% Third, the ERB decided to assess the

environmental liabilities of AHSC facilities; Arthur D. Little (ADL), a leading environmental

% I have discussed this policy in detail in Chapter 4.
* I have elaborated upon this policy in Chapter 5 in my discussion on the 33/50 program.
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consulting firm, was hired to develop a screening protocol.® Based on this protocol, ADL
audited twenty six facilities and reported that environmental programs were indeed in a state
of neglect (Baxter, 1990).

In December 1989, Ray Murphy retired as the head of Corporate Environmental Law.
As discussed earlier, Murphy contributed significantly towards institutionalizing the
environmental function within Baxter. William Blackburn succeeded Ray Murphy as the
head of Environmental Law Affairs.% Soon after assuming his new responsibilities,
Blackbum, along with Ron Meissen of Corporate Environmental Engineering (and their
respective teams) began preparing a blueprint to revitalize Baxter's environmental
programs.®” On February 16, 1990, Blackburn presented this plan to the ERB where it was
unanimously approved.

Under this plan, Baxter would establish a state-of-the-art environmental program;
ADL was invited to help in this task. Note that the ADL had been hired in 1988 to develop
a screening protocol. As I discuss in Chapter 8 (Environmental Audits), the adoption of
state-of-the-art standards on an accelerated schedule, and the invitation to ADL, was resisted
by some facility- and division-level managers. However, a forceful advocacy of the new
policy by senior management, especially Loucks and Abbey, left little room for such

opposition to continue. As Loucks noted:

% This policy is discussed in Chapter 8 in the case on Environmental Audits.

% In 1992, William Blackburn was named as Vice-President of the newly created division of Corporate
Environmental Affairs.

*" I understand from at least two sources that Bill Blackburn was spotted working on this document even
on Christmas Eve !
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Unfortunately, business hasn't done a good job of acting on environmental
issues in the past. At least that's what the public thinks. A recent survey by
the Roper Organization found that only one-third of those polled felt that
business was meeting its obligations to protect the environment. Companies
that try to meet this obligation with words alone will not be taken seriously.
It's tempting to ask: Can't we just lie low, wait for the storm to pass, then go
about business a usual? No, this won't blow over, and this is no time for our
industry to display a bunker mentality. While survey results may shift from
time to time, the public's high interest in the environment will remain ...
(August, 1992¢: 1-2).

Baxter adopted a two-stage strategy. First, with help from ADL, Blackburn’s team
defined “state-of-the-art” standards for firms in similar environmental risk categories as
Baxter. In 1989, Blackburn had already identified management systems adopted by Baxter’s
facilities with strong environmental programs. The first cut of the state-of-the-art standards
was based on this data. Once the state-of-the art standards were defined, ADL audited
Baxter's corporate and divisional programs against these standards.®® ADL reported that by
the end of 1990, Baxter’s program at the corporate level had progressed to two-thirds of the
way towards meeting state-of-the-art requirements; programs at the divisional levels met
about 40 percent of the state-of-the-art requirements with some divisions as low as 7 percent
and others at 80 percent level. Assessments done by Corporate Environmental Group
suggested that environmental programs at the facility level were about 35 to 45 percent of
the state-of-the-art requirements (Baxter, 1991a).

Following the ADL report and the new policy, Vernon Loucks mandated that all

% Since such standards are dynamic, ADL is invited every three years to redefine these standards and
recertify Baxter's environmental programs.
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facilities based in the U.S., Canada, and Puerto Rico should achieve the state-of-the-art
standards by 1993, and facilities abroad by 1996. Consequently, the ERB asked Blackburn
and his team to prepare a plan for revamping environmental programs. Further, to monitor
progress on various environmental initiatives, they also asked Blackburn to prepare a yearly
State-of-the-Program Report for presentation to the ERB.

Following ERB's directive, many organizational and institutional changes were
implemented. First, a new environmental manual was issued. This manual outlined the
responsibilities, procedures, forms, and audit checklists to help environmental managers,
whether at facilities, divisions, or at the corporate-office, in performing their functions.
Second, to give higher visibility and coherence to environmental function, the Environmental
Law section was spun off from the Law Department and established as a separate function:
Corporate Environmental Affairs.%® Third, the major responsibilities to design and implement
environmental programs was moved from Corporate Groups to divisional environmental
managers (DEMs). As a result, new DEMs were recruited; their number increased from 6 in
the beginning of 1990 to 14 by the end of 1990 (Baxter, 1991a).

Packaging reduction initiatives are the next landmark in the evolution of Baxter's
environmental program. This was prompted by a challenge put forth by the Coalition of
Northeastern Governors (CONEG) to the top two hundred users and producers of packaging

in the U.S. In May 1991, on behalf of CONEG, New Jersey Governor Jim Florio, in a letter

® Further, to facilitate closer interaction between Corporate Environmental Engineering (CEE) and
Corporate Environmental Affairs (CEA), their offices were relocated in close physical proximity. Note
that, though CEA is a separate function, its Vice-President reports to the General Counsel, who also chairs
the ERB.
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to Vernon Loucks, asked Baxter to voluntarily set goals to reduce its packaging wastes and
periodically report its progress to CONEG's Source Reduction Council. Accepting the
CONEG challenge, Baxter committed to a 15 percent reduction in per-unit packaging weight
by 1996 with 1990 as the baseline (Baxter, 1991b).™ The ERB asked Corporate Engineering
to work with divisions for establishing numerical goals for facilities and divisions. On this
count, Baxter went beyond the CONEG challenge in that CONEG's packaging reduction
guidelines did not contain any deadlines or reduction targets (Baxter, 1992b). Baxter's
Packaging Reduction Task Force set both target dates and numerical objectives on the

following:

Eliminate foams made of CFCs;
Eliminate/reduce use of inks containing heavy metals such as lead, mercury,
and cadmijum;

* Modify Corporate Identity Guidelines for the company logo to allow for the
use of recycled paper on office stationary and packaging materials;

* Apply Society of Plastics Industry and American Paper Institute recycling
symbols for appropriate packaging;
Require increased use of recycled and recyclable products
Promote sale of single package, multi-product medical kits and reusable
shipping containers;
Minimize using chlorine-bleached papers and paperboard in packaging.
Develop programs to encourage its suppliers to adopt similar packaging
reduction packages.

Apart from the specific initiatives, Baxter has also established awards for recognizing
individual as well as team performance. Three categories of annual awards have been

instituted. First, there are awards for environmental managers in facilities and divisions.

7 Approximately 30 companies accepted this challenge.
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Facility-level awards are of two kinds: award for the best all-around program and for the best
pollution-prevention initiative. Analogously, there are two division-level awards: all-around
best program and pollution prevention. Second, the Erwin Awards, instituted in the memory
of Dr. Lewis Erwin,”" is given to teams that have demonstrated excellence in packaging
initiatives. Third, the Merit Awards, are presented to non-environmental managers that have
significantly contributed to environmental efforts at the facility, division, company, or
community levels.

Baxter has also pioneered corporate environmental accounting by calculating the
business impact of its environmental initiatives. This is an important step for retaining
support of internal constituents that may perceive environmental programs as reducing
profits. As shown in Appendix 3.2, the 1995 Environmental Financial Statement suggests
that in 1995 the total costs of environmental programs was $25.2 million while savings in
1995 alone were $15.2 million. However, recurring yearly savings due to past environmental
initiatives were $72.2 million. As a result, total savings to date due to environmental
initiatives are $87.4 million. Thus, this green accounting seeks to demonstrate the financial
viability of environmental projects.™

Is Baxter's commitment to a state-of-the-art program financially viable and hence

sustainable in the long run? I think Baxter has very efficiently managed its environmental

7! Dr. Erwin chaired Baxter's Task Force on environmentally-sound packaging.

7 Baxter's efforts in estimating the financial impact of its environmental initiatives have been
recognized by Stephan Schmidheiny, the Chairperson of the World Business Council for Sustainable
Development, in his recent co-authored book Fi inancing Change (Schmidheiny and Zorraquin, 1996).
Schmidheiny was a major player in the 1992 Rio Summit.
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initiatives. Consider Baxter's expenditure on environmental programs as a percentage of
sales. Baxter has succeeded in this as well, as it devoted only 0.3 percent of its 1995 sales
to environmental programs. This was considerably less than the 2 percent figure reported by
1991 survey of 220 companies done by of Booz, Allen and Hamilton and the 1995 study of
Cooper and Lybrand that focussed on firms with sales greater than $5 billion (Baxter,

1995a).

Organizational Structure

Since 1993, Baxter has steadily consolidated its environmental programs. Its

organizational structure in 1992-1996 is summarized below:”

Level I: Board of Directors; Public Policy Committee of the Board

Level II: Environmental Review Board (ERB); European Environmental Board

Level I1I: Corporate Environmental Affairs (CEA); Corporate Environmental
Engineering (CEE)™

Level IV: Division Environmental Managers (DEM)
Level V: Facility Environmental Managers (FEM)

The Public Policy Committee of the Board of Directors is the highest decision-
making body on environmental issues. This committee has two functions. First, it annually

reviews Baxter's environmental performance. Second, it reviews the environmental plans of

7 My period of study ends in March 1996.

™ In the new Baxter International Inc., CEE has been merged with CEA. Further, the Health and Safety
Function has also been merged with the environmental function. As a result, William Blackburn in now
Vice-President of Environmental, Heaith, and Safety (EHS). As I discuss subsequently, in Lilly, EHS
constitutes a single corporate group.
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Baxter'’s operating units. Since its members are not employed by Baxter, this committee also
provides an external oversight over the environmental programs.

The ERB is the highest internal organization on environmental issues. The ERB
oversees all environmental initiatives, company-wide as well those pertaining to divisions
only. In early 1996, the ERB had eleven members: nine representing senior managers from
different functional areas and two DEMSs. To ensure transparency in its decision-making, all
Baxter's environmental personnel are invited to attend ERB's meetings that are held once
every two months; and some of them actually do so.

ERB is expected to champion environmental programs and provide top-management
support to them. As Loucks noted in his address to the conference on “Our Environment: A

Healthcare Commitment,” held in Arlington, Virginia, on March 10, 1992:

My final and most important recommendation is to provide strong top-
management support for your environmental program. Do this visibly,
repeatedly, and sincerely. Serve as the main salesperson for the program to
middle management .... Underscore the need for your managers to allocate
appropriate resources. Recognize excellence in environmental performance
... Without this support, without this leadership, your environmental
programs cannot succeed. 7o say it starts at the top is really a cliche. It starts
there or it doesn't start at all (Baxter, 1992a: 10-11; italics mine).

Formed in 1992, the European Environmental Board oversees the implementation of
environmental policy in Baxter's European Operations. Its status as independent of the ERB
suggests that Baxter perceives environmental challenges in Europe as being significantly
different from those in the US and other parts of the world. The head of Baxter's European

operations is the ex officio chairperson of this committee. The head of Baxter's Corporate
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Environmental Affairs is also an ex-officio member of this committee. In addition, as of
March 1996, this committee had nine senior managers representing various European
operations.

Corporate Environmental Affairs (CEA) coordinates environmental activities
throughout the company. It also acts as a resource for divisions and facilities. It prepares the
annual environmental performance report, organizes environmental audits, and manages
legal issues relating to real estate transactions and superfund liabilities. In addition, it
manages strategic initiatives such as estimating net savings from various environmental
initiatives and evaluation of the ISO 14000 program (Chapter 7). Corporate Engineering
works closely with CEA on programs having engineering implications. It has managed key
programs such as Underground Tank removal (Chapter 4) and toxic emission reduction
(Chapter 5).

DEMs are the main actors in initiating and implementing Baxter's environmental
programs. Since they manage divisions' environmental budgets, they have significant
influence in planning division-level initiatives. They also prepare their division's annual
environmental performance report. This report is key to preparing Baxter's annual
environmental performance report. DEM's support is often important for undertaking any
company-wide environmental initiatives. DEMs are also responsible for training FEMs that
report to them. FEMs are responsible for managing all facility-level environmental programs,
whether required by law or beyond compliance. For example, they are expected to initiate
and manage community-outreach programs. They are also required to train non-
environmental managers on environmental issues.
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In 1995, Baxter had 173 managers performing environmental functions. Since some
of these managers had non-environmental responsibilities as well, there were 126 Full Time
Equivalents (FTE) environmental managers. Of these, 96 were at the facilities, 20 were at
the divisions, and 10 were at the corporate level. This suggests that Baxter's environmental
programs are significantly decentralized, as only 10 of the 126 FTEs are at the corporate
level (Baxter, 1995a).

Importantly, there has been a conscious effort to upgrade the quality of FEMs; two
strategies have been employed for this task. First, since training is often identified as a key
factor in imparting skills, Baxter has established training norms: FEMs of large
manufacturing facilities are expected to receive a minimum of 80 hours o