Ensuring Intra- and Inter-Organizational Relationship
Survival under Exogenous and Endogenous Shocks and
Distress: The Role of Social Capital and Agent
Aspiration Levels

By

Hamish Gow' and Brent Ross™*

Submitted for consideration to the 19" Annual World Forum and Symposium of the
International Food and Agribusiness Management Association in Budapest, Hungary (June
20-23, 2009)

! Department of Agricultural Economics, Michigan tteniversity, 409D Agricultural
Hall, East Lansing, MI USA 48824-1039, Tel. +1 (p#32-2214 x114hgow@msu.edu

2 Department of Agricultural Economics, Michigan 8t&niversity, 1 Agricultural Hall,
East Lansing, Ml USA 48824-1039, Tel. +1 (517) Z2%6,rross@msu.edu

* Corresponding author



Ensuring Intra- and Inter-Organizational Relationship Survival
under Exogenous and Endogenous Shocks and Distress: The
Role of Social Capital and Agent Aspiration Levels

Problem Statement

In order to successfully exploit new profit opparities entrepreneurial individuals and
organizations are often forced to establish nevairgnd inter-organizational
relationships and network. These networks oftetuae relationships with suppliers and
consumers (i.e. economic clusters), but may alsolwe a group of like-minded
producers combining their efforts to produce a pobar service in hopes of obtaining
economies of scale and market power.

When used to exploit entrepreneurial opportunitiesse types of network relationships,
like others, often lack financial capital. Thigpgrticularly true in the early stages of the
venture. As such, intra- and inter-organizatiae#dtionships often fail during the early
stages of development due to various endogenousxagenous shocks related to
unexpected market, and cash flow events.

In some case, however, these types of organizagianable to remain intact after such
shocks even without additional financial capitaéations or external mediation.
Explanations of this organizational phenomenonagking. In particular, there has been
little work on developing a consistent, analytiaatl conceptual framework that
addresses this issue.

Objectives of Study

The objective of this paper is to introduce theaapts of social capital and adaptive-
motivated behavior (March and Simon, 1958; Maho2€5) to address this problem in
a principal-agent framework. In particular, an lgtieal model is developed to explore
the role of social capital and firm aspirationsgasernance and support mechanisms to
ensure the enforcement and maintenance of thesa- iaind inter-organizational
relationships during periods of shock. It is adydleat social capital can be used as a
substitute for financial capital in the short-teiwh the relationship and the partner
aspiration levels serve to indicate a partner’dinghess to join and stay within the
organization or network over time.

Procedure

In the first section of this paper, we review titerature on the private enforcement of
contracts and introduce the concepts of social tala@nd firm aspiration levels.
Traditional contract enforcement literature suggésat at each time period, the parties to
a contract perform a cost-benefit analysis of dmeagrthe contract (Gow and Swinnen,
2001; Gow and Oliver, 2004; Oliver 2004). Typigallthese models include an
evaluation of the expected returns of the relatignsgainst a reservation level for each



party. In times of financial hardship, these medsten predict that relationships should
dissolve as the discounted value of current andréutontractual relationships contact
and making contract breach optimal. However, thesdels have not explored the roles
of social capital and aspiration levels in thislgsia.

By introducing the adaptive-motivated behavior mofdarch & Simon, 1958), we
suggest that the decision of a partner to leaveetavork is dependent on his/her
satisfaction level within the network. The lowketsatisfaction level of the partner, the
more search for alternative opportunities the @armll undertake and the more likely it
will reject the network relationship. Satisfacti®vels increase with the realized and
expected value of the returns from the network @ectease with the partner’s aspiration
level. In other words, intra- and inter- organia@aél relationships fail when the realized
or expected returns of the relationship do not nieetaspiration levels of the partners.
This situation may occur when: 1) unexpected negatnarket, and cash flow events
occur, or 2) the aspiration levels of the businkssler (i.e. entreprenetirand the
relationship partners are not aligned.

We further suggest that when shortfalls do ocaurgfther case, that these shortfalls can
be mitigated by the business leader using his/leaak capital to maintain the
relationship. Social capital is the value givenat@erson’s position in a structure of
relationships and is closely related to their rapah and trustworthiness (Lin). By
spending their social capital, business leaders can peespadtners to ‘rideout’ short-
term poor performance and to align their aspiraterels with those of the business
leader in the long-term.

In the second section of the paper, we step thrdbhghdevelopment of an analytical
model that describes the mechanisms by which emineprial networks can be
established and self-enforced to create sustainabigrepreneurial producer
organizations, marketing channels and networks. e Tiodel utilizes a traditional
principal-agent framework in which a payoff functis defined along with the relevant
constraining relationships which bound the deciseasibility region. Within this model
the roles of social capital and adaptive-motivdiedavior are emphasized.

The model described above is supported by empiecialence from two case studies of
entrepreneurial networks in the agri-food sectothini a developed and developing
country environment. The first case analyzes gtalbdishment and transformation of
Cellars of Canterbury (Gow and Oliver, 2003) ovedexade. Specifically what was
required to bring together five independently sgsba wineries to initially create a

jointly owned domestic marketing entity, how wehey able to leverage this to later
expand internationally and finally why did thesaliinduals shut down a successful
operation. The second set of cases analyzes arket¥ private and cooperatively

owned milk collection stations and micro processamgerprises in Armenia following

independence. Specifically, the impact of differivels of business leadership, social

® The business manager (i.e. entrepreneur) is asstoti@ve influence over the value of the expected
returns of the relationship.



capital and individual and cooperative aspiratievels have upon the success or failure
of an entrepreneurial enterprise.

Results

1. Business leaders with a high degree of social abgie better able maintain their
inter-organizational relationships through unexpdanharket shocks and periods
of short-term distress in financial capital andhciews.

2. Ceterisparibus, partners with low aspiration levels will remama network
longer through these shocks than partners with asgliration levels.

Conclusion

1. The inclusion of social capital and partner aspratevels serve to address why
in the absence of adequate financial capital ast ltaws, some entrepreneurial
producer organizations and agri-food networks raenrdact while most implode.

2. The social capital of the business leader is arortapt determinant of the
success of an entrepreneurial venture.

3. Business leaders with a high degree of social abgie better able to ensure the
stability and maintenance of intra- and inter-oigational relationships during
unexpected market shocks and periods of short-déstress in financial capital
and cash flows.

4. Future research may use simulation modeling to ex@the conditions in which
entrepreneurial networks facing distress can b&sesl by social capital.
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