|
| Modern Education
| and Computer Science

PRESS

1.J. Engineering and Manufacturing, 2011, 6, 1-7
Published Online December 2011 in MECS (http://www.mecs-press.net)
DOI: 10.5815/ijem.2011.06.01

Available online at http://www.mecs-press.net/ijem

The Impact of Organizational Slack on The Performance of
Pharmaceutical and Chemical Firms

Heping Zhong

School of Economics and Management, Xuchang University, Xuchang, China

Abstract

The purpose of this paper is to attempt to reconcile previous views of the relationship between organizational
slack and performance through examining the impact of organizational slack on the performance of
pharmaceutical and chemical firms by using empirical analysis based on the data get from 47 firms in Henan
Province. The result shows that the relationship between organizational slack and the performance of
pharmaceutical and chemical firms is inverse N-shaped. The results broadly demonstrate that relationships
differ based on industry circumstances and organizational slack. Additionally, this study is the first to
empirically identify an inverse N-shaped relationship between slack and performance, indicating that, in certain
industry circumstances, little and much slack is bad for performance. Overall, results highlight the importance
of additional research into intervening factors impacting the slack—performance relationship.
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1. Introduction

Organizations are continually challenged to foster growth and improve performance while enduring strong
exogenous pressures and endogenous constraints. Management scholars have offered strategic and behavioral
explanations of factors that induce or impel organizations to compete and excel in these evolving competitive
landscapes. An emergent dialog within this paradigm is the role of resources and their influence on managers’
aspirations. Resources act as inducements to experiment, take risks, and make proactive strategic choices.
Resources are also deployed to build capabilities that make firms competitive, maintain coalitions that ensure the
convergence of personal and organizational goals, and act as buffers in periods of economic duress[1]. In this
regard, numerous studies have proposed that resources enable firms to create static and dynamic synergies by
applying resources required for sustainable development[2]. Given this critical role, the presence or absence of
excess resources and their impact on performance carries substantive implications for scholarship in
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organizational theory and the practice of management[1]. Consequently, how to optimize firm resource
allocation and its impact on performance has substantive theoretical and practical implications[3].

However, despite the importance of firm resource allocation, the existing literature provides no compelling
answers regarding whether slack resources facilitates or inhibits performance[3-5]. What is the relationship
between organizational slack and performance? Based on prior findings, the slack-performance relationship is
generally conceptualized as a positive[6,7], negative[8], an inverted U-shaped relationship[5,9,10], or a U-
shaped relationship[3]. The current literature has not reconciled these perspectives, and the issue regarding the
influence of slack resources on performance remains an interesting but not fully explored issue[3,5].

Such ambiguity can arise from many sources including random variation due to differing sample sizes across
studies (i.e., “‘sampling error’’) and inconsistent variable measurement [11]. Examining the slack—performance
literature suggests that both these sources may be present. Whereas overall evidence suggests that slack directly
affects performance, findings remain too inconclusive to make a definitive statement about the relationship[12].

To provide insight into this relationship, this study employed a empirical analysis based on 47 samples from
pharmaceutical and chemical firms in Henan Province to examine extant research results. Specifically, | focus on
firms of a industry in China, based on survey data, to investigate whether slack resources contributes toward or
inhibits firm performance.

2. Theoretical Background And Hypothesis

Organizational slack has been defined in the literature in different ways. For example, Cyert and March
defined organizational slack as “the disparity between the resources available to the organization and the
payments required to maintain the coalition”[7]. Similarly, Bourgeois (1981) defined organizational slack as
resources in excess of what is required for the efficient operation of a firm[9]. Also, Nohria and Gulati defined
organizational slack as “the pool of resources in an organization that is in excess of the minimum necessary to
produce a given level of organizational output”[13]. For the purposes of this study, organizational slack will be
defined as the resources readily available to an organization that are in excess of the minimum necessary to
produce a given level of organizational output as well as the resources that are recoverable from being embedded
in the firm[14].

In theory, if a firm can identify and obtain resources for firm development from its interior or exterior timely
and accurately, and maintain the sum of resources which meets the need of current business exactly, namely, the
amount of slack resources is zero, the performance would reach the optimization, but it is impossible in practice.
In order to respond to problems such as fluctuations in demand, a firm should have to keep some slack resources,
which would lead to increasing cost. In order to fulfill the commitment to the staff, take on some social
responsibilities and maintain harmony and stability of the organization, a firm should have to keep certain slack
resources, this would also increase cost[15]. In pursuit of new goals and strategies, a firm should have to keep
some slack resources[16], this would increase cost because the slack resources could not produce performance
before new strategy is put in practice. So the conclusion is made that organizational slack on the low side is
negatively related to the performance of pharmaceutical and chemical firms.

When there is moderate organizational slack, a firm has capability to explore and take advantage of
opportunity provided by environment. The firms with slack have more strategic choices than those without
slack[18,19], thereby they could choose strategic opportunities supported by organizational slack available to
enhance performance. Bromiely (1991) argued that slack resources related to competition provide strategic
advantage for firms[19], as a result, there is a conclusion that to enhance slack resources related to competition
will strengthen the firm’s competitive advantage and improve performance. In a word, moderate organizational
slack enables managers to pursue new targets and strategies actively, which may leads to improvement of firm
performance. From the viewpoint of resource-based theory, the more organizational slack a firm has, the more
potential growth and better performance a firm has[16]. Therefore, we could draw a conclusion that moderate
organizational slack will be positively related to the performance of pharmaceutical and chemical firms.
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On the other hand, organizational slack is argued to be synonymous with waste, and a sign of managerial self-
interest, incompetence, and sloth. From an agency theory perspective, managers inherently have a set of goals,
such as the pursuit of power, prestige, money, and job security, that are not always aligned with those of
principals, managers may use organizational slack to engage in excessive diversification, empire-building, and
on-the-job shirking[5]. These ‘‘slack as inefficiency’” perspective posits that slack can encourage satisficing,
politics, or self-serving managerial behaviors that hurt performance. At the same time, too much slack resources
would encourage a firm to choose some suboptimal projects [13]; and it would reduce firms’ performance. So,
we can reach a conclusion that organizational slack on the high side will be negatively related to the
performance of pharmaceutical and chemical firms. Based on above discussion, we put forward hypothesis as
following:

Hypothesisl: Organizational slack on the low side is negatively related to the performance of pharmaceutical
and chemical firms.

Hypothesis2: Moderate organizational slack is positively related to the performance of pharmaceutical and
chemical firms.

Hypothesis3: Organizational slack on the high side is negatively related to the performance of pharmaceutical
and chemical firms.

Hypothesis4: There is a nonlinear inverted N-shaped relationship between organizational slack and the
performance of pharmaceutical and chemical firms. That is to say, when organizational slack is on the low side,
organizational slack is negatively related to the performance of pharmaceutical and chemical firms; when
organizational slack is moderate, organizational slack is positively related to the performance of pharmaceutical
and chemical firms; when organizational slack is on the high side, organizational slack is negatively related to
the performance of pharmaceutical and chemical firms.

3. Methodology

A. Samples

The sample was drawn from pharmaceutical and chemical firms in Henan province by questionnaire. We
randomly selected 47 firms. The questionnaire was accomplished by intermediate and senior managers. The
firms’ ownership distributing is: state-owned (42.6%), private-owned (55.3%), foreign capital-owned (2.1%).
The scale of enterprise distributing is: big (27.6%), middle (51.1%) and small (21.3%).

B. Variables measure

Firm performance: There are great numbers of measurements on firm performance in present literatures, such
as financial performance, strategy performance and so on. Because the statistical data is distempered or not
willing to publish in many firms, it is hard to measure in quantity. But in their practical activities, managers
collect and hold some useful information about their opponents in their industry, so they are clear about the
comparative level of performance of their firm. Thereby, | use for reference measure item of prior
studies[15,19], use the method of perception to measure comparative level of firm performance compared with
its main opponents. So this paper chooses four items to measure firm performance: (1) sales growth; (2) asset-
profit ratio; (3) increase of market share; and (4) net profit. In the questionnaires the answers were measured on
5-point Likert scale, using the scale from 1, strongly draggle, to 5, strongly keep ahead.

Organizational slack: The measure of organizational slack borrow from the studies of Fang & Wang
(2008)[20,21]. According to their definition and characteristics of the organizational slack, this paper measure
organizational slack from the two aspects of the shared level of resources(reflecting the use range of resources as
well as the conversion efficiency among differnet uses of the resources) and the multi-purpose in
nature(reflecting the use range of resources), mainly choose three items to measure the level of organizational
slack: (1) The resource sharing level of various departments within the firm is very high; (2) New uses of
existing resources in a firm are often found; (3) Some new resources or new mix of existing resources in a firm
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are often found. In the questionnaires the answers were measured on 5-point Likert scale, using the scale from 1,
strongly disagree, to 5, strongly agree.

Control variable: Like prior studies, this study adopts total capital to measure the size of a firm, and take it as a
control variable. The competition pressure that a firm faces is more big, the resources of the firm are more
needed more effective exploitation. Since the competition condition among firms in different industry, this study
also take the competition condition in a industry as a control variable, which is measured on 5-point Likert scale,
using the scale from 1-5, which means respectively few competition, not severe competition, general, severe
competition and very severe competition.

C. Results

I test my model with the statistical software SPSS 13.0 and use exploratory factor analysis to test every index.
In order to test the hypothesis all above, the paper draws on methods from Nohria & Gulati (1996), Jiang &
Zhao(2004), Zhong et al(2008), uses once, twice, thrice regression equation model including independent
variable to process hypothesis testing. The regression equation model is as follow:

performance =
B, + Bsize + B,comp + Byvar + B,var? + ovar® + ¢

I use the method of stepwise regression, and all variables are standardized before regresion analysis. If thrice
regression equation model is better than model including once and twice regression equation, the N-shaped or
inverted N-shaped relationship would be existed[1,15,19]. The result of hypothesis testing show as Table 1 to
Table 3.

Table 1 Model factor loading of the elements and Cronbach’s o

Elements discribing indicators (N=54) Factor loading
Firm performance (Cronbach’s a =0.927)
V1 Sales growth 0.926
V2 Asset profit ratio 0.918
V3 Increase of market share 0.881
V4 Net profit 0.906
Organizational slack  (Cronbach’s o= 0.840 )

V5 The resource sharing level of various departments 0.802
within the firm is very high

V6 New uses of existing resources in a firm are often found 0.917
V7 Some new resources or new mix of existing resources 0.889
in a firm are often found

Table 2 Means, standard deviations and correlations

variables mean s.d. 1 2 3

1 Firm size 49138 120702

2 Competition 4.109 0.9939 0.094

3 Organizational slack 3.7408 1.16424 -0.094 -0.020

4 Firm performance 3.4330 0.80726 0.257" 0.012 0.372*

*** n<0,001 **p<0.01 *p<0.05 "p<0.10
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Table 3 Regression model of organizational slack and firm performance

variables Model 1 Model 2 Model 3 Model 4
Firm size 0.294" 0.335* 0.288* 0.329**
Competition -0.318* -0.348** -0.293* -0.337**
Organizational slack 0.491*** 0.429** 0.935**
Organizational slack * -0.243* -0.321*
Organizational slack ® -0.589*
F 3.998* 8.766*** 7.883*** 8.004***
R? 0.170 0.409 0.460 0.526
Adjusted R? 0.128 0.362 0.402 0.461

***n<0.001 **p<0.01 *p<0.05 "p<0.10
Note: Regression coefficients are standardized coefficients

The result of exploratory factor analysis from Table 1 indicate that factor loading and Cronbach’s alpha are
more than 0.70, every index is in accordance with requirement of hypothesis testing. Goodness-of-Fit test and
significance test from Table 3 indicate that model 4 is better than model 2 and model 3. Model 4 contains every
hypothesis, that is negative relationship when there are slack resources on the low side, positive relationship
when there are moderate slack resources; negative relationship when there are slack resources on the high side

('B3 _0'935, p = 0.001; P __0'321, p = 0.017; B __0'589, p=0.031). Meanwhile, collinearity and
heteroscedasticity test indicate that there is no multicollinearity problems and heteroscedasticity issues (relevant
test data are ignored). Therefore, all hypotheses from hypothesis 1 to hypothesis 4 are supported by these testing.
Regression curve as Fig. 1 (control variable is ignored).
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4, Discussion And Conclusion

In this study, my contributions focus on the building of an inverted N-shaped model that clarify the
relationship between organizational slack and the performance of pharmaceutical and chemical firms, and |
examine the effects of manufacturing firms’ slack resources on firm performance in China. The results indicate
that keeping moderate slack resources is propitious to firm development, but little and much slack resources may
reduce firm performance. Therefore, it provides a firm a theoretical basis for a firm to cut slack resources.

Although this study’s findings provide support for the general proposition that there is a curvilinear
relationship between slack resources and performance in at least one industry, my findings differ from former
researches because | suggest an inverted N-shaped model between organizational slack and firm performance.
As such, it represents another demonstration that the seemingly contradictory attributions made to slack
resources can be reconciled when explaining the impact of slack on performance. Furthermore, this study uses
different methods to measure slack resources, which is not only measure the slack of the amount of resources but
also measure the slack of the value of resources. Therefore, this study’s finding is an important extension of the
Tan and Peng (2003) findings in that it was based on using financial measures of slack.

Because of data limitations, this paper only studies firms in Henan Province, the universality of its conclusions
shall be tested by the firms of other regions in future. Of course, other environment variables, such as industry,
location, age of companies, ownership structure and so on, may have an impact on the relationship between slack
resources and the performance of information technology firms, which provides opportunity for future research
efforts.
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