The International Journal of Digital Accounting Rasch
Vol. 8, N. 14, 2008, pp.1-22
ISSN: 1577-8517

Accounting for Collaborative Supply Chain
Relationships. I'ssues and Strategies

Steve G. Sutton. University of Central Florida. USA/ University of&bourne.
Australia. Steve.Sutton@bus.ucf.edu

Georgia Smedley. University of Missouri- Kansas City. USA.
smedleyg@umkc.edu

Vicky Arnold. University of Central Florida. USA/ University of&bourne.
Australia. Vicky.Arnold@bus.ucf.edu

Abstract. The purpose of this discussion paper is to expleeecontemporary business model

that has arisen with the advent of B2B e-commeystems in order to better understand the
improvements needed in the financial reporting rhoflee contemporary business model has
relegated the enterprise-centric view of corpocat@petition and the current financial reporting

model to insignificance in many instances. Ratheday’s business environment is one

dominated by competition between supply chains waith organization’s success ultimately

hinging on the viability and success of its supphain partners as much as, or more than,
enterprise-centric policies and decisions. As altethese highly integrative systems connect
supply chain partners in a manner that is moretlyigtoupled than most consolidated entities.
Still, the current financial reporting model faits even minimally capture the complexity of this

new reality. This discussion paper provides thenétation for elaborating on a detailed

discussion of how this business model could be raocairately captured through an enhanced
business reporting model.
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1. INTRODUCTION

For over a decade, business consultants, andnrctuporate executives, have
advocated the need for organizations to focus em twn core competencies and
to leverage relationships with business and tradvagtners with a goal of
improving efficiency of operations. The primary algst in this espoused business
model has been the rapid integration and use ohéssto-business (B2B) e-
commerce to share information and to create viahliee chain components across
multiple tightly coupled organizations. B2B e-commeetechnologies provide the
electronic capability to link the operations of taomore organizations seamlessly
in order to create an overall supply chain capablacting as a single cohesive
entity in the delivery of products to end customé&wsch relationships create co-
dependencies among partner organizations thattrestlonly in the sharing of
benefits through efficiency gains, but also a sttpof inevitable risks. From an
enterprise risk management view, such risks cgmabigcularly disconcerting as an
organization generally has minimal control over thiéigation of risks at partner
companies (Arnoldt al. 2004).

In the process of automating connections with trgdgartners, organizations
are increasingly dependent on upstream and dovamstieusiness partners to
optimize production schedules and minimize invaatron hand. While
organizations enter into this new business enviemimwith the idea of
maximizing efficiencies, they face significant mess risks associated with the
increased dependence on business partners to rshoytde times and deliver
materials and supplies on increasingly shorterceotA further major source of
unrecognized enterprise risks exudes not only fthese tightly coupled supply
chain relationships, but also from key outsourdheg perform vital functions in
the overall value chain of the vast majority ofamgations.

As these various business partners assume key n@bpities in
organizations’ value chains, individuals who investhese organizations become
increasingly under-informed as to the operatiorss lamsiness risks. The traditional
business model assumes organizations compete essamtially autonomous state
where operations and risk can be assessed withnggrpase-centric view;
unfortunately, this traditional model is rarelydrun today’s business environment.
Rather, investors who use traditional financial otp to examine various
organizations and make investment decisions arerghy making such decisions
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without a true picture of the viability and heatththose organizations’ value chain
activities. An investor (or potential investor) exaing the financial reports
generated by an organization is rarely able to gamie understanding of the risks
facing that organization. Organizations do not pevhe necessary information to
understand whether critical business partnersheilbble to effectively implement
new business processes necessary to implementspraogrovements. Absent
such an understanding, the potential investor wdugd unable to assess the
viability of the organization in terms of ability tadopt new technologies, refine
business processes, and maintain competitivenegsertopities dependent in part
on business partners adaptability. In an era wBarbanes-Oxley requirements are
pushing organizations to implement effective emnisep risk management
processes, organizations are increasingly recagnibat while they can outsource
key business processes, they cannot outsourcesktsefrom work stoppages and
supply chain disruptions nor can they outsourcadlponsibility for controls over
the information flowing across supply chains thaid® up in the financial
statements (Ernst & Young 2004). Yet, these fir@nstatements fail to reflect
these relationships and investors are largelyitethe dark about the nature of
relationships and related risks that organizatemsounter in these tightly coupled
partnerships.

The purpose of this paper is to elaborate upon itivegrated nature of
interorganizational relationships in the contemppréusiness model and to
explore the issues that should be considered indéwelopment of an external
financial reporting model that adequately encomgmssuch relationships. This
purpose is addressed in two stages. First, a reiewrovided on the evolving
nature of business relationships from an entequésgric competitive model to a
business environment where competition is bettewed as supply chain versus
supply chain. Consideration is given to how thigralative view of the business
environment affects the way in which enterpris&sishould be assessed and the
impact of these enterprise risks on the design fld#cive risk management
programs. The second stage focuses on the issaégmilist be addressed in
formulating financial reporting concepts that addreenterprise risk across the
supply chain in order to provide investors and otk&akeholders with an
understanding of the viability and security of th@lue chain. This discussion
entails an examination of how to formulate the larres for measuring corporate
viability from this broader interorganizational ppective and what dimensions
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should be considered in formulating measures fgomeng. Finally, some
summary thoughts are provided to draw the condegtther and consider a future
agenda for actions to enhance business reportongg ahe dimensions discussed
herein.

2. EVOLVING NATURE OF BUSINESSRELATIONSHIPS

Over the past several years, organizations halieeatitechnology to link with
other organizations to develop a very complex wébdependencies. These
linkages have created a new set of risks not pusigoencountered in the business
environment—interorganizational risk. Figure 1sklates how interorganizational
risks fit into overall enterprise risk and the imgamce of the risks emanating from
interorganizational dependencies. Interorganizatiomsks are created through
alliances established with outsourcers and stratbgsiness partners. The risks
from these partnering relationships consist of @éhdestinct levels: (1) business
level risk, (2) application-user level risk, and {8chnical level risk. Each of these
risks will be further discussed in the overall @xttof the changing business
model from an organization competing with otheramrigations to a supply chain
versus supply chain model.
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Business
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Figure 1.Risks Facing Organizations in an Exterigiei@rprise Environment
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Supply Chain vs. Supply Chain Competition

Several factors have come together to transformtridwditional, enterprise-
centric model of survival to a model of interorgaational dependencies. The
major factors include outsourcing core functionghe value chain, utilizing B2B
e-commerce technologies to link with partner orgamons, and aligning with
strategic partners—a move that reduces the nunfbarppliers and vendors (and
potentially customers) to a select few organizatitmt are willing to enter into
partnering roles. This combination has drasticadlitered the competitive
landscape. The traditional model of one enterpgempeting against another
enterprise for market share has evolved into anr@mwent of competition
between one enterprise’s supply chain versus an@hierprise’s supply chain.
Indeed, Dell Inc. and Wal-Mart Stores Inc. have dmee fixtures in strategic
management courses and the popular business prese fmanner in which they
have dominated their competitors through reinventad their supply chains
(Papazoglwet al. 2000; Taylor 2003). Wal-Mart Stores Inc. and the Bhree U.S.
Automakers (among others) have also become renomneduiring all suppliers to
provide electronic data interchange (EDI) capapbiiir the transfer of transaction
data and electronic payment. The simplification thie B2B e-commerce
environment with Internet-based web applications imade it even more feasible
to push such models of integration. These compaligscognized very early the
cost savings that arise from electronic processfigformation and tight linkages
between their information systems and their veridhyitems. (Arnoldet al. 2004).

The evolution that such leading edge companies taven in the marketplace
have made partnering and outsourcing relationskgyscomponents of the value
chain in contemporary business models with the gmynfocus on maintaining
competitiveness. The results of a recent PriceWwateseCoopers (PwC) CEO risk
study indicate that CEOs as a whole are more likedyn ever to outsource core
business processes. These increases in outsoar@rdyiven primarily by desires
to control cost, control the number of employeest thust be managed, and to
ensure quality through a competitive marketplace dervice provision. The
emphasis on outsourcing is not likely to be a stearh phenomenon given that 73
percent of the CEOs surveyed viewed the emphassutsourcing as long-term
(PricewaterhouseCoopers 2004).
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From a risk management perspective, a core problethis urgent move to
outsourcing and partnering relationships is thatwhst majority of organizations
have maintained an enterprise-centric view on gystéssues while trying to
execute an interorganizational view in their busenodels. Too often, each
enterprise in the supply chain maintains its owsteays and focuses on how to
transfer certain key information items electroricdletween organizations. Only
recently have organizations begun to share dam f@duction planning systems
in a fashion that allows other organizations in supply chain to better control
(and shrink) their inventory stocks. Additionallgharing this information has
become increasingly critical for an evolution tocemplete just-in-time mode
across the supply chain. Without reliable informatregarding the information
processing capabilities and security of partnerempmises’ internal (business
information processing) and external (e-commercdegmation systems)
information systems, a given enterprise has littiderstanding of the true level of
risk it absorbs as a component of a given suppayncbompeting for market share
(Sutton and Hampton 2003).

For those who might question the impact of supghaic partners on an
organization’s overall operations, many documen&xhmples demonstrate
significant impact due to partner failure. Two bé&tmore publicized failures were
Nike and Cisco Systems. Nike’s crisis came in MA@ when reported sales for
the prior quarter had to be reduced by $100 milki@cause of confusion in its
supply chain. Cisco Systems experienced an evayeblyt when $2.2 billion was
written off for unusable inventory resulting fronoplems in the supply chain. The
financial statement impact is only a small parthaf story if one also considers that
Nike’s stock dropped 20 percent in value afteartaouncement. Studies show that
a stock value drop of 7.5 percent upon announceofesupply chain interruptions
Is average and a drop of 18.5 percent is typicat tive 12 month period following
the announcement (Taylor 2003).

The failure to assure reliability across the infation supply chain, as in the
Nike and Cisco Systems examples, is only part @fptioblem. The greater risk for
most enterprises is the potential for disruptianshie supply chain that may force
extended shutdowns of operations. Many enterphags resorted to insurance to
try to fund such a potential disruption, but oniyadler companies try to insure the
entire potential impact while larger organizaticsai® more prone to accept a
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portion of the risk internally (Taub 2002). Whilesurance may help organizations
weather the disruption, the impact on stock preslting from such a disruption is
unlikely to be offset by insurance. In the meantiti® insurance company may
also be unable to meet its obligations if the c@sts significant, or even more
likely, may try to avoid liability by rejecting theccurrence as an insured event.
The result could be lengthy lawsuits that increthgelikelihood a company goes
out of business before ever collecting. Curioufly,organizations not purchasing
insurance against disruptions, the potential Iigbiand risk is rarely if ever
reported and to the authors’ knowledge never questi by the auditor.

The potentially high risk nature of aligning withsalective set of partners
across a supply chain makes the selection andiegration of business partners
even more critical as enterprises implement a #awé strategies for reducing
business cycle time including vendor managed irorgnfVMI), just-in-time (JIT)
manufacturing, and quick response retailing (QR)gaizations need to place
great importance on selecting and retaining qudliginess partners to ensure
stability (Khazanchi and Sutton 2001; Greiger 2008n enterprise should
consider the capabilities a given partner has tegmate technologies that will
support integrated business processes and comrtionicaith information
systems of all partners across the supply chaie. iitegration process can be
painful, and the expense and complexity of makiachslinkages will frequently
secure business partner relationships and provrdeg motivation to maintain
stability among the various members in the suppbirc (Groveret al. 2002; Shin
and Leem 2002).

For an investor, little information is available byhich to understand and
assess the viability of such trading partner refehips. The enterprise-centric
nature of the financial reporting model was desigte provide a broad view of
organizations in a different era. In the contempprausiness environment the
financial reporting model is insufficient for arvestor to attain a good, broad view
of today’s organization. As discussed in the subsatjsection, this broader view
of organizations is critical to understanding keysibess risks facing a potential
investee.
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Under standing I nter or ganizational Business Risk

The rapid and widespread adoption of B2B e-commdras been well-
documented in the business press over the pasydéaes. Indeed, in 2003 as the
requirements for strong internal controls as maediat the Sarbanes-Oxley Act
captured much of the attention in IT budget, edbess expenditures still rivaled
security expenditures for the largest share of liigets. In many respects, e-
commerce and security expenditures served to warldiin-hand as companies
took steps to improve security as a means of pnayidusiness partners peace of
mind (Ware 2002). As some of the euphoria behisdramerce began to fade with
the demise of e-commerce company stocks, the ataliz set in for ClOs that
implementing basic B2B e-commerce systems weréelglito have more than a
marginal benefit at best. The reality is that ERk kenabled interorganizational
systems for some 30 years, and most enterprises had some level of EDI
integration in place for many years. However, sumtégration of transaction-level
systems generally falls far short of a real coltatige relationship. Research
shows that the major benefits from B2B relationshap this point in time come
primarily from collaboration—not integration (Leeal. 2003).

Unfortunately, in many cases an organization’s ress partners simply are
not prepared to operate in a collaborative B2B mwoerce environment—usually
because of limitations in either technical, pergbmm security capabilities. Several
large retailers and manufacturers have, in the, pagtired vendors and suppliers
to adopt EDI or some other form of B2B e-commeiResearch suggests such a
strategy is not without risks. Forcing vendors ang@pliers to implement B2B e-
commerce capability often leads to distrust and inhibit voluntary use of B2B
applications beyond what is absolutely requiredr{ldad Saunders 1997). In other
cases, relationships often degenerate into cordliaiations that result in worse
rather than better collaboration (Hart and Saund®&y7/; Kumar and vanDissel
1996). Regardless, a current business environrhahféeds competition between
supply chains in an industry dictates that to smst@ompetitiveness, B2B
integration is imperative and a greater focus sthbel placed on assisting business
partners in the integration of new technologiescufrent partners cannot be
brought along technically or simply refuse to malgropriate efforts to facilitate
collaboration, an organization may well need t@ dtack and assess alternative
business partners’ capability and willingness tgagje in effective B2B integration
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that will achieve a desired level of collaboratidngeles and Ravinder 2000;
Khazanchi and Sutton 2001; Kurnia and Johnston 200Qoday’s Internet world
there are many potential vendors available thathdwe the capabilities to
participate.

Failure to effectively integrate policies for tragi partners and to secure
information across the supply chain can heightenuanber of risks for an
organization. First, care should be taken as totwifarmation is shared with a
trading partner through B2B e-commerce collaboratiools; and policies that
govern the trading partner’s use of that infornmatishould be implemented.
Information accessibility beyond that which is neg@dmay provide a trading
partner with information that gives the partneraanpetitive edge in subsequent
negotiations. Alternatively, an organization woblel at risk if a third-party hacked
into a trading partner’s system, and then gainegsxto their system by using the
trading partners’ authorized accessibility. Thesealso the risk that viruses and
worms that have infected a trading partner's systaould be passed to an
organization’s systems through the access estallishto support
interorganizational communications and informatshiaring. Standards need to be
in place on both ends of a trading relationship thearly articulate the policies
and procedures that should be implemented to assueguate protection of
systems—including such standard items as mandatagtenance of up-to-date
antivirus software.

Most investors and stockholders likely assume shiah policies are followed
and enforced, but experience tells a differentyst@®ne anonymous security
manager discusses the adventures experienced wegmating a newly acquired
company’s systems with their secure systems. Singpletrols such as data
backups were poorly executed. While there were gamirols in other areas such
as the security over databases, there were potnotoover the data being entered
into the databases. In another situation, an irdtion technology (IT) worker who
preferred to work at home had set up a direct D& into the his organization’s
computer systems. This allowed the worker to bysghe virtual private network
(VPN) normally required of employees for home cartiom. The IT worker with
the DSL line then set up an unsecured home wirelessork which resulted in
anyone in the neighborhood having wireless acae$iset corporate systems—and
through those systems an unauthorized link intoattwuiring company’s systems
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(Thurman 2004). These are only a couple of simgeTgples of how seemingly
Innocuous actions result in a major breach of sgcuMaintaining security in such
interorganizational systems environments becomesy \aifficult when an
organization has little control over the actions aftrading partner and little
knowledge of the actual security policies and pdoces that are enforced on an
on-going basis.

The net effect is that enterprises face a dual-@¢dgerd. On one side, they
face the inevitable consequences of failing contipehess if effective B2B e-
commerce systems supporting collaborative suppynshare not implemented. On
the other side, they face the escalated risks pd®Rrg their information systems to
business partners’ systems that may not contaiguade levels of technology
integration or security. Investors face the isshat tthey know little about a
company'’s trading partners and even less aboyidhees and procedures that are
in place to minimize the enterprise risk being abed in such relationships.

Extended Enter prise Risk M anagement

Organization’s enterprise risk management effordsipted with the risk
assessment demands of the U.S. Sarbanes-Oxlega\& tnany organizations in a
position of needing to establish processes to iiyeahd monitor risks in B2B e-
commerce-driven relationships. While most largeaargations are well into their
reporting for Section 404, an evolving view of th@sandates is that expectations
will continue to shift over the coming years. Masganizations are arguably still
deficient in terms of assessing and controlling iek environments that extend
beyond their organizational boundaries. Yet, ineor truly have enterprise risk
management processes in place as mandated by tegsgations, most
organizations must greatly increase the scope o guwocesses. Likewise, that
broader vision of enterprise risk management nded®e communicated to

The first official position taken with a direct kriio B2B e-commerce risks was
actually put forth by the International Federatioh Accountants (IFAC) via
International Audit Practice Satement 1013 (2002) The practice statement
identifies three aspects of B2B e-commerce relatigss that should be considered
and assessed: (1) IT business processes, (2) ITicapms, and (3) IT
infrastructure. Audit practice statements are kaitto putting forth only
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recommended guidelines for audit processes thauldhbe applied. These
categories are very similar to those that have getkein the research literature as a
foundation for B2B e-commerce assurance. The Khdmaand Sutton (2001)
framework for B2B e-commerce risk assessment ctngi$ three equivalent
aspects: (1) business level risk, (2) applicatisardevel risk, and (3) technical
level risk.

Business level failures can leave trading partneith poorly integrated
business processes, inefficient production modais, an inability to react in a
timely manner necessary for the effectiveness aabllity of the overall supply
chain. Failures at the application level can resultinstability of applications
fundamental to the support of trading partnersteays effectiveness, can impede
timely delivery of product across the supply chand can force supply chain
partners to absorb increased safety stock costs @wténtial production
interruptions while awaiting materials from supmieFailures at the technical level
may result in missing orders, data theft by corfospies, and corruption of data
and systems as a result of viruses and worms ratfilg through on-line
connections.

All three levels of risks need to be carefully asseel and monitored to
effectively manage enterprise risk—even though suidks exist due to
externalities. These three levels of risk have ahdity to individually and/or
jointly disrupt supply chains and accordingly impati organizations across the
supply chain. Effective enterprise risk managemienbnly possible when an
extended-enterprise view is adopted in the formudadf risk management efforts.

3. ISSUESIN REPORTING ON COLLABORATIVE
RELATIONSHIPS

As noted throughout this discussion, these conceves risks are not only a
corporate management issue, but also an investae.isFilers of 10-K annual
reports with the U.S. Securities and Exchange Casion (SEC) are required to
document key business data and business risks. \Wow@rely do such business
and risk discussions provide even minimal inforoat@bout dependencies in such
interorganizational relationships. While the impamte of such relationships was
highlighted in the recent bankruptcy filing of Dkeip an automotive systems
manufacturer that is a key supplier and partn€sefieral Motors in the U.S., even
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relationships with smaller vendors can be crittcabperations. The real challenge
Is in deciding who and what should be analyzecdeports for investors and other
stakeholders—and, of course, then how to get cormapdan actually provide such

reports.

Scoping the Boundariesfor Reporting

Much could be learned by accounting standardsrsdtiem a look at adopted
views of management. Management research has torgijdered some of the most
vital members of an organization to be the ‘boupdaranners’—the managers in
the organization that move back and forth freelyMeen partnering organizations,
making relationships work and building trust (Respt al. 2005). The financial
reporting model, however, focuses on an entermesgric view of an organization
which is that part of the organization wholly withthe legal definition of the
organization, essentially ignoring the areas atbitvendaries where organizational
success is heavily dependent on transcending thosedaries and establishing
tightly coupled partnering relationships.

This is not the first time the reporting model hied limitations in
information content due to tightly coupled orgatimas—Dbut the key in the past
has been that an organization takes over a pasmgrintegrates them into the
company ownership. Still, arguably much could bared now on setting the
boundaries for interorganizational relationshipsréyiewing the manner in which
the issue was tackled in an era of mergers andisatgns. The 1960’s saw a
tremendous increase in mergers and acquisitiondréngslated into a need, on the
part of financial analysts, for increased informmatconcerning segment reporting.
The initial response from the Accounting Principsard, the New York Stock
Exchange, the Federal Trade Commission, and the B&Cto urge voluntary
disclosure of industry, export sales, and domesiit foreign operations. The big
corporations that were involved in the mergers aoduisitions, however, were
resistant to such disclosures due to their allegeterns of disclosing competitive
advantages in the process of disclosing segmeatnmattion. In 1969 the SEC
required a report on segment line information &gistration purposes. Companies
with material functional segment income opposed t8EC requirement, and
ensuing legal battles extended to the Supreme (see APB Statement No. 2,
SEC Rule 303(e), and Pacter (1993)).
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In 1976 the Financial Accounting Standards BoariS[B) released FAS 14,
Financial Reporting for Segments of a Businessranse. This standard called for
disaggregated financial accounting information fbe following aspects of a
company’s operations when such disaggregation veasndd to be material to
external users of financial information:

1. A company was required to disclose revenues, dpgraprofit/loss,
identifiable assets, aggregated depreciation, a@amkpenditures, and
equity in net income by industry segments.

2. A company was required to disclose revenues, dpgratofit/loss, and
identifiable assets for the operations of each iggmt foreign
geographical area.

3. A company had to report the amount of revenuesvee@rirom exported
products from domestic operations to unaffiliatadstomers in foreign
markets.

4. A company was required to disclose the amount wémae derived from
sales to each major customer. The existence, thoogthe name, of each
gualifying major customer and the associated reseimad to be disclosed.

Materiality was to be determined on the basis of @ame of three quantitative
thresholds: revenue tests, profit or loss testaseet tests.

In 1997 the FASB released FAS 131 Disclosures al@®gments of an
Enterprise and Related Information. In part, FASL I&sponded to growing
complaints from the Association for Investment Mgeraent and Research
(AIMR) that FAS 14 did not adequately require nebdesclosures. The AIMR
argued that management too often manipulated irdbom about segments’
revenues, profits (losses) or assets in order tidagisclosing information about
those segments. FAS 131 replaced many parts of I BAProvided a guiding set
of objectives for segment reporting, and requitet the “management approach
for determining which segments be disaggregateda icompany’s financial
statements. The objectives of segment reportingording to FAS 131, are to
provide information about business activities sersi®f financial information may:

e Dbetter understand the company’s performance

e Detter assess the company’s prospects for futste ftavs
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¢ make more informed decisions about the companyasoée

The management approach requires a disaggregdtsmgment information if
management disaggregates that segment for opedsaigion purposes.

The release of FAS 14 spurred a great deal of redsedhe results of this
research have been well documented by Pacter (1&9@)center, primarily, on the
market effects of disaggregated financial informatalong the lines of industry
segments, geographical segments, and export 8sesarch involving the “major
customer” aspect of FAS 14 has been limited pripao reporting practices (see
Beresford and Buckner, 1978; Steele, 1983; and Ppsom and Fowler, 1993).
Since the release of FAS 131, research has foqusedrily on market changes
from FAS 14 to FAS 131 (see Tang and Zhao, 199@e&dt. al., 2000; Botosan
and Stanford, 2005; Ettredge et. al., 2006; andn&bwf Accountancy, 2006) and
on the international implications of FAS 131 (seallte, 2000; Accountancy,
2006; and Wendell, 2006). The sole study foundodu$ on major customers
(Gosmanegt. al., 2004) examined the profitability of firms thatke identified as
major customers by companies required to disagtgeech information. Findings
suggest that investors both recognize the valusuch information and place
higher value on the major customer companies.

The dearth of investigation into the market effead$ information
disaggregated to include major customers beliesmpertance of the information
disclosure. An examination of data reported in Agtong Trends and Techniques
from 1979 to 2003 shows that of the 600 firms aredly over this period, the
number of firms reporting sales to major custommese from 85 to 178—a trend
indicative of the move towards partnering type treteships between specific
suppliers and specific customers. However, suclrtieyyg requirements assume
that revenue (e.g. focus on customers) is the pyirdasclosure of interest. This
ignores the important role that suppliers and autsers might have on an
enterprise’s viability and overall risks. In thent®mporary environment, it seems
imperative that the FASB (and the IASB) considewlibese rules for ownership
and customers might in parallel be adopted forgrateng the impact from strategic
trading partners—both upstream and downstream & sbpply chain. As
Vasarhelyi and Alles (2007) highlight within thé&alileo Disclosure Model, this
concern has existed for some time and is also ackeyponent of the Jenkins
Committee recommendations that remain unaddressdtel-ASB or the IASB.
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What constitutes a material supplier? What cortssta material outsourcer?
What information from these relationships shoulddigclosed to meet various
stakeholders’ needs? This latter question relatdbd measurement issues and is
where this discussion is redirected at this point.

Establishing Measurement Criteria

Establishing the criteria that should be used tasuee a given dimension of
an organization’s financial position is rarely anple feat. First, one needs to
understand what information would be important twatvstakeholders under what
conditions for what purpose. Second, once the rseketter articulated, developing
consistent measures that are useful across the @rayganizations is challenging
and may be elusive.

If one considers the dimensions that are curremported by organizations,
one area seems glaringly important. The requiredl@sures in the annual report
related to Business Data and Business Risks shiocildde risks associated with
dependencies across the supply chain both upstasamndownstream. While
provisions exist as noted, for basic informatiolatex] to major customers, other
information on trading partner relationships is mmal if existent at all within most
organization’s annual report disclosures. Yet,ighllghted in the first parts of this
discussion paper, the risks are high and often ningled in contemporary
interorganizational relationships.

e Little is known about the security of organizatio®2B e-business
operations and the viability of partners B2B opers.

e How well prepared are organizations to continustteamline operations
and reduce cycle times?

e How prepared are organizations to adopt flexiblera@ches that maintain
agility and allow them to quickly adapt to changethe marketplace?

e Most importantly from the perspective of the disias here, how
prepared are organizations trading partners tdittei the streamlining
and adaptation of an organization to meet markeds®
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Absent better disclosures, investors and otherebtalers will essentially
continue to gamble that organizations are monigpand controlling such risks,
such that those organizations will remain compstiin the marketplace.

The challenge is to figure out what should be mestsU~or instance, research
has shown that reports of Internet downtime for dwabed companies due to
hacker attacks cause negative fluctuations in gpoickes (Richardson and Ettredge
2003). Would investors benefit from having a priasformation as to how
companies are protecting themselves from deniaépfice attacks as well as other
types of sabotage to e-business systems? Morercassaneeded to understand
how such information might facilitate investors’ct®@on making. The key is that a
known effect is present.

Similarly, research has shown that investments Tinekperience and e-
commerce technologies result in positive reactfons investors (Chatterjest al.
2001; Guaret al. 2006; Dehninget al. 2006). Of particular note is the Dehnieg
al. (2006) study that demonstrates positive performaifects from the use of IT-
based supply chain management systems within theufaeeturing sector. The
study shows the positive effects of interorganasl systems, while the presence
of supply chain management systems technologieddwunt easily be detected
within an organization’s annual report as even sg@ely existing. Again,
investors and other stakeholders are disadvantagethdequate disclosures.

Research has also focused specifically on the BzBnamerce aspect of
collaborative relationships with a focus on the keynponents of risk (Arnolet
al. 2006). One would assume that many of the risksldvbe covered by adequate
internal controls as reported upon in managememtt the auditor’s reports on
internal controls. However, organization’s managetmend their auditors have
been inconsistent in their expectations of contmlerage extending to trading
partners. Most appear to be requiring SAS 70 report the internal control
coverage of a third-party, while some are requimaglitional procedures beyond
that covered under a standard SAS 70. The intematiol reports have exposed
some of the issues that are present. For instasmt&der lomega’s Annual Report
for 2004 where a trading partner produced a SASeport with three internal
control deficiencies two weeks before the filing @fmega’s report. The
deficiencies were identified as:
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‘(i) pervasive control weaknesses in the thirdpadistribution/logistics
service provider's general information technolodyT() controls relating to
change management and system access and (ii) lcamgaknesses in the third-
party distribution/logistics service provider's amntory management processes,
primarily in the areas of physical security andentory receipts, combined with
(i) a lack of adequate or comprehensive compémganternal controls at the
Company.” (lomega 2005, p. 3)

Yet, absent reporting that occurs through defaalthve internal control report,
investors and other stakeholders fail to get vitdbrmation related to these
relationships.

Suttonet al. (2008) look beyond just factors that would fallden the guise of
internal controls. Rather, many of the factors ded&h more strategic level
linkages and the impact on business processes.riskefactors are identified
across three levels: technical level, applicatisarulevel, and business level.
Technical level factors that in most likelihood geyond simply internal control
reporting include risks related to trading partsectompetency in e-commerce
technologies and applications, capacity, resilienagherence with regulatory
requirements, migration capability to new platforn@d the flexibility and
scalability of systems. Application-user level fast falling outside the typical
internal control scope include emphasis on integnabf B2B linkages with
internal processes, sustainability of e-commercekatplace, and simply the trust
in the trading partner. Business level factorsrarely covered under the internal
control scope and would include risks such as nigagiartner’s understanding of
their own business processes, understanding ofciasso risks with non-
compliance with regulations and laws, effectivene$sproject management,
strategic focus on IT integration, and the abildyprotect a distinguished brand in
an e-commerce environment. Effective risk managénmethese areas is critical,
yet for an outside investor, visible evidence aftsusk management is limited at
best.

As a greater understanding of the risks surroundmgrorganizational
relationships is garnered, it is critical that adesation is given to how risk
mitigation efforts can be effectively communicatéd investors and other
stakeholders. The current reporting system is simufficient to address these
Issues, yet at this point we have little in the wayneaningful measures or metrics
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that can be applied and communicated to usersahdial reports. In the current
interorganizational environment, a better undedstaq of these relationships is
critical to maintaining the usefulness of finanaaports to investors and other
stakeholders within certain industry sectors.

4. CONCLUDING PERSPECTIVES

The purpose of this discussion paper has been te kiearly articulate the
issues surrounding interorganizational relationstapross supply chains, and the
need for investors and other stakeholders thafinaacial reports to have access
to enhanced business reporting related to suctiamships. These relationships
are complex and, in many situations, create co+u#g®ies among organizations.
While legally they remain separate entities, thalitye is that today’s integrative
supply chains are more representative of the camladet enterprises of the 1970s
where companies focused on complete ownership @cbmgh vertical and
horizontal business process components. Now irramvkere the focus is on core
competencies and developing business partner aesips to handle all other
critical processes to an organizations value chta, simple fact that a legal
ownership connection does not exist is not indveathat the partnering entities are
in any way independent. Rather the co-dependemsass in reality be of more
potential concern to investors than the legallgtesl consolidated corporations that
do report as combined entities.

Our financial reporting model was developed witkine context of a much
more simplistic business environment and is notesearily well suited to the
complexities inherent today. Technology has allowexlv business forms to
emerge, yet accounting which considers itself tloee cinformation flow of
organizations has failed to maintain its usefuln@sshese new business forms
have arisen. The need for the development of arare@d business reporting
model grows every day. It is imperative that theesgch community embrace this
need for change and accordingly assess how newarobsefforts can be more
proactive and leadership oriented as opposed tdatigely ex post, descriptive
posture that dominates our contemporary academicnconity.
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