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The Effects of Moral Development and
Adverse Selection Conditions on ManagersÕ
Project Continuance Decisions: A Study
in the Pacific-Rim Region

ABSTRACT. According to agency theory, agents base
their economic decisions on self-interests when adverse
selection conditions exist. However, cognitive moral
development theory predicts that ethics/morals may
influence decision-makers not to behave egoistically.
Rutledge and Karim (1999; Accounting, Organizations
and Society 24(2), 173–184) find both the moral
reasoning level of the managers and an adverse selection
condition affect a managerÕs project evaluation decisions
significantly. Since prior studies have shown that
national culture might influence the application of agency
theory in project evaluation, this current study uses a
different moral development measurement to reexamine
Rutledge and KarimÕs hypotheses in another culture. A
total of 73 Taiwanese executive MBA students with an
average of 12.17 years work experience participated in
this study. We found that both moral development level
and adverse selection conditions significantly affect managersÕ project continuance decisions. The interaction effect of these two factors indicates that, when adverse
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selection conditions exist, participants with a high level of
moral development exhibit less of a tendency to continue
an unprofitable project than those with a low level of
moral development. With subjects from a different culture, our results confirm the findings of Rutldege and
Karim. That is, the effects of moral development and
adverse selection conditions on managersÕ project continuance decisions are robust and can be generalized to
different cultures. Implications of the findings of this
study to multinational firms are also discussed.
KEY WORDS: adverse selection, agency theory, moral
development, project continuation

Introduction
Prior research supports agency theory that managers
act in their own self-interest rather than the firmÕs
interest (i.e., shirk) when there is an incentive for
them to do so and information asymmetry exists between managers and the firm (Harrell and Harrison,
1994; Harrison and Harrell, 1993). Since managers
often have privately-held information, adverse selections and moral hazard situations may occur in the
course of daily operations (Eisenhardt, 1989). Such
behaviors often lead to dysfunctional decisions that
are harmful to the firm. Agency theory has affected
not only the design of incentive contracts and performance evaluation systems in practice, but also the
development of accounting theories (e.g., positive
accounting theory by Watts and Zimmerman, 1986).
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Noreen (1988), however, proposed an alternative
explanation for managersÕ economic decision-making. First, he indicates that agency theory ignores the
essential connection between ethics and economics,
and then, he provides parables concerning managersÕ
opportunistic behaviors. He stresses that ethical
behaviors are not to be scorned, since they are a
necessary lubricant for the proper economic function of markets. Recently, Jensen (2006), one of the
important advocators of agency theory, also indicated that finance theory and practice are incomplete
without an integrated notion of integrity and that
integrity is a necessary condition to maximizing a
firmÕs long-term value. Hence, Rutledge and Karim
(1999) examine specifically whether, in addition to
adverse selection conditions, moral reasoning1 may
also influence managersÕ judgments in project evaluation. They find that managersÕ self-interests, as
well as their level of moral reasoning, can have a
significant effect on their project evaluation judgments. In addition, adverse selection conditions
interact with level of moral reasoning to affect
managersÕ judgments. That is, the presence of adverse selection conditions does not significantly affect the project evaluation judgments of managers
with high levels of moral reasoning.
Although Rutledge and KarimÕs (1999) findings
are quite encouraging, to our knowledge, no study
has tested their conclusions in a different culture.
Agency theory and moral development theory were
developed by Western scholars and have been
empirically examined mainly in Western cultures.
Some studies have shown that national culture plays
an important role in decision making, because it
greatly influences managersÕ values and attitudes
(e.g., Geletkanycz, 1997). It is important for
researchers and practitioners, in an era of global
business, to investigate whether these theories can be
generalized outside Western cultures.
In the current era of accelerating internationalization, multinational companies are, in essence,
operating in a ‘‘global village’’ with managers from
different countries. Given Rutledge and KarimÕs
(1999) findings, this study uses a different moral
development measurement (i.e., DIT) to examine
Taiwanese managersÕ project continuance decisions
in light of different levels of moral development and
different situations regarding adverse selections
(agency effect). We chose Taiwanese managers as

our subjects for two reasons. First, during the past
decade, the Great China Area (China, Hong Kong,
and Taiwan) has played an increasingly significant
economic role in the global market (Drucker, 1994).
Also, most U.S. multinational firms have already
established subsidiaries or joint ventures in this
region, which makes it important to examine whether U.S. managers make project continuance
decisions differently from their counterparts in the
Great China Area. Second, Taiwanese nationals
share the same cultural heritage as Chinese nationals,
and they have school training similar to that of their
U.S. counterparts. Universities in Taiwan tend
to adopt American textbooks and/or to use the
translated versions of American textbooks in business
education. These circumstances provide a good
arena in which to explore the influence of national
culture on managerial decisions, since the subjects
have similar knowledge bases in management.
The ultimate goal of this study is to investigate the
possible interactive effect of adverse selection conditions and the level of moral development on
managers from a different culture to better understand whether we can generalize Rutledge and
KarimÕs (1999) results. The findings of this study
might benefit multinational companies in the
design of management control systems, especially
those companies with managers from different
countries.

Background and hypotheses
Adverse selection and culture
Agency theory builds on classical expected utility
economics models and assumes that managerial and
owner interests can diverge. That is, managers, despite being agents of shareholders, under certain
conditions could make decisions that maximize their
personal benefit, not that of the firmÕs shareholders
(Jensen and Meckling, 1976). It stresses that managers are motivated by self-interest, and, when they
have privately-held information and incentives to
shirk, adverse selections and moral hazard may occur
(Alchian and Demsetz, 1972; Baiman, 1990; Fama,
1980). Harrison and Harrell (1993) use agency theory framework to specifically examine managersÕ
project continuance decisions. In their study, MBA
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students were first informed that they had initiated
four ongoing projects: two with favorable future
returns and two with unfavorable future returns. In
the experimental group, subjects were provided with
an adverse selection condition that (1) all information about the projects was not available to their
superiors and (2) a decision to discontinue a project
would have a significant negative effect on their
potential outside job offer. Subjects in the control
group were told the opposite. The studyÕs results
show that managers with private information about
the prospects of investment alternatives and a strong
incentive to shirk would continue the failing projects. This finding matches the prediction of agency
theory. Harrell and Harrison (1994) and Rutledge
and Karim (1999) also support this argument.
Cross-cultural studies in management accounting
suggest that national culture may affect the design
and the use of management control systems, managersÕ values, and their decision making (e.g., Chow
et al., 2000). Some studies find that the national
cultures of managers within multinational companies
may affect such managersÕ project continuation
decisions (Chow et al., 1997; Salter and Sharp, 2001;
Sharp and Salter, 1997). For example, Sharp and
Salter (1997) find that the agency effect (adverse
selection situations) was insignificant for their Asian
sample (Hong Kong and Singapore), yet highly
significant in North America (U.S. and Canada). In
addition, Salter and Sharp (2001) find a strong effect
of national culture, given an apparently small culture
difference (i.e., U.S.A. and Canada), on how well
agency theory can explain managersÕ project continuance decisions. Therefore, they suggest that the
effect of adverse selection conditions may be highly
country-specific.
On the other hand, some studies suggest that
agency theory may be applicable across cultures.
Using the same U.S. data in Harrell and Harrison
(1994), Harrison et al. (1999) collect data from
Taiwanese managers to examine the effects of private
information, potential for personal gain, and national
culture on project continuance decisions. Their
findings indicate that, though Taiwanese subjects
overall continued unprofitable projects less often than
did their U.S. counterparts, when managers had
private information and the potential for personal
gain (an adverse selection situation), both national
groups tended to continue the unprofitable project.
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Kowtha and Leng (1999) examine the effectiveness of
introducing an incentive design to an Asian audience
while extending the agency theoretic approach to
control. Hypotheses derived from this theory were
tested in 61 retail stores in Singapore. Results indicate
that agency theory may be applicable across cultures.
Chang and Taylor (1999), using both agency theory
and comparative national culture frameworks,
investigate factors determining the degree and type of
control used on their Korean subsidiaries by American and Japanese multinational corporations. Overall,
the study supports the usefulness of agency theory in
explaining the degree of management control exerted
across different cultures.
Since there is little research that investigates the
culture effect on adverse selection, more studies are
needed on this line of research in light of the above
differing claims. We attempt to explore such an effect. We have chosen to follow the logic of adverse
selection prediction, as well as the findings of
Rutledge and Karim (1999) and Harrison et al.
(1999), thus we hypothesize that the effect of adverse
selection conditions will be significant in Taiwanese
managersÕ project continuance decisions.
H1:

Taiwanese project managers who experience
conditions associated with adverse selection
(have an incentive to shirk and possess privately-held information) will have a greater
tendency to continue an unprofitable project
than project managers who do not experience these conditions.

Moral development
Agency theory assumes that managers will make
decisions to maximize their personal interests, not
those of the firm. This assumption ignores the possibility that some managers may act ethically in
making business decisions, hence it has been criticized for its simplicity and narrowness (Baiman,
1990; Collard, 1978; Noreen, 1988). As Rampersad
(2003) stated, ‘‘Employees should care about ethics
and corporate social responsibilities, and ensure
that their actions reflect integrity and high
ethical standards ... It is the moral duty of business
executives and employees to pursue a profitable
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organization based on owner investment.’’ Also,
Jensen (2006) argued that the positive proposition
that increasing integrity of a firm would contribute
to increasing its value is no different in kind from the
positive proposition that the net present value
investment rule will lead to value creation.
Although moral dilemmas in business are complex
(Gaa, 1994; Lampe and Finn, 1992; Moizer, 1995;
Rest, 1986a), prior research does suggest that individualsÕ moral reasoning may affect their decision
making in business settings (Ponemon, 1992;
Ponemon and Gabhart, 1990; Tsui and Gul, 1996).
As Pennino (2002) indicated, ‘‘Typically, managers
are faced with many decision dilemmas that involve
processing and evaluation of information that is of an
ethical nature.’’ (p. 344); ‘‘The relationship between
managerial decision style and moral development is
one that could provide unique insights into the area
of decision making, yet it is an area that has remained
relatively unexplored.’’ (p. 337)
The most recognized moral reasoning theory is
developed by Kohlberg (1969, 1981, 1984). KohlbergÕs cognitive moral development model includes
three levels with each level subdivided into two
stages. Each of the six stages is cognitively and morally
at a higher level than the previous stages. Table I
presents the essential factors of KohlbergÕs model
(adopted from Thorne, 2001, p.105). According to
Kohlberg (1984), the three levels can be understood as
three different types of relationships between the self
and societyÕs rules and expectations. The first development level is called the Pre-conventional level and
relates to self-interest. In Stage 1, individuals obey the
rules to avoid punishment, and then, in Stage 2, they
seek personal rewards through manipulation of others. In the second level (Conventional level), individuals focus on interpersonal concordance and
seeking acceptance as a member of the community
(Stage 3), and following national law and authority

(Stage 4). The third level is called the Post-conventional level; in it, individuals focus on universal fairness and achieving the principal-centered moral of
conviction. In Stage 5, individuals lean toward a social
contract orientation and focus on rights, equality, and
human dignity. Different from individuals in Stage 4,
people in Stage 5 consider that rules can be changed.
In Stage 6, individuals would like to hold unwritten
universal moral principles. They place the highest
value on human life, duties, justice, and human rights.
In sum, as Baier (1958, p. 191) states, ‘‘If one has
adopted the moral point of view, then one acts on
principle and not merely on rules of thumb designed
to promote oneÕs aim.’’
Prior research indicates that individualsÕ levels of
moral development have a direct relationship to
their ethical performance. For example, Ponemon
and Gabhart (1990) find that auditorsÕ moral development is significantly related to their independence
judgments. Ponemon (1992) find that auditors with
lower levels of moral development tended to
underreport audit time more than those with higher
levels of moral development. Tsui and Gul (1996)
report that, in an audit conflict situation, moral
development significantly moderates the relationship
between auditorsÕ locus of control and their resistance to client pressure in aggressive reporting. More
recently, using undergraduate business students,
Abdolmohammadi and Sultan (2002) find that
individuals with high levels of moral development
tend not to use insider information for trading of
stocks. Accordingly, we hypothesize that,
H2:

Taiwanese project managers with a low level of moral development will exhibit a
greater tendency to continue an unprofitable project than will be exhibited by those
with a high level of moral development.

TABLE I
KohlbergÕs three levels of moral development
Level
Pre-conventional
Conventional
Principled or post-conventional

Focus

Orientation

Moral Reasoning defined by

Self-interest
Community
Universal fairness

Reward and punishment
Law and order
Principles

External authority
Social group
Inner conscience
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Interaction effect between adverse selection and moral
development
Noreen (1988) argues that if managers and their
firms lack mutual trust, some mutually beneficial
interchanges may not take place, and, even when
they do, there are losses because of monitoring costs
and inefficient risk sharing. He indicates that both
parties may be in better positions if they restrain their
opportunistic behavior. Hence, he suggests that
managers with a high level of moral development
would behave ethically, that is, differently than those
with a low level of moral development. In reality,
the Enron case supports NoreenÕs point. ‘‘Enron is
an example of a successful company that went into
bankruptcy because it was undermined by managementÕs unethical behaviour.’’ (Rampersad, 2003).
According to Weber (1991) ‘‘an enhanced understanding of managersÕ moral reasoning could lead to
a greater awareness of the influences upon managerial decision making when faced with ethical
dilemmas ...’’ (p. 293). Little is known, however,
with regard to the relationship between moral reasoning and agency theory.
Rutledge and Karim (1999) used a laboratory
experiment to directly examine the interaction effect
between adverse selection and ethical considerations
on managersÕ project evaluation. In total, 77 MBA
and MSA (MS-accounting) students with an average
of 5 yearsÕ work experience participated in their
study. The participants were randomly assigned to
two treatments: (1) an adverse selection condition
(i.e., with privately-held information and an incentive to shirk), and (2) no adverse selection condition.
Using the Sociomoral Reflection Objective Measure
(SROM), Rutledge and Karim separated subjects
into two groups, high and low levels of moral reasoning. Given this 2  2 between-subject design,
they found a significant interaction effect between
adverse selection and moral reasoning. Their participants behaved similarly (did not continue a failing
project) when an adverse selection condition was not
present. However, when such a condition was
present, participants with lower moral reasoning
indicated they would continue a failing project,
while those with high moral reasoning would discontinue the failing project. Rutledge and Karim
conclude that ethics constrain self-interest based
behavior. Accordingly, we hypothesize that,

H3:
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Adverse selection conditions will interact with
the level of moral development to affect
Taiwanese managersÕ project continuance
decisions.

H3a: Taiwanese project managers with a low level

of moral development will have a greater
tendency to continue an unprofitable project
when the adverse selection condition is
present than when it is absent.
H3b: Taiwanese project managers with a high level

of moral development will have a similar tendency to continue an unprofitable project
whether the adverse selection is present or
absent.

Research method
A survey was conducted to investigate the main effect and interaction effect of moral development and
adverse selection on Taiwanese managersÕ decisions
in project continuation. We have used a 2  2 between-subject factorial design. The two independent
variables are an adverse selection condition (present
vs. absent) and the level of moral development (high
vs. low). To be able to make a direct comparison
with the findings of Rutledge and Karim (1999), we
have adopted their case instrument with minor
revisions (see Appendix). The only differences between their case and ours are in numbers, such as the
dollar amounts related to the projectÕs cash flows, the
length of payback period, and the internal rate of
return (IRR). These changes have been made to
make the case more realistic to Taiwanese managers,
that is, more like the general business environment
in Taiwan within which they operate daily.

The participants
We invited EMBA alumni and students from three
universities in Taiwan to participate in our study. A
total of 130 instrument packages were distributed by
two instructors and one EMBA alumnus to volunteer
participants. In 3 weeks, 86 packages were collected
(i.e., a return rate of 66.2%). After discarding four
incomplete questionnaires and nine others that were
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not usable based on DIT standards (Rest, 1986b), we
had 73 usable questionnaires from the respondents.
The average age of participating managers was
37.9 years old. Their mean work experience was
12.2 years. On average, their supervision and budgetary experience were 6.0 and 5.0 years, respectively. All of them had taken at least one
management accounting course prior to answering
the questionnaire.
Case scenario
The wording of the case scenarios is basically the
same as that of Rutledge and Karim (1999) but
translated into Chinese. All participants were asked
to assume the role of a project manager with 4 years
invested in a project with an estimated 7-year life.
The participants were told that the results of the
project were better than expected during its initial
first 4 years. However, recent unexpected events
have caused the cash inflows to drop significantly.
Their decision is to determine whether to continue
the project or not. If they discontinue the project,
the salvage value of the project can be used to
purchase government bonds yielding 10 percent
annually for the following 3 years. If they continue
the project, the expected return of the project for
the entire project life will still be in excess of the
required IRR of 16 percent. However, the IRR for
the remaining 3 years is projected to be negative.
The differences between the two case scenarios are
the manipulations of the adverse selection conditions.
For the group of participants in the adverse selection
condition, the case indicates two points. First, the
information about the projectÕs success or failure is
private information. Second, discontinuing the project might make others believe the project is failing,
could damage the managerÕs reputation, and would
probably cause him or her to lose an offer of a more
important position at a higher salary. If the adverse
selection condition is absent, the case specifies differently. First, the information about the projectÕs
success or failure is public information. Second, although discontinuing the project might make others
believe the project is failing, it would not damage the
managerÕs well-established reputation, and currently
he or she has no promotion opportunity.
Finally, the participants were asked to indicate,
by marking on a 10-point Likert type scale

(1 = Definitely Continue; 10 = Definitely Discontinue), whether they would continue or discontinue
the project 2. The participantÕs decision on the projectÕs continuation is used as the dependent variable.
Moral development instrument
According to KohlbergÕs (1969) theory of moral
reasoning, Rest (1979) developed the Defining
Issues Test (DIT), a multiple choice questionnaire
that provides an objective measure of ethical reasoning development level. The ‘‘P’’ (principled)
score generated from the DIT (Rest, 1986b) is the
most recognized and widely used measure of moral
development (Abdolmohammadi and Sultan, 2002;
Lord and DeZoort, 2001; Louwers et al., 1997). Its
validity has been assessed over 15 years (Rest et al.,
1999). Therefore, we have chosen to use the DIT,
not the SROM, to evaluate our participantsÕ moral
development levels.3 The P-score in the DIT is the
sum of the responses related to the highest level of
moral development (i.e., post-conventional level).
The higher an individualÕs P-score, the higher the
moral development level of individual.
The full version of the DIT instrument has six
scenarios of ethical dilemmas. Each ethical dilemma is
accompanied by 12 questions designed for diagnosing
different schemes of fairness. Due to time constraints,
our instrument includes only three out of the six
scenarios: (1) Should Heinz steal a drug from an
inventor in town to save his wife who is dying and
needs the drug? (2) Should a man who escaped from
prison but has since been leading an exemplary life be
reported to authorities? (3) Should a student newspaper be stopped by the principal of the high school
when the newspaper stirs controversy in the community? We chose these three scenarios for our
participants to work on because these three have the
highest relevancy for Taiwanese subjects and such a
combination correlates well with the six scenarios
compared to any other combinations (Chang, 1994).
Results
Descriptive statistics
The median and averaged DIT P-scores of the participants are 30.0 and 31.1, respectively. Similar to
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TABLE II
Mean project continuance decision responses for moral reasoning and adverse selection condition variable (including
standard deviation and cell size)
Adverse selection condition

Total

Present

Not present

7.9 (2.1) n = 19
3.7 (2.2) n = 20
5.7 (3.0) n = 39

7.5 (2.2) n = 15
6.7 (2.8) n = 19
7.1 (2.6) n = 34

7.7 (2.1) n = 34
5.2 (2.9) n = 39

Panel B: U.S. managers (from Rutledge and KarimÕs study)
Moral development level
High
6.1 (0.5) n = 19
Low
3.3 (0.6) n = 15
Total
4.9 (0.5) n = 34

7.6 (0.8) n = 17
7.8 (0.4) n = 16
7.7 (0.4) n = 33

6.8 (0.5) n = 36
5.6 (0.5) n = 31

Panel A: Taiwanese managers
Moral development level
Total

High
Low

Lord and DeZoort (2001) and Ponemon (1992,
1995), we use the median DIT P-score to split the
sample into high and low moral development groups.
The 34 managers in the high group had an average
DIT P-score (standard deviation) of 44.3 (7.7), and
the 39 managers in the low group had an average
DIT P-score (standard deviation) of 19.7 (6.8). The
t-test suggests a significant difference in the moral
development of the two groups (p < 0.0001). Since
managers were assigned to two treatment groups
(adverse selection present or absent), there were four
cells in the study (see Panel A in Table II).
For the 19 managers in the group with high moral
development/adverse selection present, the average
likelihood to discontinue the failing project is 7.9.
For the 15 managers in the group of high moral
development/adverse selection absent, the average
likelihood to discontinue the failing project is 7.5.
The overall average likelihood to discontinue the
project for managers in the group of high moral
development is 7.7. Since any number larger than
6 on a 1–10 Likert scale means they would discontinue the project, these managers generally would
discontinue the project. However, for the 20 managers in the group of low moral development/adverse selection present, the average likelihood to
discontinue the failing project is 3.7; for the 19
managers in the group of low moral development/
adverse selection absent, the average likelihood to
discontinue the failing project is 6.7. The overall
average likelihood to discontinue the project for

managers in the group of low moral development is
5.2; this number suggests that these managers are
more likely to continue the failing project than their
counterparts (7.7).

Hypothesis tests
Data were analyzed using a two-way ANOVA. The
results are reported in Table III. Recall that the first
hypothesis expects the adverse selection conditions
will affect a Taiwanese managerÕs project continuance decision. ANOVA results in Panel A of
Table III support our conjecture (F = 5.57,
p < 0.0211). Panel A of Table II also indicates a
similar finding. Taiwanese managers in the group
with the adverse selection condition present chose to
continue the project (mean = 5.7), which is significantly different from the choice of the group
without the adverse selection condition (mean =
7.1). That is, hypothesis 1 is confirmed. Hypothesis
2 predicts a Taiwanese managerÕs moral development level will affect hisor her project continuance
decision. ANOVA results confirm this hypothesis
(F = 20.61, p < 0.0001). Panel A of Table II also
supports this finding: the mean likelihood for participants with a low level of moral development is
5.2, and for subjects with a high level of moral
reasoning, it is 7.7.
Hypothesis 3 suggests an interaction effect between adverse selection conditions and moral
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TABLE III
Two-way analysis of variance results for managersÕ project continuance decisions
Source

Type III sum of squares

Panel A: Taiwanese managers
Corrected Model
Moral reasoning (M)
Adverse selection (A)
MA
Error
Corrected total

208.91
114.63
31.00
50.44
383.83
592.74

Panel B: U.S. managers (from Rutledge and KarimÕs study)
Corrected Model
194.45
Moral reasoning (M)
28.31
Adverse selection (A)
144.65
MA
35.77
Error
372.24
Corrected total
not reported

DF

Mean square

F

p

3
1
1
1
69
72

69.64
114.63
31.00
50.44
5.56

12.52
20.61
5.57
9.07

<0.0001
<0.0001
0.0211
0.0036

3
1
1
1
63
66

64.82
not reported
not reported
not reported
5.91

10.97
4.79
24.48
6.05

0.0001
0.0323
0.0001
0.0166

For Panel A: R2 = .352
For Panel B: R2 = .343

development on managersÕ project continuance
decision. It is confirmed (see Panel A of Table III,
F = 9.07, p < 0.0036). In addition, results shown in
Table IV support both hypotheses 3a and 3b that
Taiwanese project managers with a low level of
moral development tend to continue an unprofitable
project more often when the adverse selection
condition is present than when it is absent
(F = 13.70, p < 0.001) and that Taiwanese project
managers with a high level of moral development
tend not to continue an unprofitable project whether the adverse selection condition is present or
absent (F = 0.23, p < 0.632). The interaction of
adverse selection condition and moral development
level is depicted in Figure 1.

Sensitivity analysis
According to the meta-analysis of Borkowski
and Ugras (1998), females exhibit stronger ethical
attitudes than males. In addition, prior research
suggests that more experienced managers are less
likely to escalate commitment (Chang and Ho,
2004; Salter and Sharp, 2001). To control the
possible confounding effects from gender and
experience, we use ANCOVA (with gender and
budgetary experience as two covariate variables) to
analyze our data. The results (Table V Panel A) are
similar to the ANOVA results. Both the main
effects of adverse selection and moral development
are still significant (F = 6.03, p < 0.0167 and

TABLE IV
The differences in managersÕ project evaluations between two adverse selection conditions
by moral reasoning level variable
Moral reasoning level
Low (n = 39)
High (n = 34)

Adverse selection condition

Mean

Std. error

F

p

Not present (n = 19)
Present (n = 20)
Not present (n = 15)
Present (n = 19)

6.7
3.7
7.5
7.9

2.8
2.2
2.2
2.1

13.70

0.001

0.23

0.632

Effects of Moral Development and Adverse Selection Conditions on ManagersÕ Project
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project cutinuance decision response

10

7.9
7.5
7
6.7

high moral
development
level
low moral
development
level

4
3.7

1

adverse selection condition present

adverse selection condition absent

Figure 1. The interaction of moral development level and adverse selection condition.

F = 18.06, p < 0.0001, respectively). In addition,
the interaction effect of adverse selection and moral
development is also significant (F = 10.15,
p < 0.0022). That is, after controlling the influence
of gender and experience, all of our hypotheses are
still confirmed.
In our study, the median DIP P-score is used to
split the sample into the high and low moral

development groups mentioned above, which is
similar to Lord and DeZoort (2001) and Ponemon
(1992, 1995). Since Rest (1986b) suggests that 34
may be a good alternative cutoff point to separate the
high from the low moral development level, we
follow this suggestion to rerun our ANCOVA to test
the robustness of our findings.4 Table V Panel B
shows that different moral development cutoff points

TABLE V
Two-way ANCOVA for Taiwanese managersÕ project continuance decisions (Covariate variables: 1. Budget experience, and 2. Gender)
Source
Panel A: One missing data
Corrected model
Moral reasoning (M)
Adverse selection (A)
MA
Cov. variable 1
Cov. variable 2
Error
Corrected total

Type III sum of squares

DF

Mean square

F

p

212.87
100.80
33.66
56.64
0.38
0.61
368.45
71

5
1
1
1
1
1
66
581.32

42.57
0.80
33.66
56.64
0.38
0.61
5.58

7.63
18.06
6.03
10.15
0.07
0.11

<0.0001
<0.0001
0.0167
0.0022
0.7942
0.7418

9.43
23.36
3.99
13.55
0.78
0.32

<0.0001
<0.0001
0.0499
0.0005
0.3819
0.5754

Panel B: Using 34 as the high/low moral development cutoff point with one missing data
Corrected model
242.28
5
48.46
Moral reasoning (M)
120.01
1
120.01
Adverse selection (A)
20.49
1
20.49
MA
69.62
1
69.62
Cov. variable 1
3.98
1
3.98
Cov. variable 2
1.63
1
1.63
Error
339.03
66
5.14
Corrected total
71
581.32
R2 = .366
R2 = .417
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do not change our findings. That is, both the main
effects and the interaction effect of adverse selection
and moral development variables are still significant
(F = 3.99, p < 0.0499, F = 23.36, p < 0.0001, and
F = 13.55, p < 0.0005, respectively). That is, all of
our hypotheses are still confirmed.

scenario utilized in this study reflect greater variability than those of their U.S. counterparts in
Rutledge and KarimÕs study. This result provides
further evidence that the case scenario presented in
this study posed true ethical dilemmas for the Taiwanese managers.

Results comparison

Conclusion

This study uses the same setting as Rutledge and
Karim (1999), so we can compare the results of the
two studies. Statistically, we have the same results
from both studies. However, some interesting differences do exist. According to the descriptive
numbers (see Table II) and the ANOVA results (see
Table III), the adverse selection condition appears to
have a greater impact on the U.S. managers (mean:
4.9 for ‘presentÕ vs. 7.7 for ‘not presentÕ; ANOVA
p = 0.0001) than on the Taiwanese managers
(mean: 5.7 for ‘presentÕ vs. 7.1 for ‘not presentÕ;
ANOVA p = 0.0211). On the other hand, the
influence of moral development on the U.S. managersÕ decisions (mean: 6.8 for ‘highÕ vs. 5.6 for
‘lowÕ; ANOVA p = 0.0323) seems to be smaller
than its influence on the Taiwanese managersÕ
decisions (mean: 7.7 for ‘highÕ vs. 5.2 for ‘lowÕ;
ANOVA p = 0.0001).
It should be noted that our sample has total
standard deviations of 3.0 and 2.6 for adverse
selection situations present and not present, respectively (see Table II). These standard deviations are
larger than 0.5 and 0.4 in Rutledge and KarimÕs
study (1999). The case used in our study was intended to reflect true ethical dilemmas. That is,
situations presented in our study were not obviously
‘‘ethical’’ or ‘‘unethical,’’ in order to avoid the ‘‘offthe-shelf’’ problem discussed by Jones and Ponemon
(1993). If the scenarios were clearly acceptable or
unacceptable based on professional guidelines,
measures of scale reliability could be upwardly biased
( Jones and Poneman, 1993; Kidder, 1981). As Cruz,
Shafer & Strawser (2000) indicated, one method of
evaluating scenarios for this potential limitation is the
standard deviations of the responses. The relatively
high standard deviations in our study suggest that the
internal reliability measures obtained in this study
were not upwardly biased by end loading. It appears
that the Taiwanese managersÕ responses to the

Discussion of findings and implications
We believe our study has important practical and
theoretical implications, because we used subjects
with a different culture (Taiwanese managers) and a
different moral development measurement (DIT) to
examine whether the findings of Rutledge and KarimÕs (1999) study can be generalized. The results are
similar to Rutledge and KarimÕs findings. That is,
our results confirm the agency theory and cognitive
moral development theory that managers are more
likely to continue a failing project under conditions
of adverse selection than when they are not under
such conditions and that managers are more likely to
discontinue failing projects when they have a high
level of moral reasoning than when they have a low
level of moral reasoning. More importantly, this
study confirms the significant interactive effect of the
two variables. Both U.S. and Taiwanese managers
are likely to continue an unprofitable project only
when adverse selection conditions are present and
the managersÕ moral reasoning level is low.
The most important implication of this study relates to the generalizability of agency theory. Findings here confirm what prior studies discovered.
That is, the presence of self-serving against the
interest of owners on managers exists even in a
collectivistic culture in which self-interest is usually
subordinate compared to the welfare of the group.
In general, however, the results of this study suggest
that while the agency models of self-interest-based
managerial decision-making are valid for explaining
managersÕ behavior, they do so only for managers
with a low level of moral development. Since both
studies indicate that self-interest may be constrained
by ethical considerations, the agency theoryÕs
assumption that behavior is motivated solely by selfinterest may be invalid. That is, the empirical results
of both studies support the argument of Jensen

Effects of Moral Development and Adverse Selection Conditions on ManagersÕ Project
(2006) that finance theory and practice are incomplete without an integrated notion of integrity. It is
obvious that the effect of moral reasoning on managersÕ decision making is quite significant. In addition to devising comprehensive performance
evaluation and compensation schemes in firmsÕ
management control systems, enhancing the moral
development of managers can also effectively intervene or mitigate unethical shirking behavior. The
results of this study support the importance of
incorporating an ethical perspective in CEO compensation, as argued by Perel (2003).
In addition, though the overall results of this
study are similar to those of Rutledge and Karim
(1999), we found some interesting differences. The
adverse selection condition seems to have more
influence on western managersÕ project evaluations
than on eastern managersÕ. On the other hand, the
project evaluations of eastern managers are more
subject to their moral development levels than are
those of western managers. That is, the relative
influences of adverse selection condition and moral
development level on the project evaluations of
western and eastern managers could be different.
This finding may shed light on the design of
management control systems, especially for multinational companies with managers from different
countries.

Limitations
The results of the study should be interpreted with
caution. The first concern is about external validity,
since, similar to most behavioral studies, we have
used pencil-and-paper instruments in a class environment. Though our subjects (EMBA students) had
had years of management experience, they were not
randomly selected from the population of all managers that make project evaluation decisions. In
addition, the sample size of our study is not large,
thus the generalizability of our sample to a manager
population may be limited. Second, like most prior
ethics studies, we have examined intention but not
choice. Although the attitude-behavior literature
(Ajzen, 1991) documents that measuring intention is
a reasonable surrogate for behavior, readers should
be cautious in using our results to predict managersÕ
choice behaviors. Finally, we did not control for
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possible social desirability bias (Cohen et al., 1996;
Randall and Fernandes, 1992). It is possible that
subjects may be willing to respond more honestly
regarding their perceptions of their peersÕ behavioral
intentions than their own intention.
Future research
This study suggests a number of opportunities for
future research. The most important extension of this
study is to reexamine issues from prior research based
on the self-interest behavior assumption of agency
theory. Do the results of such research still hold in
light of the consideration of moral reasoning? Future
research may also include the examination of the effects of ethical considerations on other decisionmaking tasks (e.g., earnings management, auditing
judgment, or investment decision). Or, other decision-making groups (e.g., accountants, auditors or
mutual fund managers) could be used to test the
interaction of moral reasoning and adverse selection
conditions. Second, the relative influences of adverse
selection and moral development on project evaluation are different for managers with distinctly different
culture backgrounds. It would be worthwhile to directly examine the culture effect on the application of
agency theory and cognitive moral development
theory using a field study. Finally, future studies could
employ an experimental economics framework to
observe actual choices (not only intentions).

Notes
1

Moral reasoning is ‘‘the cognitive processes people
use in making ethical decisions’’ (Trevino and Youngblood, 1990, p. 378). Like Pennino (2002), in this article, the terms moral reasoning and moral development
are used interchangeably.
2
In order to compare our results with those of Rutledge and Karim (1999), we use the same 10-point Likert type scale as in Rutledge and KarimÕs study.
3
Though the new version of the DIT has been available since 1999, as to our knowledge, almost all the
studies in Taiwan have not adopted the new version.
Therefore, for Taiwanese subjects, the relative advantages and disadvantages of the new DIT version are
unknown for research in business ethics. Since the
validity of the original DIT version is well documented
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in Taiwan, we chose the original DIT version for our
study.
4
There are 41 managers in the low group and 32
managers in the high group if we use DIT P-score of
34 to split the sample into high and low moral development groups.

Appendix
Example of case studies used in the experiment
High adverse selection condition (incentive to shirk, private
information)
You are a junior project manager with a growing
reputation for completing profitable projects. This
growing reputation of successfully managing projects
has recently caused a competing firm to initiate
recruiting discussions for a more important position
with a substantially higher salary. However, being
associated with a project which is unprofitable
would damage your growing reputation and your
immediate marketability. About 4 years ago, y ou
decided to invest NT$30,000,000 into machinery to
produce a new product, product A. Your decision
was based on the following budgeted information:
Actual results were better than expected during
the first 4 years of the productÕs life with annual net
cash inflows of NT$10,500,000. However, unexpected production cost increases are expected to
adversely affect product AÕs cash flows during the
next 3 years. During the next 3 years, net cash inflows are expected to be NT$750,000 per year. The
salvage value of the machinery at the end of the
productÕs life is expected to be NT$500,000. If the
project (product A) is discontinued now, the
machinery can be sold for NT$3,000,000. This
amount could be invested in government bonds to
yield 10% annually for the next 3 years. Therefore,
you are thinking whether to continue the project
immediately or not.
If the project is continued now, the results presented below are expected (the firmÕs discount rate
and minimum acceptance rate of return remains at
16%):
If you decide to discontinue the project now,
others in your firm and industry will believe the
project was a failure, which will damage your reputation as a highly talented manager. This will

probably cause the competing firm to withdraw its
offer of a more important position at a substantially
higher salary. As manager of the project, the interim
information about its success or failure presented
above is available only to you; this information is not
available to others in your firm or industry. If you
continue the project now, no further progress reviews are planned, and therefore, no information
about the projectÕs success or failure will be known
to others in your firm or industry until the project is
completed (in 3 years); your reputation as a highly
talented manager will remain intact.
Will you continue or discontinue project A?
(please circle one of the numbers on the scale below)
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