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Regulators Act Like Shepherd
Protecting the Sheep

Elizabeth E. Foma®

Abstract: Proof of audit committee activity in the constructive years of the Baltimore & Ohio
(B&O) Railroad showed that control and reporting activity developed long before the beginning of
regulatory order or the external auditing operation. This has been the earliest example of such an or—
ganized and progressive process in American business history. There was no prior business experi—
ence to emulate this difficult action, yet the organizers of the company started an audit committee of
directors as a control device to protect assets and made sure proper handling of cash receipts and
disbursements. According to the research carried out by Flesher, Samson, Previts (2003) into primary
materials established that the committee did not only carry out regular routine audits of the “treasur—
er’s report’, but also identified and solved critical problems of control and payment weaknesses. The
discovery of the process of value—for-money (VFM) auditing by a committee of directors established
historical context for the present day’s audit process and audit committee (Flesher, Samson, & Pre—
vits, 2003).

1. Introduction

Audits are meant to serve as an important economic goal and play an important part in working
for the public interest to strengthen accountability and reinforce trust and confidence in financial re—
porting (Samson, W.D., 2000). Consequently, andits help in the improvement of economic prosperity,
expanding the diversity, number and value of activities that people are ready to engage in. However,
in recent years, and due to the many corporate scandals, continuing global demands for enhance—
ments in audit quality have been witnessed. Changes have been made in the United States to promote
greater transparency in the audit and accountability in auditors but there are still continuing de—
mands for further enhancements to be made (Briér, J.A. & Gwilliam, D.R., 2003). This brings ques—
tions about how and to what extent, these various demands and preblems can be tackled. Also, it is
important to understand what an audit means to stakeholders such as stockholders, boards of direc—

tors, regulators and other third parties. What is the purpose and scope of the independent audit and

(DElizabeth E. Foma is an Assistant Professor of Accounting at School of Business and Public Administra—
tion, University of Guam.
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what are the limitations and relationships that surround the audit role? In trying to answer these
questions, it is important to understand that there is a new system of accounting which goes beyond
the audit functions. This background paper draws on the importance of Forensic Accounting and
Fraud Examination to help consider such questions.

First, what is the origin of auditing? “The origin of auditing goes back to times scarcely less re—
mote than that of accounting.” Whenever the advance of civilization brought about the necessity of
one man being entrusted to some extent with the property of another, the advisability of some kind of
check upon the fidelity of the former would become apparent (Brown R. (ed), T.T. and E.C. Jack
(1905). Most auditors failed to gain that trust either because they did not have other techniques to do
better or covered up for conflict of interest.

Long before 1917, each business practitioner determined his or her own protocols and there
were no existence of any authoritative pronouncements. This presented several problems and the
American Institute of Accountants had to establish technical standards at the demand of governmen~
tal officials. Uniform accounting was considered a remedy for the accounting problems around the
end of the century. Public accountants helped to design municipal accounting systems that received
recognition in an effort to respond to progressive reformers’ demands for greater accountability.
They were also instrumental in developing more complex accounting systems for rate-regulated in—
dustries. Uniformity was established for both financial and cost accounting. It was believed that “u-
niform” accounting would benefit creditors who used audited financial reports. Still, companies con—
tinued to issue stock at will. Consequently, without proper regulations, fictitious companies sold
worthless stocks without consideration of shareholders interest, stock value and the economy as a
whole. Manipulative practices and fraudulent activities set in, and in 1929 the historic crash of the
stock market took place . This alerted the authorities and everybody to prove that there was a lack of
control in the market. Then, to bring back stability and trust in the system, the federal government
enacted the first significant federal securities laws to ensure transparency in financial statements for
investors, and enforce penalties against fraudulent practices and deceptions in the securities market
(Benston, G. J., 1973).

The assumption of the stock market crash in 1929 was focused on the fact that investors had in—
adequate information on corporations’ financial situations. It was obvious that the concealed infor—
mation of corporations caused investors to purchase great amounts of stocks, fueling the boom in the
1920s. Just three years after this crash of 1929, there was another serious one in 1932 which in-
vestors lost 86% of their money over 813 days. This market crash combined with the 1929 crash,
marked the beginning of the great depression. As a result, the Securities Exchange created the Secu—
rities Act of 1933 to provide full and fair disclosure of the activities of securities sold interstate and
in foreign commerce and through the mail (Benston, G. J., 1973). This was also to prevent fraud in
the sale henceforth (Blum, 1938). Under this law, issuers of stocks were mandated or obligated to
provide full disclosure of relevant financial information to the buyer before the sale. The 1933 act al-
so included a registration procedure, a 20 day waiting period, and civil liabilities, where the buyer
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has the right to sue for misleading information while the burden of proof is left to the defendant (Si—
mon, 1989).

One year after the 1933 Act, The Securities Exchange Act of 1934 was created to provide
pro—governance of securities transactions and regulate the exchanges and broker—dealers in order to
protect the investing public. All companies listed on stock exchanges must follow the requirements
set forth in the Securities Exchange Act of 1934. Primary requirements included registration of any
securities listed on stock exchanges, disclosure, proxy solicitations and margin and audit require—
ments. From this act the Securities Exchange Commission (SEC) was created. The SEC’ s responsi—
bility was to enforce securities laws. Many Acts followed after these two namely: Public Utility Hold-
ing Company Act of 1935, Trust Indenture Act of 1939, Investment Company Act of 1940, Invest—
ment Advisers Act of 1940 and the great Sarbanes—Oxley Act of 2002 (Kohlmeyer, J. M. III, &
Seese, L. P., 2003). All these Acts were created for one common purpose “protecting the investors”.
The question now is, why are investors still losing billions of dollars in the hands of so called “in-
vestment companies”’? These losses did not happen because the companies financial statements were
not audited. The problem was the reliance of auditors on the data that were presented to them. They
did not look further than what was presented to see if they were fictitious or genuine (Chung J., &
Masters B., 2009). Indeed, most of them were false statements.

Due to the recent Enron embezzlement failure, legislators have had to revisit current laws af—
fecting the way businesses disclose financial information. Congress passed the Sarbanes—Oxley Act
in 2002 due to the Enron and WorldCom financial scandals (Kohimeyer, J. M. III, & Seese, L. P.,
2003). This act was designed to control corporate fraud. It mandated public companies to demon—
strate greater vigilance in protecting corporate assets (Kohlmeyer, J. M. II1, & Seese, L. P., 2003).
Some supply~—chain security executives say that Sarbanes—Oxley compliance is only a few degrees
separated from the due diligence that they did to become certified in the Customs—Trade Partnership
Against Terrorism. Securities Act of the 1933 required that investors receive financial and other im—
portant information regarding securities being offered for public sale; and prohibited deceit, misrep—
resentations, and other frauds in the sale of securities. Securities Exchange Act of 1934 was created
and the Securities and Exchange Commission and assigned authority to register, regulate, and over-
see brokerage firms, transfer agents, and clearing agencies such as the New York Stock Exchange,
American Stock Exchange, and National Association of Securities Dealers, which operated the NAS—
DAQ system (Kohlmeyer, J. M. ITI, & Seese, L. P., 2003).

Regulation has an impact on the demand for, and the role of audit. Effectively, regulators are
there to act on behalf of ‘principals’ to guarantee that their interests are appropriately noted, and
there may be more than one ‘regulatory principal’ for example, where there are regulators of compa-—
ny boards and regulators of auditors. Regulatory reporting requirements can compensate for the weak
rights of principals and regulators can help to maintain confidence and trust in markets and the op—
erations of agents (ica). All stockholders in any company have an interest in overall market confi—

dence and consequently, the audited financial statements of other companies because it can have a
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direct connection on the value of the company they have an interest in. Regulators therefore, have a
strong interest in auditing as a way of strengthening trust. Regulatory demand for audit is clearly
proven in the United States corporate reporting model through the power granted to the Securities
and Exchange Commission (SEC).

2. Regulatory Corporate Reporting Model in the US

The United States regulatory style developed from the 1933 Securities Act. The Act applies to
SEC registrants and the resulting financial reporting and oversight structure is directed at giving in—
formation for market pricing purposes. This market pricing form of governance and financial report—
ing was indeed intended to act as a substitute for the lack of stockholders’ rights in state law as well
as to form a consistent framework for financial reporting. Audits are carried out to give protection a—
gainst the provision of misleading information to the market influencing share price. However, prob—
lems come up as markets are inherently not stable and fluctuate. They do not, consequently, act like
principals. As a result, United States regulators have developed a critical role in corporate relation—
ships. That is the introduction of the Securities and Exchange Commission (SEC) under the 1934
Securities Act to deal with the regulation of securities and the 2002 Sarbanes—Oxley Act which es—
tablished the Public Company Accounting Oversight Board (Kohlmeyer, J. M. 111, & Seese, L. P.,
2003). United States corporations have stockholders and boards of directors, but stockholders in the
United States have little to do with the audit process and auditors have no direct accountability to
them. Auditors are however, seen as accountable to the independent directors heading the audit
committee. Consequently, they act in place of the owners of the company and the independent direc—
tors act as principals (ica).

History has proven that corporate officers deliberately set out to cheat investors and so it be—
came difficult for auditors to detect. The expectation was that the auditor would look over the chief
financial officer’s shoulder to detect errors and to eliminate aggressive accounting that might be
technically correct but gave an overly optimistic picture of the company. Because of the recent scan—
dals that erupted in the 1990s and stretching to 2000, investors and lawyers started looking for em—
bezzlers and those practicing unethical behavior of any form. They happened to discover them in the
large accounting firms, some of which were unfairly held liable for failure to detect fraudulent state—
ments (Lousteau, C. L. & Reid, M. E. 2003).

Securities and Exchange Commission (SEC) and other regulators acting as shepherds or protec—
tors for investors technically failed in protecting them (Goldfar, Z.A., 2009). Top officials neglected
clear allegations made by some whistleblowers about fraudulent practices of some firms.

3. Some Overlook of SEC in the Past

As far back as 1999, documented allegations of fraud against Madoff investment securities, LLC
were presented to the SEC by one Harry Markopolos but they put a blind eye to it (Petterson, S. Jan,
2009, Chung J., & Masters B., 2009). Had the SEC acted to the allegations presented to them by this
well qualified Fraud Examiner or Forensic accountant, they would have saved some investors of their
losses. In one of his communications to the SEC, which was dated Nov. 7, 2005, Markopolos gave
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them 13 red flags challenging the legitimacy and legality of Madoff Securities investment scheme
(Petterson, S. Jan, 2009). Still no attempt was made to investigate him. An investigator at the Securi-
ties and Exchange Commission warned superiors as far back as 2004 about irregularities at Bernard
L. Madoff’ s financial management firm, but she was told to focus on an unrelated matter (Goldfarb,
2009). And that perhaps is the weakness of the SEC that had gone on for decades with their admin—
istrators. The SEC received repeated allegations that Madoff was probably cheating investors, in—
cluding detailed road maps provided by outside businessmen, only to fail to discover the fraud
(Goldfarb, 2009). The SEC did not question Mr. Friehling who “caused false and misleading” certi-
fied year—end audits to be filed with them from 2004 through 2007 (Rasbaum and Henriquez, March
2009).

4. Analysis

For a fraud to be ongoing for a long time, it would normally not be the activity of one person as it
happened in the case of Madoff and Standford, both defrauded investors to the tune of approximately
$65 and $8 billions respectively. Most frauds are caught through tips either from the external circle
or from within the organization. Once there is a tip, the authorities concerned should act promptly,
otherwise, it will slip away and that is what happened with the SEC who failed to act when they re~
ceived several tips and even reports concerning Madoff’s case. The SEC’ s failure to follow the alle—
gations of Madoff and Standford had several weaknesses. When the SEC opened up an inquiry in
October 2006 after a routine examination of Stanford Group and stopped because another federal a-
gency asked them to, that was a cause for concern. They would have found out why that investigation
had to be stopped (Korotash, S. J., 2009). Again, the SEC opened inquiries five times within a
16—~year period concerning Madoff. But in each instance, inexperienced officials, at times ignorant of
other agency probes into Madoff, took his explanations at face value and did little to verify them, SEC
report declared (Goldfarb, 2009). According to the report by the inspector general, H. David Kotz,
“The SEC never properly examined or investigated Madoff’ s trading and never took the necessary,
but basic, steps to determine if Madoff was operating a Ponzi scheme”.

From the above failures, there is clear indication that the SEC actually lacked skilled fraud in—
vestigators. Skilled forensic or fraud investigators would have gone beyond those numbers that Mad-
off usually presented to the regulating officials (Chung J., & Masters B., 2009). There were many
techniques they would have utilized but could not because they were not trained. The reasons why
they did not even iry to go further could be many though. As popular as Madoff was on Wall Street
and doing well in other activities, caused them to be in denial and they had to shy away from asking
questions. Maybe, they feared liabilities in that, if they accused him and it turned out to be false, they
could be sued. They might have avoided challenges if it came to technicalities from Madoff being a
long time fraudster. They did not know what questions to ask him that might have brought out the
facts that would have been vital for the investigations. Some regulating officials might have even
thought that Madoff’ s case was less important because the people who blew the whistle were not in-

vestors and had nothing to lose. Investors did not know he was cheating them as long as he was able
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to pay them dividends until he opted to tell the truth as he was overtaken by events. Somebody had to
do something to help them and somebody was the SEC. It did not happen and they lost everything in
the hands of bad people. In every bad event, there is some amount of goodness, one just has to be
patient in order to discover it. The good thing is that the SEC is now scrutinizing procedures because
of irregularities caused by ignorant and unskillful fraud examiners by promising to train their workers
and even open a fraud training school (Gallu, J. and Kopecki,D., 2009). That would never have hap—
pened if these large Ponzi schemes had not happened unnoticed.

5. Conclusion

Training of SEC employees or opening up a fraud college will be a good idea as the Chairper—
son, Mary L. Schapiro is suggesting. Using the skills they are going to gain in an ethical way and be—
ing smart will be good both for the agency and investors. Being also bold to implement what they are
going to study without fear or favor, will eliminate some of the problems which have been faced in the
past. As regulators, there should be no information that should be underestimated or overlooked.
There is no smoke without fire. And most fraud is discovered through tips or informants. Once that
opportunity comes up, it is just wise to use it to investigate. Fraud is committed by people who have
gained trust from the people and when they start committing the fraud, nobody will question them.
Watch for those with sweet and convincing talks, because they only want you to believe what you al—-
ready know not what you need to know, the “bad part”. Surprise audits of those suspected and their
auditors are always the key to successful discovery of frauds. Auditors like Mr. Friehling is a good
example to have been surprised with an audit to discover Madoff his client. But in the 16 years and
the five attempts to investigate Madoff, nobody thought about that route because there was indeed no
expert to suggest that. Trust is number one destroyer of all good intentions of regulators. The SEC’s
intention is to protect investors and perhaps Madoff was so well known on Wall Street businesses,
most of the investigators ignored all warning signs given to them. It was just his status that gave him
an advantage to go on for so long and because he had an auditor who was certifying his statements as
correct either because he depended on the face value of those statements or because he was earning
so much money from him, that he failed to look further. All of these factors do not show any auditing
or investigative skills on the part of those concerned. Now with new blood being injected into the
SEC system, things are going to be different to an extent. They might not be able to eliminate fraud

engirely but it would be prevented somehow.
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Fostering Ethical Attitudes Among
China and U.S. Multi—-Generational
Business Relationships

Mark R. Bandsuch®

Abstract: As the commercial well-being of individual nations becomes increasingly inter—
twined with the financial strength of their sister states, the relationship between the Chinese and U-
nited States economies arguably acts as the linchpin for the overall global economy and its intercon—
nected mechanisms. In addition to their collective immensity, it is the increasing interdependence
between the U.S. and Chinese economies that renders the success of their commercial relationship
pivotal to the success of the world economy. One simple, but significant aid for enhancing the eco—
nomic relationship between China, the U.S., and their respective business organizations is to cooper—
atively design and implement a cross—cultural and multi—generational training program for corporate
social responsibility and ethical leadership. This paper investigates how generational differences
shape the leadership styles and decision—making frameworks of successful business leaders in both
the People’s Republic of China and in the United States of America in an effort to learn more about
the necessary attributes and skills needed to manage well the relationship between Chinese and U.S.
business. The formative experiences of successful executives, communicated through personal inter—
views and surveys, lay the groundwork for this paper’s eventual recommendations on socially re—
sponsible and ethically aware leadership development for this new generation of multinational com—
panies in the global economy, especially across generational lines in China and the US..

Key words: integrity, Taoism, Buddhism, Confucianism, business ethics, China, ethical culture

and climate, stakeholder management, generations

1. Introduction
As the commercial well-being of individual nations becomes increasingly more intertwined with
the financial strength of their sister states, the relationship between the Chinese and United States e—

conomies arguably acts as the linchpin for the overall global economy and its interconnected mecha—
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nisms. The sheer size of the Chinese and U.S. economies, third and first in GDP respectively (IMF,
2008), make them both individually and jointly very influential upon the global marketplace. Both
countries also receive the most foreign direct investment (FDI) in the world (AeA, 2007). In addition
to their collective immensity, it is the increasing interdependence between the U.S. and Chinese e~
conomies that renders the success of their commercial relationship pivotal to the success of the world
economy — an interdependence evidenced in part by the fact that the U.S. exports over 70 billion
dollars of goods to the People’s Republic of China (PRC) and invests directly another $17 billion
(AeA 2007) with them annually.

Trade policies by both countries and business practices by their respective corporations obvi-
ously play a critical role in cultivating the synergy possible in this economic interdependence and in
likewise preventing the financial and commercial impediments often perpetrated by protectionist
policies and unethical business practices. One simple, but significant aid for enhancing the eco—
nomic relationship between China, the U.S., and their respective business organizations is to cooper—
atively design and implement a cross~cultural and multi-generational training program for corporate
social responsibility and ethical leadership. Although such programs are slowly developing across
the globe, and usually contain a high—degree of multicultural awareness and sensitivity, they often
fail to address the generational differences among cultures and how those differences impact ethical
perspectives both within and between cultures and countries. This paper investigates how genera—
tional differences shape the leadership styles and decision—making frameworks of successful busi-
ness leaders in both the People’s Republic of China and in the United States of America in an effort
to learn more about the necessary atiributes and skills needed to manage well the relationship be—
tween Chinese and U.S. business. The formative experiences of successful executives, communicat—
ed through personal interviews and surveys, lay the groundwork for this paper’s eventual recom-
mendations on socially responsible and ethically aware leadership development for this new genera—
tion of multinational companies in the global economy, especially across generational lines in China
and the U.S..

The following syllogism frames this paper:

1) The well-being of the global economy depends in part on the economic relationship between
China and the U.S.;

2) The economic relationship between China and the U.S. depends in part on a common
cross—cultural concept of corporate social responsibility;

3) A common cross—cultural concept of corporate social responsibility depends in part on the
consideration of generational differences within and between each culture;

4) Therefore, the well-being of the global economy depends in part on a common cross—cultural
concept of corporate social responsibility that adequately integrates generational differences within
and between Chinese and American culture.

In order to assist multinational corporations in their effort to improve the global economy, this

paper presents a business ethics program that accounts for the generational differences within and
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between Chinese and American culture.

2. Generational Differences Regarding Business Ethics Within and Between Chinese
and American Culture

Cultural factors studied for their impact upon ethical behavior in business include individual
characteristics like age, gender, education, and job tenure as well as organizational components like
company culture, reward structures, and training programs (Dubinsky and Levy, 1985). As influen—
tial as religion, education, and class may be on ethical attitudes, the prominent events experienced
within one’s generation may be that much more formative to one’s moral development (Baltes,
1979).

Every culture makes generational classifications based on the political, social, and moral ideas,
experiences, and personality of the youth cohort during a specific historical period (Scappini, 2006).
Because these experiences and ideas are shared by a vast majority of young people during the forma—
tional stage of their lives, deal with profound and fundamental aspects of society, and occupy a sig—
nificant political, cultural, and moral position during that particular historical period, they essentially
form or transform the cultural dynamics of an entire generation of people, significantly influencing
most dimensions of their lives for the duration of their lives (Corbetta, 2002).

Even though each historical period has its own unique defining moments, the impact of those
moments are muted somewhat upon persons in the later stages of their life because they are usually
less prone to influence and already rooted in their earlier formative experiences (Scappini, 2006). In
short, a generation is characterized by the fundamental and formative experiences that significantly
and enduringly shape the social, cultural, political, and moral development of a critical mass of
young people, simultaneously distinguishing it from previous or subsequent generations (which are
formed from their own defining moments).

The following is a summary sketch of the generations in China, their formative experiences,
their perspective of integrity, and their view of business ethics, followed by a similar summary of the
recognized generations in the United States.

Traditionalists (born before 1945 and currently over 65 years old) were impacted by the Boxer
Rebellion against dynastic tradition that led to the founding of the Republic of China in 1911. For
the traditionalists, integrity is adherence to the precepts of Chinese culture and tradition as exists in
Confucianism and Taoism. Ethics is an institutional obedience reflective of a dynastic past.

Party Members (born between 1949-60, age 45-65) were formed by the brutality and conelu—
sion of the Second Sino—Japanese War that results in the eventual establishment of the communist
People’s Republic of China. Shaped and disappointed by the Cultural Revolution (1966-76) ands
its xenophobia, ethics and decision-making remains obedience to authority as outlined in “the Way”
of Chairman Mao’s Little Red Book.

Reformers (1961-79, 25-45) experienced enormous economic reforms and an unparalleled
openness to western culture after the death of Chairman Mao in 1976. The Tiananmen Square
protests in 1989 symbolize their understanding of integrity and ethics as protecting individual rights.
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Little Emperors (1980-95, ages 10-25) began with the one child policy in 1978 that coincided
with a booming economy and the revival of Chinese culture. Little emperors are self~interested and
apolitical so that their ethics and decision—making focus on individual well-being that is tempered
by traditional Confucian Ethics and its humaneness for the other.

Globalists (born after 2000, <10) will be shaped by the economic growth and political prowess
of the People’s Republic of China. The prognosis is that Globalists will push the prominence of
China in the global arena with a nationalistic ethic balanced slightly by multinational implications.

The “generations” in the U.S. share a similar chronology, but not their formative experiences.

Veterans (born before 1945; >65) found their identity in World War II and the earlier Great
Depression. They view integrity as loyalty and assistance to the larger group, with ethics and deci-
sion—making as adherence to rules and norms.

Baby Boomers (1945-60, 45—65) experienced the Civil Rights Movement and other social re~
form and/or upheaval during their formative years. They see integrity, ethics, and decision-making
as being rooted in fundamental values and inalienable rights that can be adapted to different situa~
tions.

Gen—Xers (1961-80, 25-45) were influenced by their absentee parents and early political
scandals like Watergate. Thus their ethics and decision—-making emphasize individual well-being,
self—sufficiency, and self—realizaiton. )

Millennials (1981-2000, 10-25) have been raised in prosperity and rapid technological ad-
vancements. Integrity, ethics, and decision—-making all attempt to balance personal development
with societal well-being.

Globalists (2000-?, <10) have experienced scandals in all areas of society accompanied by an
economic downturn. The prognosis is that Globalists will pursue a reform agenda with emphasis on a
transparent ethics and decision—-making process that pursues and protects equitable relationships
and punishes unethical and illegal behavior.

The interest in cross—cultural business ethics has paralleled the growth of multinational busi-
nesses operations (Sims, 2009), a natural consequence of companies encountering differing ethical
perspectives in various countries. Academicians, governments, and businesses alike believe that a
fuller understanding of cultural differences will improve multinational business relationships,
cross—cultural ethics, and global economic development (Blodgett, et al., 2001). This insightful the-
ory contains at least one major flaw: it views each nation as possessing an essentially homogeneous
culture, which incorrectly oversimplifies the cross—cultural dynamics of the current global economy.

A more precise and helpful approach to. the challenges of cross—cultural business ethics is to
consider each “generation” within a country as a distinct culture with their own unique ethical and
economic perspectives that need to be understood and accommodated within the respective business
relationship. Thus, China and the U.S. are not just balancing two cultures, but rather trying to nego—
tiate ten cultures comprised of five distinct generations within each nation. Although this approach

is clearly more complexy, it is also a much more accurate and beneficial strategy because each nation,
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