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-.  
iclsk and u n c c r t n i n t g  me insepa-  

r o t l e  i n ~ r ; i d i e n i s  0:" k s i : ~ c s s  uclivi1;y :uid ar, 

such  form ?i:!c :nost i n - o r t c ~ n t  nml- of t h e  d e c i s i o n  

mzking wi th  re,-.zrd i;o f i r m s  ' d x - t .  , a b i l i t y  t o  

enrironmcr?t;ll  v m i c l ~ i o n s .  Un1il:c classi.co.1 ix:id 

n e o - c l a s s i c a l  t e o r i e s  o l  the i'irrn,modcrn t-ileoi-ic:; 

i n c o r p o r a t e  t h i s  phencmc:?cx i . :  i-l .cir modcl.s,but s t i l l  

a s s m e  t h e  f i r m  t o  bc a s i n g l c  d e c i s i o n  makin;; 

u n i t  w i t h  optimi::in;; behaviour.  h major dcvi a t i o n  

i n  t h i s  reyn::d h3s been t h e  !3ehavicur~.l  Theory of  

t h o  /?inn which t ~ > e : i t c  t h c  f i r m  a s  a c o a l - i t i o n  of 

memne.rs of  c o ! ~ f l i c t i . n ~ ;  i l l - tc? ,es- ts .  I t  p:.ojjoses tile 

c o ~ c e p t  of  o r y ; a n i s s t i o n a l  s l a c k  t o  e x p l a i n  t l lc  s l jor t -  

r:m i n t e r r e l ~ r t i o n s l i i p  of t h e  co;.!lj.!,ion incmberr, ;:i-kili:l 

t l~emselvc:;  ; ; I I ~  o:.c!,:!ll no~.Jor;.i ; ; : e  01' L;;o ;?irx. 



0 r ~ ; u n i s a t i o n a l  s l a c k  acco rd ing  t o  

t h i s  t h e o r y  i s  used t o  ma in ta in  tile c o a l i t i o n  and 

t o  smoothen ( s t a b i l i s e s )  t h e  performance of  t h e  f i r m  

unde r  d i v e r s e  environmental  c o n d i t i o n s , b u t  i s  no t  

e d e l i b e r a t e l y  c r e a t e d .  It a r i s e s  a u t o m a t i c a l l y  from 

t h e  bar;;ainine; and d e c i s i o n  making p r o c e s s  withou-t 

aqy consc ious  i n t e n t  on t h e  p a r t  of  c o a l i t i o n  members. 

The p r e s e n t  s t u d y  proves  i t  t o  t h e  otherwise .  S t u d i e s  

on t h i s  s u b j e c t  a r e  n o s t l y  based on t h e  e m ~ i r i c a l  

ev idence  from t h e  western i n d u s t r i a l i s e d  eoonomies 

e s p e c i a l l y  1j .S .A.  The s a j o r  c o n t r i b u t i o n s  o f  t h e  

p r e s e n t  s t u d y  a r e  : 

( i )  One cl ths f o r e s o s t  c o n t r i b u t i o n s  of t h i s  

stud:; i s  t o   ELL;.^^ t h c  behaviour  of I n d i a n  

i n d u s t r y  on a  t h e o r e t i c a l  problem r e l a t i n s  

t o  i,he manager ia l  anti environmental  a s p e c t s  

of t h e  firm's ope ra t ions .  I n  t h e  I n d i a n  c o n t e x t  

i t  may be  c la imed Lo be  a  p i o n e e r i n g  work 

i n  t h e  f i e l d  ofmanager ia l  economics a s  d i r e c t  

r e s e a r c h  works on t h e  s u b j e c t  i s  s t i l l  wanting. 

( i i )  It i n t r o d u c e s  a  new concept 'Economic Leverage'  

which i s  b roade r  and c o n s i s t e n t  t han  organisa-  

t i o n a l  s l a c k .  

( i i i )  It g i v e s  a  r a t i o n a l e  f o r  t h e  d e l i b e r a t e  c r e a t i o n  



and management of  L'coaomic Leverage i n t e n -  

ded t o  smoothen t h e  performance of  t h e  f i r m .  

( i v )  Most of t h e  s tud ie s  have i d e n t i f i e d  and 

ana lysed  o n l y  a few Economic Leverage v s r i -  

b l e s .  The p r e s e n t  s t u d y  i s  t h e  f i r s t  exhau- 

s t i v e  a t tempt  t o  b r i n g  them to? ; e the r , t o  prove 

t h e i r  :)resence and meiisure them q : ~ a n t i t a t i v e l g .  

(v )  It proposes  an : , lc .ori thn t o  e s t i m a t e  t h e  

approximate  m o u n t  of  Ecorionic L e ~ e r u : ~ e  p r e s e n t  

i n  t h e  f i r m  over  a  p e r i o d  o i  . ; h e  and 

( v i )  i t  pronoses  an a l t e r n a r i - v a  c - t t e r i o n  t o  

c l a s s i f y  f i r m s  i n t o  i - ' ra i i i t ional  and Non-Tradi- 

t i o n a l  ones.  

-, r n e  co~icep'; ol cr;;i?isatioiial 

slack was found t o  be l e s s  s a t i s f a c t o r y  because  of  

( i )  t h e  incons is l -ency  i n  i - t s  d e ; ' i n i t i o n , ( i i )  e r r o -  

neous i d e n t i f i c a t i o n  of d iv idends , sub-opt imal  p r i c i n g  

as ~ r g a n i s a t i o ~ ~ a l  s l , ~ c k s  ilnd ( i i i )  t h e  l o s i c a l  incon- 

s i s t e n c y  i n  t h e  out1)ut d e c i s i o n  process .  Hence a  

new concept  ' J~;conomic Leverage ' h a s  been i n t r o d u c e d  

t o  g i v e  a d i s t i n c t  name t o  a l l  t hose  d i s c r e t i o n a r y  

v a r i a b l e s  t h a t  could  be managed t o  .moothen t h e  

income s t r eams  01 Lnc f i r m .  



It has  been found. t h a t  (i) t h c  

' t o p  rnanq;ement1 and ( i i )  t h e  'below t h e  t o p  

mana[;ementf d e l i b e r n k e l y  c r e a t e  and mana;e Economic 

Levera:;;e t o  smoothen t h e  income s t reams of t h e i r  . f i rms ,which  h e l p s  them t o  s e r v e  t h e i r  p e r s o n a l  i n t e r -  

e s t s  a long  wi th  t h a t  of t h e  f i r m .  The t o p  manapment 

does  s o  p r i m a r i l y  t o  reduce t h e  emi>loyrnent r i s k ,  

enhance t h e  market v a l u e  of ! . h e i r  human c a p i t a l  and 

t o  a c q u i r e  t h e  s e r v i c e s  of  t h e  ca : ! i t d  market. hfhe.:eas 

t h e  l a t e r  do s o  t o  enhance t h e  rn~rl re t  va lue  of 

t h e i r  human c a p i t a l  i .e . ,  t o  i n c r c a s e  t h e i r  s u t c i d e  

o p p o r t u n i t y  wa[!;e. Thus t h e  p r e s e n t  r t u d y  p r o v i d e s  n 

r a k i o n a l e  fox ,  t h e  d e l i b e r a t e  c r e a t i o n  sn,i Lia:?s,;ezer.t 

of Lconozic Leverage i n  c o n t r a s t  t o  C g e - t  nd l ~ ; z r z . h ' . ~  

o s , ze r t i on  t h i  o r ~ i l r ~ i s a t i o n a l  sl>,clr i s  nor; deliSe2c;- 

t e l y  c r e a t e d  Lo s t u b i l i s e  t h e  firm. 

The ev idence  shows t h a t  t b e  

Economic Leverage v a r i a b l e s  were ulanipulated 

smoothen income s e r i e s  : d i r e c t  l a b o u r  c o s t s  

fo l lowing  

t 0 

, adminis- 

t r a t i v e  c o s t s ,  s e l l i n g  c o s t s , t o t a l  o p e r a t i n g  c o s t s ,  

rnachanisat ion c o s t s  , r e s e a r c h  and. development expen- 

d i t u r e  , i n v e n t o r y  a t  a l l  s tn: ;es , inve: : t rnent  i n  sub- 

s i d i a r i e s , t o t a l  investment o u t s i d o , s t d ' f  and workmen 

w e l f a r e  expcndi ture ,defel - re t i  revcliue e x p e n d i t u r e ,  

t r a v e l  e ~ e n s c s , p e r q u i s i t c s , p u b l i c  sc?vices expcndi-  



t u r e  , accoun t s  r e c c i  v a h l c s  ,cldvertisin::~; c o s t s ,  

rernunel-stion of t h e  m n n n g i n ~  d i r e c t o r s , t o t a l  

manuf , jcturiny:  c o s t s ,  commission p a i d  t o  t h e  mana- 

 ins d i r e c t o r s  / a c e n t s  and n e t  opera tin^ c o s t s .  

It was founLt :~a t  t h e  remunerat ion 

of  t h e  managin:); c i i r e c t o i . ~  ve rc  l i m i t e d  by t h e  

bye-laws of t h e  firms i n  Lhe s e m e  t 1 1 - t  i t  was no t  

d i r e c t l y  lin!;ed wi th  t h e  l e v e l  or p r o f i t s .  The comm- 

i s s i o n  poiti t o  t h e  manz;;in:: d i r e c t o r  o r  a ~ e n t s  was 

d i r e c t l g  l i n k e d  wi th  t h e  p r o f i t  l e v e l .  Vor exani;,le 

most of t h e  f i r m s  p n s  one p e r c e n h :  f11e r e p o r t e d  

p r o l i t .  s a s  COT-aission t o  t!le c;onzgir.~; d i r e c t  crs / 

a g e z t ~ .  

i"mon~; t h e  p e r f o r  n m c e  v a r i a b l e s  

n e t  z a l e e  reve i lue ,ne t  operakin;; p r o f i v  and pro1i i -5  

b e f o r e  t a x  r e s p e c l i v e l y  occupy t i le  f i r s t  t h r e e  

p r e f e r e n c e s  whereas s a l e s  r e v e n u e , g r o s s  p r o r i t  and 

t o t a l  income a r e  p r e f e r r e d  t o  i n d i i l ' c r e : ~ t l g  a s  a  

f o u r t h  cho ice .  

P i r s t  o r d e r ,  Second o r d e r  and 

'I1hird o r d e r  ex!,onent-ia.1 !;~~ooihi!i:; models were l i t t e d  

t o  sinoo.th t h e  iricorne s e r i e s  and Iound t o  b e  si : ;nif i-  

c a n t .  These mocicls were a p p l i e d  a t  ' two e r r o r  l i r ~ i t s  



of one p e r c e n t  and t e n  p e r c e n t  and t h e  t o t a l  

number of  f i r m s  e x h i b i t i n g  smoothing behaviour  

i s  h i g h e r  w i th  10 p e r c e n t  e r r o r  l i m i t  t h a n  wi th  

1 p e r c e n t  e r r o r  l i m i t .  The v a l u e  of e x p o n e n t i a l  

. smoothine c o n s t a n t s  va ry  from 0.085 t o  0.75 i n  

t h e  c a s e  of 1 p e r c e n t  e r r o r  l i m i t  whereas it 

v a r i e s  from 0.005 t o  0.74 i n  t h e  c a s e  of 10 

p e r c e n t  e r r o r  l i m i t .  The nuwber of  v a r i a b l e s  exhi-  

b i t i n g  smoothing behaviour  v a r i e s  from one t o  

seven and. from f i r m  t o  f i r m .  Out of a t o t a l  of 35 

f i r m s  ,32 f i r m s  e x h i b i t e d  exponen t i a l  ;moothin!; 

b e l : ~ v i o . ~ r  c f  income s e r i e s .  

A:: a l ~ o r i t l i m  t o  e s t i n a t e  t h e  amount 

of Zcccomic Leverage f r o m  t i m e '  s e r i e s  d a t c  i s  

proposed i n  t h e  p r e s e n t  s tudy .  

The m o u n t  of Econoiriic Leverage 

was e s t i m a t e t ~ h s i n ~  a s imple  l i n e a r  r e g r e s s i o n  model. 

Out of  35 f i r m s  34 f i r m s  showed a  s i p i f i c a n t   the 
c o e f f i c i e n t  of de t e rmina t ion .  The average of t h e  

amour:t of Bconomic Leverage v a r i e d  from 5 t o  25 

p e r  c e n t  of t h e  t o t a l  manufactur ing c o s t s  i n  moot of  

t h e  f i r m .  flo:.;ever m a j o r i t y  ol" t h e  f i r u s  sllowed ail 

avcl.:r;r which f e l l  inbe:.;ieell 5 t o  I L  p e r  c e n t  o r t h e  

t o t a l  manufactiirin;; c o . , ~ s .  Th i s  memo m hat n o t  on ly  



Economic Leverage e x i s t s  but  its m o u n t  is  q u i t e  

s u b s t a n t i a l .  

Gross p r o f i t s  s t ream was found t o  

be smoothed / s t a b l e  (10b~i.r s t a n d a r d  d e v i a t i o n )  t h a n  

p r o f i t s  a f t e r  t a x  and t o t a l  income s t reams.  Whereas 

n e t  o p e r a t i n g  prof it-s s t re ; :m ;.izs found smoother t h a n  

t h a t  o f  n e t  o p e r a t i n g  expend i tu re s .  ilowever p r o f i t s  

a f t e r  t a x  was smoo-ther -than t h a t  o f  t o t a l  incoxe.  

The i n f l u e n c e  o f  ( i )  s a l s s  revenue ,  

( i i )  p r o f i t s  a f t e r  t a x , ( i i i )  Gross k l o c k , ( i v )  t i t a l  

income, ( v )  n e t  worth ,  ( v i  j ;o 221 funds . e n p l c ~ e d ,  
. . ( v i i )  t o t a l  m:.nui'ccturinp ccost s c-nc r l e  1n:~ed v a l u e s  

of  ( i ) ,  ( i i ) ,  ( v i )  and ( v i i j  on ihe muu:nJ ;  of  Zconomic 

Leverage was examined. It ;.;as found t h a t  v a x i a b l e s  

( i ) ( i v ) ( v )  and ( v i i )  had s i p i f i c r m t  i n f l u e n c e .  

I n  t h e  c a s e  of v a r i a b l e  ( i )  i t  w a s  found Lo b e  s i g n i -  

f i c a n t  by one yea r  l a g .  

The impact of t h e  s i z e  of  t h e  f i r m ,  

p rox ied  by ? ;o t a l  incornelon t h e  arnount of  Economic 

Leverage was found t o  be a s i i ; n i f i c m t  de t e rminan t  

on ly  i n  t h e  c a s e  o f  11 r ims.  T h i s  mi;glll- bc due Lo 

t h e  f a c t  t h a t  on ly  l::.ri-e s c ; ~ l e  firms were cons idered .  

A f t e r  a l l  t h e  i r n ~ a c t  of s i a e  of t h e  Iirm could  



b e  s t u d i e d  o n l y  i f  v a r i o u s  s i z e s  l i k e  medium s c a l e  

and s m a l l  s c a l e  f i r m s  hiere a l s o  cons:dered u n l i k e  

c o n s i d e r i n g  on ly  l a r g e  s c a l e  f i ~ , m s .  

. The amount of Economic Leverage 

was round t o  be s i g n i f i c a n t l y  c o r r e l a t e d  wi th  

s a l e s  revenue ,ne t  opera t in ; ;  p r o i ' i t o  , t o t a l  manufa- 

c t u r i n g  co::t :; ,dcp;ree 01 f i n a n c i a l  l e v e r a ~ e ,  Tillan- 

c i a 1  l e v e r e z e , n e t  o p e r a t i n g  e ; ; p e r ~ t l i t u r e , i i n z n c i ~  

r a t i o s  l i k e  n e t  p r o f i t  nmrt;in,net r e t u r n  on a s s e t s ,  

ope ra t in i l  p r o f i t  marcin  and r e t u r n  on i.:orkh,the 

d i f f e r e n c e s  bet7<ieen t o t a l  income and p r o ; i t s  b e f o r e  

t;uc rind {qross p r o f i t s  a i ~ d  p r o f i t s  a i ' t e r  t ~ x .  

The q u a l i t a t i v e  a n a l y s i s  of  Cha;\pter-" 

r e v e e l e d  t h x t  rnoz-i; of t h e  i'ir1:is welx o; iilc o p i i ~ i o n  

t h a t  Economic Leverace v a r i a b l e s  1il:e capac i - t  y 

u t i l i s a t i o n , p r i c e  incentives,cu:;bomer s e r v i c e s  exp- 

e n d i t u r e , p r o d u c t  l ine ,vo lume of  s t a f f  and workmen and 

c a p i t a l i s a t i o n  of c o s t s , c o u l d  a l s o  be d e l i b e r a t e l y  

manaced t o  :;moothen t h c  income se1:ies o f  t h e  i i r m .  

S ince  i t  i s  t h c  'Lop and t h e  below 

t h e  t o p  manr . , e~~lcn t '  which c i c l i b c r a t c l y  c ixen le s  ai:d 

mnnai;es t h e  i.;coliomic Levera2 :e  i t  was  found t h a t  i t  



m i + t  c x i s t  i n  a l l  f i r m s  wheLher i t  be p r i v a t e  o r  

p u b l i c  o r  1arl::e s c a l e  o r  inedium s c a l e  o r  small 

s c s l e  f i rm.  

. ,The p a s t  s t u d i c s  c l a s s i f i e d  firms 

i n t o  owner c o n t r o l l e d  cnd management c o n t r o l l e d  ones 

based on :he v o t i n g  sl.ockholdin;; c r i t e r i o n  which 

was fouilci t o  be l e s s  s a t i s f s c t o q .  Iience an a l t e r n a t - i v e  

c r i t e r i o n  based on t h e  p r e s i n c e  of smoothing behaviour  

of income s t r eams  has  been proposed.  

I n  t h e  Economic l i b e r n ~ u r e  , a s  

e x p l a i n e d  i n  d e t a i l s  e a r l i e r , i t  i s  he ld  t h a t  o r p -  

n i s a t i o n n l  ola.ck i:: n o t  d e l i b e r a t e l y  createci  ; it 

i s  nobody 's  moximand and t h a t  i t  i s  no t  q u a n t i f i a b l e .  

Iiowever t h e  p r e s e n t  s tudy  f i l l s  i n  t h i s  gap by  

showin;- t h a t  ( i )  i . t  i s  d e l i b e r a t e l y  c r e s t e d  and 

managed , ( i i )  t h a t  b o t h  t h c  t o p  and t h e  belbw t h e  

t o p  management d e l i b e r a t e l y  c r e a t e  and manage i t ,  

( i i i )  t ' na t  t h e y  hzve sound economic motives f o r  doing 

s o  and ( i v )  t h a t  i t  is  q u a n t i i i a b l e  and xeasured  

w i t h  r e a s o n a b l e  approximation.  

The p a s t  s t l ~ d i c s  c1a:;:;ified f i ~ u u  

i n t o  owner c o n t r o l l e d  and ma~lagement; concro1lt .d one:: 

o n l y  ' rou; . ;hly '  . LI'O-. cxample "Ber le  and lqcans draw t h e  



d i v i d i n g  l i n e  between t h i s  m a j o r i t y  owner c o n t r o l  

and management c o n t r o l  a t  ' r ough ly  twenty percenv '  

of t h e  v o t i n g  stock."'  However t h e  p r e s e n t  s t u d y  

g i v e s  a  b e t t e r  a l t e r n a t i v e  t o  c l a s s i f y  f i r m s  i n t o  . ' T r a d i t i o n a l '  and ' l ~ o n - T r a d i t i o n a l '  ones on t h e  

b a s i s  of t h e  ppesence oi' absence  o f  smoothin(:. 

behaviour .  

1Furt-her r e s e a r c h  can be c a r r i e d  ou t  

t o  ( i  ) e m p i r i c a l l y  exsn ine  ,whether t h e  c r e a t i o n  

and management of Xconomic Leverage e x i s t s  i n  medium 

s c a l e , s n a l l  s c a l e  a d  ~ i l c o  i n  p u b l i c  f i r m s ,  ( i i )  exa- 

mine e n p i r i c r ~ l l ;  z!;e r o l e  of r : r i cec  cf croclucts  

3r.d p1-odcction 1 - v e l s  i!: ::inooi;!iiii;- til; inc~ i i i ?  s e r i e s  

of t i le  f i r m s , a n i  ( i i i )  exuriirle t h e  c r e a t i o n  and n m a -  

geuent  of Xconomic Leverab;e t a k i n c  t h e  impact of  

i n f l a t i o n  a l s o  i n t o  c o n s i d e r a t i o n .  

1. Monsen e t  al .op.ci t . ,p-437.  


