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C H A P T E R  - 1 

INTliODUCTION AND STATEMENT OF THE PROBLEM 

1.0.0 RISK AND UNCERTAINTY I N  ECONOMIC MODELS 

01;' THE FIRMS : 

Risk and uncer t a i n t y  a r e  inseparab le  

i n g r e d i a n t s  of bus iness  a c t i v i t y .  This phenomenon 

d i d  not f i n d  a  p lace  i n  C l a s s i c a l  and Neo-Classical 

models of t h e  f i r m  a s  they  assumed condi t ions  of 

p e r f e c t  competit ion* Under p e r f e c t  c o m p e t i t i o n , i t  

i s  assumed t h a t  a l l  t h e  f i rms  have p e r f e c t  knowledge 

and t h a t  they know t h e  business  environment with 

c e r t a i n t y .  Recent developments i n  t h e  l i t e r a t u r e  

a r e  predominantly f ea tu red  by t h e o r i e s  t h a t  r e j e c t  

t h e  C l a s s i c a l  model of t h e  f i rm and in t roduce r i s k  

and unce r t a in ty  of ex t e rna l  environment i n  t h e i r  models. 

But t hey  t oo  assume C l a s s i c a l  forms of maximising 

behaviour l i k e  'maximising' shareholder  u t i l i t y ,  

'maximising' managerial u t i l i t y  e tc .  For example 

~ a n a ~ e r i a l l  ,0rganisa t iona12 and ~ e h a v i o u r a l ~  t h e o r i e s  

of t h e  f i rm first recognise t h e  separa t ion  of owner- 

sh ip  and con t ro l  ; and then based on th is ,develop 

models t o  exp la in  t h e  business  behaviour. However 

t h e s e  models,unlike t h e  C l a s s i c a l  mode1,recognise 

t h e  presence of r i s k  and unce r t a in ty  i n  t h e  business 



environment and t a k e  t h e s e  f a c t o r s  i n t o  account  

wh i l e  e x p l a i n i n g  t h e  b u s i n e s s  behaviour .  

I n  t h e  C l a s s i c a l  model of t h e  f i r m ,  

t h e  sole-owner-manager o f  t h e  f i r m  b e a r s  t h e  e n t i r e  

r i s k , i f  a t  a l l  t h e r e  i s  a n y , s i n c e  ownership  and I\?( 

c o n t r o l  of  t h e  f i r m  l i e  i n  t h e  same hands i .e . ,  t h e r e  

i s  no d i v o r c e  between t h e  ownership af t h e  f i r m  from 

i t s  c o n t r o l .  The problem a r i s e s  once t h e  c o n t r o l  i s  

s e p a r a t e d  from t h e  owners of  t h e  f i r m .  Manager ia l  and 

Behavioura l  models of  t h e  f i r m  b a s i c a l l y  d e a l  w i t h  

t h i s  v e r y  phenomenon. 

Economic,Managerial and F i n a n c i a l  

t h e o r i e s  of  t h e  firm4 s t a t e  t h a t  t h e  f i rms make 

d e c i s i o n s  acco rd ing  t o  a s e t  of p rede te rmined  r u l e s  

aimed a t  e i t h e r  maximising o r  min imis ing  one t h i n g  

o r  t h e  o t h e r .  The common c h a r a c t e r i s t i c  of  a l l  t h e s e  

f i r m s  i s  t h a t  t h e y  have a s i n g l e  goa l .  

1.1.0 BEHAVIOURAL TfIEOlIY OF THE E'IKM : 

An impor t an t  d e v i a t i o n  from t h i s  

t r a d i t i o n  i s  t h e  Behavioura l  Theory of t h e  Firm 

propounded by P r o f e s s o r s  R.M.Cyert and J.G.March. 

Un l ike  i n  o t h e r  t h e o r i e s , t h e y  t r e a t  t h e  f i r m  ( i )  as 



a  c o a l i t i o n  of members of c o n f l i c t i n g  i n t e r e s t s  ; 

( i i )  it has  f i v e  goa l s  viz . inventory goa1,production 

goa1 , sa les  goa1 ,mar~e t  share  goal  and a p r o f i t  goal  ; 

( i i i )  with no predetermined mathematical models o r  

equat ions  t o  make dec i s ions  ; ( i v )  they  l a y  emphasis 

on t h e  i n t e r n a l  dec i s ion  making process  l i k e  how 

d e c i s i o n s  a r e  made and how t h e  dec i s ions  change over 

time. They argue t h a t  any c o n f l i c t  among c o a l i t i o n  

members i s  resolved by paying o rgan i sa t i ona l  s lack.  

The c o a l i t i o n  is f e a s i b l e  one only i f  t h e i r  demands 

a r e  met. The demands of t h e  c o a l i t i o n  members and t h e  

a c t u a l  payments a r e  equal  only i n  t h e  long-run. They 

focus  on t h e  short-run r e l a t i o n s h i p  between t h e  dema- 

nds and t h e  a c t u a l  payments and on t h e  imperfect ions  

i n  t h e  f a c t o r  market which dominate t h e  f i r m  behaviour. 

I n  t h e  short-run t h e r e  a r e  f r i c t i o n s  i n  t h e  mutual 

adjustment of payments and demands. There i s  a  

d i s p a r i t y  between t h e  payments needed t o  maintain 

t h e  c o a l i t i o n  and t h e  resources  ava i lab le  t o  t h e  

organisa t ion.  This  "d i f fe rence  between t o t a l  resour- 
5 

c e s  and t o t a l  necessary  paymcnt" i s  termed a s  organi- 

s a t i o n a l  s l ock , a l so  c a l l e d  as s i d e  payments."Slack 

c o n s i s t s  i n  payments t o  member of t h e  c o a l i t i o n  i n  

excess of what i s  requ i red  t o  maintain t h e  o rgan isa t ion  



1.2.0 ORGANISATIONAL SLACK : 

Cyert and March suggested t h a t  

"many forms of s l a c k  t y p i c a l l y  e x i s t  : s tockholders  

a r e  paid dividends i n  excess of those  requ i red  t o  

keep shareholdera (o r  banks) wi th in  t h e  o rgan isa t ion ;  

p r i c e s  a r e  s e t  lower than necessary t o  maintain 

adequate income from buyers; wages i n  excess of 

t hose  required  t o  maintain labour a r e  paid;execu- 

t i v e s  a r e  provided with s e rv i ce s  and personal  l uxu r i e s  

i n  excess  of those  required  t o  keep them; t h e  sub- 

u n i t s  a r e  permit ted t o  grow without r e a l  concern f o r  

t h e  r e l a t i o n  between add i t i ona l  pay~nents and addit ion-  

a l  revenue; pub l ic  s e r v i c e s  a r e  provided i n  excess of 

those  required."? Thus they  i d e n t i f i e d  dividends,  

prices,wages,managerial  pe rqu is i t es ,g rowth  and publ ic  

s e r v i c e s  a s  o rgan i sa t i ona l  s l ack  var iables .  " In  

conventional  economic theory  s l a c k  i s  zero ( a t  l e a s t  

a t  equi l ibr ium) .... a t t e n t i o n  is  o r d i n a r i l y  focused 

on only  one p a r t  of slack-payments t o  owners-and 

it is aasumed t h a t  o ther  s l a c k s  a r e  maintained a t  

zero. 118 

1.3.0 ORGANISATIONAL SLACK IS  NOT DELIBERATELY 

CILEATED ? 

.But they  argue t h a t  o rgan i sa t i ona l  

s l a c k  is  not d e l i b e r a t e l y  created.  It a r i s e s  



a u t o m a t i c a l l y  from t h e  b a r g a i n i n g  and d e c i s i o n  p r o c e s s  

w i t h o u t  any  c o n s c i o u s  i n t e n t  on t h e  p a r t  o f  t h e  

c o a l i t i o n  members. To quote  : 

"Slack  o p e r a t e s  t o  s t a b i l i s e  t h e  system i n  two 

ways : ( 1 )  by a b s o r b i n g  e x c e s s  r e s o u r c e s  it r e t a r d s  

upward ad jus tment  of a s p i r a t i o n s  d u r i n g  r e l a t i v e l y  

good t i m e s  ;(2) by p r o v i d i n g  a poo l  o f  emergency 

r e s o u r c e s  i t  p e r m i t s  a s p i r a t i o n s  t o  be  ma in t a ined  

(and ach ieved )  d u r i n g  r e l a t i v e l y  bad times.. .This 

i s  n o t  t o  a rgue  t h a t  s l a c k  i s  d e l i b e r a t e l y  c r e a t e d  

f o r  such  a s t a b i l i s i n g  purpose ; i n  P a c t s i t  i s  not .  

S l a c k  a r i s e s  from t h e  b a r g a i n i n g  and d e c i s i o n  -process  

..... wi thou t  c o n s c i o u s  i n t e n t  on t h e  p a r t  of  t h e  c o o l i -  

t i o n  members t o  p r o v i d e  s t a b i l i t y  t o  t h e  o r g a n i s a t i o n .  

I n  a s e n s e s t h e  p r o c e s s  i s  r e i n f o r c e d  because  i t  
'works '  and it 'works '  p a r t l y  because  it g e n e r a t e s  

s l a c k , b u t  we have s e e n  no s i g n i f i c a n t  ev idence  f o r  

t h e  c o n s c i o u s  r e a t i o n a l i s a t i o n  01 s l a c k  i n  b u s i n e s s  

f irms . 'I 9 

T h i s  i s  t h e  arguernent t h a t  p r o v i d e s  

a b a s e  f o r  t h e  p r e s e n t  work. We expness  o u r  doub t  a s  

t o  t h e  v a l i d i t y  of  t h e i r  s t a t e m e n t  and h y p o t h e s i s e  

t h a t  s l a c k s  a r e  d e l i b e r a t e l y  c r e a t e d  wi th  a l l  t h e  

c o n s c i o u s  i n t e n t  on t h e  p a r t  o f  t h e  management 

( b o t h  t h e  t o p  and the  below t h e  t o p  management) 10 

one of t h e  members of  t h e  c o a l i t i o n .  The p r e s e n t  work 



a t tempts  t o  test t h i s  hypothesis  with an evidence 

f o r  t h e  same from t h e  Indian indust ry .  

1.5.0 ECONOPlIC LEVERAGE : 

The concept of o rgan i sa t i ona l  s l ack ,  

OS,is found t o  be t oo  narrow t o  encompass a l l  t h e  

v a r i a b l e s  i d e n t i f i e d  from var ious  s t u d i e s  a s  s l a c k s  

and t o  d e a l  wi th  t h e  phenomenon of f i r m ' s  a d a p t a b i l i t y  

t o  environmental changes t o  p r o t e c t  i t s  f l u c t u a t i n g  

for tunes .  la lcover, there a r e  o number of i ncons i s t enc i e s  

i n  the ' concep t  of o rgan i sa t i ona l  slack. A s  such we 

have introduced a  b e t t e r  and broader concept 

'Economic Leverage8,EL, t o  inc lude  a l l  such poss ib le  

var iab les .  P o s i t i v e  evidence of conscious r a t i o n a l i s a -  

t i o n  of d e l i b e r a t e  c r e a t i o n  of EL w i l l  confirm 

t h e  d e l i b e r a t e  c r e a t i o n  of OS a s  t h e  l a t e r  i s  a  p a r t  

of t h e  former. 

1 e6.0 OBJECTIVE OF TllE STUUY : 

The bas ic  ob j ec t i ve  of t h e  s tudy i s  

t o  g ive  a  conaoious r a t i o n a l i s a t i o n  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 Economic Leverage. While 

doing s o , i t  a t t empts  : 

( i )  t o  c r i t i c a l l y  eva lua te  t h e  concept of organisa- 

t i o n a l  s l ack  with regard  t o  i ts  explanatory 



power and l o e i c a l  c o n s i s t e n c y  f o r  a n a l y s i n g  

f i r m s '  b ehav iou r  e s p e c i a l l y  i t s  a d a p t a b i l i t y  

t o  envi ronmenta l  chanfies, 

t o  i d e n t i f y  Economic Leverage v a r i a b l e s ,  

e s t i m a t e  t h e i r  r e l a t i o n s h i p  w i t h  'performance '  

v a r i a b l e s  and a s s e s s  t h e i r  r o l e  i n  t h e  firm's 

smoothing behav iou r ,  

t o  p ropose  a.n a l t e r n a t i v e  c r i 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  T r a d i t i o n a l  and t h e  Non-Tradi t ional  

ones t o  f a c i l i t a t e  a b e t t e r  l o g i c a l  a n a l y s i s  

of  f i r m s '  behaviour ,  

t o  t e s t  t h e  smoothing behaviour  w i t h  t h e  

a v a i l a b l e  a p p r o p r i a t e  s t a t i s t i c a l  techniques, 

t o  f i n d  t h e  b e s t  e x p o n e n t i a l  smoothing o r d e r  

and t h e  b e s t  smoothing c o n s t a n t  and 

t o  propose an  a l g o r i t h m  f o r  e s t i m a t i n g  t h e  

amount of  Economic Leverage approximately .  

The p r e s e n t  work i s  p lanned  i n  such  

a way t h a t  S e c t i o n  - I compr is ing  of t h e  first two 

C h a p t e r s , d e a l s  w i t h  t h e  s t a t e m e n t  of t h e  problem, 

o b s e r v a t i o n s  of v a r i o u s  s t u d i e s  d a a l i n g  w i t h  organis -  

a t i o n a l  s l a c k , i l - s  mcaning ,evolu t ion  and u s e  i n  t h e  

c o n t e x t  of  maintaining t h e  c o a l i t i o n  o f  t h e  s t a k e -  

h o l d e r s  o f  t h e  f i r m .  S e c t i o n  - I1 comprises  of Chap te r s  



3,4 and 5 p r o v i d e  a  t h e o r e k i c a l  a n a l y s i s  

of  t h e  problem. Chap te r  - 3 c r i t i c a l l y  examines 

t h e  concept  of  o r g a n i s a t i o n a l  s l a c k , i t s  r o l e  i n  

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

observed  i n  the .  concept  and t h e  o u t p u t  d e c i s i o n  

p roces s .  Chapter-4 c o n c e n t r a t e s  on t h e  concept  of  

Economic L e v e r a g e , i d e n t i f i e s  t h e  Economic L e v e r w e  

v u r i a b l e s , p r e s e n t s  t h e  smoothing p r o c e s s , p r o p o s e s  

a method f o r  e s t i m a t i n g  t h e  amount of  Economic 

Leverage approximate ly ,Chapte r  - 5 proposes  an 

a l t e r n a t i g e  c r i t e r i o n , o n  t h e  b a s i s  o f  t h e  p r e s e n c e  of 

smoothing b e h a v i o u r , t o  c l a s s i f y  f i r m s .  Sec t ion - I11  

c o n s i s t s  of Chapters-6 ,7  and 8 , d e a l s  w i t h  e m p i r i c a l  

t e s t i n g  of t h e  hypo thes i s .  Chapter-6 p r o v i d e s  t h e  

methodology expla in ing-  sampling of t h e  f i rms,hypo-  

t h e s i s , t e s t  d e s i g n s , s t o t i s t i c a l  d e s i g n , c l a s s i f i c a . t i o n  

and d e f i n i t i o n  of t h e  v a r i a b l e s  used i n  t h e  s tudy.  

Chapt.er-7 t e s t s  t h e  major  h y p o t h e s i s  and g i v e s  t h e  

r e s u l t s  of  t h e  a n a l y s i s  based  on t h e  q u a n t i t a t i v e  

d a t a  from t h e  sample f  irrns. Whereas Chapter-8 

t e s t s  t h e  h y p o t h e s i s  on t h e  b a s i s  of  t h e  q u a l i t a t i v e  

d a t a , f r o m  t h e  sample f i r rn s , r ec i eved  from t h e  s e n i o r  

e x e c u t i v e s  t h rough  p e r s o n a l  i n t e r v i e w s .  Chap te r  - 9 

p i n - p o i n t s  t h e  c o n t r i b u t i o n s  of t h e  p r e s e n t  s t u d y ,  

summarises major f i n d i n g s  and th rows  l i g h t  upon t h e  

scope  f o r  f u r t h e r  r e s e a r c h  i n  t h e  a rea .  
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Those who a r e  making genera l  po l icy  dec i s ions  

a r e  r e f e r r e d  a s  t h e  top-rnanacement. The 'below 

t h e  top management' may include middle manoge- 

ment,lower management e t c  a l l  those  who a r e  

involved i n  e i t h e r  dec i s ion  making o r  c o n t r o l l i n g  

t h e  executions. 


