
C H A P T E R  - 2  

2.1.0 A d v e r t i s i n g  :- It was Baumol (1957) 

who f irst  i m p l i c i t l y  i n t r o d u c e d  a d v e r t i s i n g  expen- 

d i t u r e  as an  o r g a n i s a t i o n a l  s l a c k  i n  h i s  revenue  

maximising model of  t h e  f i r m .  H i s  f i r m s  maximise 

s a l e s  revenue s u b j e c t  t o  a minimum r e q u i r e d  p r o f i t s  

c o n s t r a i n t .  I n  h i s  mode1 ,adve r t i s ing  e x p e n d i t m e  

f u n c t i o n s  t o  e q u a l i s e  t h e  r e p o r t e d  p r o f i t s  w i t h  t h e  

minimum r e q u i r e d  p r o f i t s  i . e . , i t  s t a b i l i s e s  t h e  

r e p o r t e d  p r o f i t s  by a b s o r b i n g  a p o r t i o n  o f  s a l e s  

revenue  via .an i n c r e a s e  i n  c o s t s ,  The a d v e r t i s i n g  

s l a c k  i n f l u e n c e s  t h e  p roduc t  p r i c e  p o s i t i v e l y  

whereas  p r o f i t s  t a x  and lump sum t a x  i n f l u e n c e  t h e  

s l a c k  i n v e r s e l y .  But 'demand s h i f t  p a r a m e t e r t ( e n v i -  

ronment i n f l u e n c e s  o r g a n i s a t i o n a l  s l a c k  p o s i t i v e l y .  

2.2.0 U t i l i t y  enhanc ing  expenses  :- Alchian and 

Kessa l  (1962) env i sage  t h e  f i r m  as first making a l l  

t h e  u s u a l  c h o i c e s  n e c e s s a r y  t o  maximise p r o f i t s  and 

t h e n  i n t e r n a l l y  a l l o c a t i n g  t h e  r e s u l t i n g  p r o f i t s  

between r e p o r t e d  p r o f i t s  and u t i l i t y  enhancing 



expenses. They i d e n t i f i e d  excess staff expenditures 

and managerial emoluments a s  o rgan i sa t i ona l  s lacks.  

2.3.0 O r ~ a n i s a t i o n a l  s l acks  :- Cyert and March 

(1963) were t h e  first t o  g ive  a  d i s t i n c t  name t o  

a l l  ' t h e s e  va r i ab l e s '  a s  o rgan i sa t i ona l  slacks,OS. 

They used t h e  OS concept t o  exp la in  t h e  o v e r a l l  

o rgan isa t iona l  phenomena. They considered t h e  f i r m  

a s  a  c o a l i t i o n  of members. Whosoever has  got  some 

s take  i n  t h e  f i r m  i s  a  member of t h e  coa l i t i on .  The 

func t ion  of t h e  management i s  t o  ensure t h e  v i a b i l i t y  

of t h e  c o a l i t i o n  ( thus  t h e  f i rm) .  The v i a b i l i t y  

of t h e  c o a l i t i o n  w i l l  be maintained only i f  t h e  

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

t h e  long-run " there  i s  a  tendency f o r  payments and 

demands t o  be equal."' However 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  o r d i n a r i l y  a  d i s p a r i t y  

between t h e  r e sou rces ' ava i l ab l e  t o  t h e  organisa t ion 

and t h e  payments requ i red  t o  maintain t h e  coa l i t ion .  

This  d i f f e r ence  between t o t a l  r esources  and t o t a l  

necessary payments i s  what ....( they)  ........ have 

c a l l e d  o rgan isa t iona l  s lack.  Slack c o n s i s t s  i n  t h e  

payments t o  members of t h e  c o a l i t i o n  i n  excess of 

what i s  required t o  maintain t h e  organisat ion.  Many 



i n t e r e s t i n g  phenomena occur  because s l a c k  i s  t y p i -  

c a l l y  no t  zero."2 T h i s  i s  a d e v i a t i o n  from t h e  

marg ina l  approach o f  n e o - c l a s s i c a l  t h e o r y  where 

t h e  s l a c k  i s  z e r o  a t  t h e  e q u i l i b r i u m  of t h e  firm. 

O r g a n i s a t i o n a l  s l a c k  i n  t h e i r  

model f u n c t i o n s  b o t h  t o  s t a b i l i s e  and adopt  t h e  

f i r m  t o  t h e  shocks  i n  t h e  economic environment by 

abso rb ing  a s i g n i f i c a n t  p o r t i o n  of  t h e  p o t e n t i a l  

v a r i a t i o n  i n  income d u r i n g  good t i m e s  and r e l e a s i n g  

a pool  of  emergency r e s o u r c e s  d u r i n g  bad t i m e s  t o  

r e t a r d  f r e q u e n t  upward and downward r e v i s i o n  o f  

a s p i r a t i o n  l e v e l s  r e s p e c t i v e l y .  Thus t h e  f i r m  

smoothens t h e  f l u c t u a t i o n s  i n  t h e  income s t reams.  3 

They have i d e n t i f i e d  d iv idends , sub-opt imal  p r i c i n g  

of products,waC;es,manaC;erial p e r q u i s i t e s , g ~ o w t h  o f  

t h e  f i r m  and p u b l i c  s e r v i c e s  a s  o r g a n i s a t i o n d l  s l acks .  

They have argued t h a t  , Ir t h 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  f a c t , i t  i s  not...Slack a r i s e s  from t h e  bargain- 

i n g  and d e c i s i o n  making process.. . .without consc ious  

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 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 , t h e  p r o c e s s  

i s  r e i n f o r c e d  because  it 'works '  a n d  i t  'works'  

p a r t l y  because it g e n e r a t e e  s l a c k , b u t  we have seen 

no s i g n i f i c a n t  ev idence  f o r  t h e  consc ious  r a t i o n a l i -  
- .  ..u 



2.4.0 Management slacks :- Williamson (1364) 

suggested that the managers maximise their awn 

utility,U,which is a function of output,manage- 

ment slack absorbed as staff,S,management slack 

absorbed as costs,M,and discretionary investment 

subject to a minimum required profits constraint. 

He has identified the following as organisational 

slacks ( he called them as management slacks ) : 

salaries of managers,other forms of monetary com- 

pensation such as bonuses,stock options,the number 

and quality ofstaff personnel who report to the 

managers,discretionary investment and the type and 

amount of managerial perquisites such as expense 

accounts,lavishly furnished ~ffices~chaffeur-driven 

limousines etc? Environment influences S and M 

positively; S and M influence U positively ; whereas 

lump sum tax,output tax,variable costs,fixed costs, 

profits tax,excise tax influence both S and M 

inversely; S influences the price of the products 

inversely and sales revenue positively but less than 

one. Williamson believes "contrary to Cyert and 

March - that managers consciously and intentionally 
create and bargain for organisational slack. Managers 

are motivated to achieve two sets of goals - the 
firm and their personal goals. Personal goals are 

directly related to income (salary plus bonus ), 



s i z e  of ~ t a f f  and c o n t r o l  over  a l l o c a t i o n  of 

resources.  To maximise personal  goals  while achie- 

v ing t h e  goals  of t h e  f i r m  r e q u i r e s  a  s l ack  envi- 

ronment. Thig sugges t s  t h a t  managers i n t e n t i o n a l l y  

c r e a t e  slack."6 However he has  not  suggested any 

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  of organisa- 

t i o n a l  s l a c k  except t h a t  it gives  u t i l i t y  t o  t h e  

managers. The concept of managerial u t i l i t y  i s  so  

broad t o  accomodate every poss ib le  explanation. 

2.5.0 Short-run p r o f i t s  :- Berle (1965) has 

pointed  out i n d i r e c t l y  t h e  o rgan isa t iond l  s l acks  

when he s t a t e d  t h a t , " a t  any given moment ...( t h e  

corpora t ion  i n t e r e s t e d  i n  t h e  long-run posi t ion) .  .. 
w i l l  s a c r i f i c e  a  po r t i on  of immediate p r o f i t ,  tt7 

which may take  many forms : add i t i on  t o  c a p i t a l ,  

a l l o c a t i o n  of resources  f o r  experimental opera t ions  

( research  and development) e t c .  He f u r t h e r  pos i t ed  

t h a t  t h e  s tock op t ions  are  "endeavours t o  so f t en  

t h e  impact of income r i s e s  o r  spread out  t h e  high 

pay o f  productive yea r s  t o  t ake  c a m  of administra- 

t o r ' s  dec l i n ing  years.  1, 8 

2.6.0 Prof i t s  margin : - Peterson (1965) pointed  

out  t h a t  "some p a r t  of t h e  margin ( i n  p r i c e )  but  

a  ve ry  small p a r t  of product value  and resource use,  



may be thought unnecessary t o  t h e  heal th  of t h e  

f i rm and thus  manipulable i n  non-profit  direct ions. . .  

and...where p r o f i t s  a r e  except ional  managers 

may indulge  i n  non-profit  l e ad ings  i n  g r e a t e r  degree 

....( and)...there may be occass ional  i n s t ances  of 

d e l i b e r a t e  worsening of t h e  revenue-cost r e l a t i o n  

.....( f o r  example) .... a needy employee is  kept  who 

is  not  worth h i s  pay. 119 

2.7.0 Budaetary s l acks  :- To Schif f  and Lewin 

(1968) t h e  budget p repara t ion  process  i s  a h igh ly  

p a r t i c i p a t i v e  e f f o r t  on t h e  p a r t  of a l l  manager id  

l e v e l s  and s i n c e  budgets a r e  c r i t e r i o n  f o r  measuring 

performance,by which they w i l l  be judged throughout 

t h e  year  and f o r  resource  a l l o c a t i o n , i t  c l e a r l y  

se rves  t h e  i n t e r e s t s  of t h e  management,and i t  barga- 

i n s  t o  incorpora te  varying degrees  of s l a c k  i n  t h e  

budget. "It became cumulat ively cer ta in . .  . t ha t  

buagetary s l a c k  can be incorpora ted  i n t o  both revenue 

and c o s t  p r o j e c t i o n s  and t h a t  i n t e r n a l  s l ack  may a r i s e  

through accounting adjustment , t170 

It may be noted t h a t  t h e y  have 

con t r ad i c t ed  themselves. A t  one p lace , they s t a t e d ,  

" w e  be l i eve  a s  does Williamson-Contrary t o  Cyert 

and March-that managers consciously  and in ten t ion-  



a l l y  c r e a t e  and bargain  f o r  o rgan i sa t i ona l  s l ack ,  1~11 

and a t  another , they have c o n t r a d i c t o r i l y  claimed 

and concluded that , I1our  r e s u l t s  amply support t h e  

behavioural  impl ica t ion  f o r  t h e  occurence of t h e  

s l a c k  a s  an unintended r e s u l t  of t h e  bu*et and 

c o n t r o l  system e s p e c i a l l y  where t h e  system i s  based 

on t h e  t r a d i t i o n a l  accounting model of t h e  f i r m . .  . . 
on t h e  b a s i s  of our p i l o t  s tudy  how management can 

and does c r e a t e  sLack t o  achieve a t t a i n a b l e  budgets 

and t o  secure resources  f o r  f u r t h e r i n g  t h e i r  personal  

goa l s  and des i res .  l f q 2  They "concluded t h a t  s l a c k  

may account f o r  a s  much a s  20 t o  25 percent  of 

d i v i s i o n a l  budgeted opera t ing expenses. 1 1 1  3 

2.8.0 P r i c e  :- L i n t e r  (1970) has i d e n t i f i e d  

p r i c e  of t h e  product a s  an o rgan i sa t i ona l  elack. 

He d e l i b e r a t e l y  "omits. .... any cons idera t ion  of 

adve r t i s i ng  o r  o t h e r  d i s c r e t i o n a r y  expenditures 

(and) h i s  firms use  p r i c e  reduct ion t o  reduce t h e  

var iance  of p r o f i t s .  1114 

2.9.0 Advert is ing :- Schramm and Sherman (1976) 

have demonstrated a  p l a u s i b l e  systematic  adve r t i s i ng  

response t o  v a r i a t i o n s  of demand.under condi t ions  of 

imperfect  information which w i l l  enable t h e  f i r m  t o  

reduce its p r o f i t  r i s k  i n  exchange f o r  some reduct ion 



i n  i t s  expected p r o f i t .  Such behaviour can be 

motivated i f  managers a r e  averse  t o  p r o f i t  r i s k  

and they  indulge i n  t h e i r  own preferences.  

2.10.0 Managers d i s c r e t i o n a r y  expenditures :- 

Jensen and Meckling's (1976) manager makes opera t ing 

dec i s ions  which maximise h i s  u t i l i t y .  "These decis-  

ions  w i l l  involve not  only t h e  b e n e f i t  he de r ive s  

from pecuniary r e t u r n s  but  a l s o  t h e  u t i l i t y  generated 

by var ious  non-pecuniary aspec t s  of h i s  entrepreneu- 

r i a l  a c t i v i t i e s  such a s  phys ica l  appointements of t h e  

o f f i c e , t h e  a t t r a c t i v e n e s s  of t h e  s e c r e t a r i a l  s t a f f ,  

t h e  l e v e l  of employee d i s c i p l i n e , t h e  kind and amount 

of c h a r i t a b l e  con t r ibu t ions ,persona l  r e l a t i o n s  

("love",  " respect"  e t c )  with employees,a l a r g e r  

than  optimal computer t o  p l ay  with,purchaae of 

production i npu t s  from f r i e n d s  e t c .  The optimum 

mix ( i n  t h e  absence of t axes )  of t h e  v a r i o u s  pecu- 

n i a r y  and non-pecuniary b e n e f i t s  i s  achieved when 

t h e  marginal u t i l i t y  derived from an add i t i ona l  

d o l l a r  of expenditure (measured n e t  of any produ- 

c t i v e  e f f o r t s )  is  equal  f o r  each non-pecuniary item 

and equal  t o  t h e  marginal u t i l i t y  der ived from t h e  

add i t i ona l  d o l l a r s  of a f t e r  t a x  purchasing power 

(wealth).  l r q 5  They suggested t h a t  t h e  consumption 

of non-pecuniary b e n e f i t s  ( p e r q u i s i t e s  - an organi- 



s a t i o n a l  s l ack )  i s  i nve r se ly  r e l a t e d  t o  t h e  

f r a c t i o n  of ownership held by t h e  managers. 

2.11 .O Branching :- Edwards (1977) f o r  t h e  

f i r s t  t ime has suggested bran- a s  a s t r a t e g y  

a s  an o rgan isa t iona l  s l ack  t o  i nc rea se  u t i l i t y  

enhancing expenditures on s t a f f , i n  a h igh ly  regula ted  

industry,Banking. Also he has given "an explana- 

t i o n  t h a t  has not  been advanced,however,is t h a t  t h e  

management of (monopolis t ic)  banks appropr ia te  

p a r t  of the  p r o f i t  through expense preference  

behaviour by paying themselves h igher  s a l a r i e s ,  

h i r i n g  execessive s t a f f , o r  being l a x  i n  t h e i r  

personnel supe rv i s ion , a l l  of which may enhance 

t h e i r  u t i l i t y  (and inc rease  c o s t s )  while lowering 

repor ted  p r o f i t a b i l i t y .  ,,I6 

2.12.0 P r i ce  s t a b i l i t y  :- Schramm and Sherman 

(1977) suggested t h a t  by keeping t h e  p r i c e  of t h e  

product s t a b l e  t h e  f i rm can reduce t h e  v a r i a t i o n s  

i n  t h e  p r o f i t s  which seem t o  p l ea se  t h e  riek-averse 

managers and i n  circumstances w i l l  a l s o  enhance t h e  

market value of t h e  firm. For i f  i n v e s t o r s  t a k e  

v a r i a t i o n s  i n  repor ted  p r o f i t s  a s  a r e f l e c t o r  of 

r i s k , c o n t r o l l i n g  t hose  v a r i a t i o n s  can reduce t h e  



apparent r i s k  and thereby enhance t h e  value of t h e  

f i rm f o r  a  given average p r o f i t s .  It i s  t o  be noted 

t h a t  un l ike  o the r s  t h e y  kept  t h e  p r i c e s  constant  

and t h u s  excluded p r i c e  from t r e a t i n g  it a s  an 

o rgan i sa t i ona l  s lack.  

2.13.0 Discre t ionary  expenditures :- Chr i s to f ides  

and Tapon (1979) incorpora ted  d i s c r e t i ona ry  expen- 

d i t u r e s  a s  o rgns i a t i ona l  s l acks ,uncer ta in ty  and 

r i s k  aversion e x p l i c i t l y  and developed a  model of 

t h e  f i rm wherein t h e  manager maximises t h e  u t i l i t y  

of expected p r o f i t s .  The f i rm uses  price,P,and 

per  u n i t  d i s c r e t i o n a r y  expendi tures ,S ,as  decision 

v a r i a b l e s  and a r e  "adjusted i n  o rder  t o  maximise t h e  
h 

c e r t a i n t y  equivalent  p r o f i t  TT (expected profits). . .  

t h e  f i r m  w i l l  p e r i o d i c a l l y  ad jus t  P and S optimally. ,,I 7 

They have a l s o  explained t h a t  " in  t h e  context  of 

imper fec t ly  competi t ive markets p r i c e  adjustments 

a r e  r e l a t i v e l y  in f requen t  ... t h e  f i rm will... . . . . .  

cons ider  p r ice  a s  given and at tempt t o  a t t a i n  a  

b e t t e r  mean-profit var iance  of p r o f i t  pos i t i on  

(a  higher  expected u t i l i t y )  by ad jus t i ng  per  u n i t  

d i s c r e t i o n a r y  expenditures.  "18 They def ine  "discre- 

t i o n a r y  expenditures t o  r e f e r  t o  every type  of expe- 

nd i tu r e  t h a t  t h e  f i r m s  a d j u s t  so  as t o  reduce 

p r o f i t  r i s k .  These expenditures may include adver t i s ing ,  



s e l l i n g  and a d m i n i s t r a t i v e  c o s t s  and li & D. ,119 
A 

Optimal l e v e l  of 3 i s  dec ided  a t  Ts = 0 9 20which 

w i l l  be g r e a t e r  unde r  u n c e r t a i n t y  t h a n  under  p e r f e c t  

c e r t a i n t y .  "Both i n  t h e  Behavioura l  t h e o r y  and o u r  

own t h e o r y  s l a c k  o r  p e r  u n i t  d i s c r e t i o n a r y  expen- 

d i t u r e s  a c t  a s  a  b u i l t - i n - s t a b i l i s e r  f o r  t h e  f i rm's  

a c t i v i t i e s .  One major d i f f e r e n c e  between o u r  t h e o r y  

and Cyer t  and March 's  i s  t h a t  i n  t h e i r  t h e o r y  s l a c k  

p l a y s  t h e  r o l e  of  a  s t a b i l i s e r  a u t o m a t i c a l l y .  ...... 
I n  our t h e o r y - o n  t h e  o t h e r  h a n d - p e r  u n i t  d i s c r e t i o n -  

a r y  e x p e n d i t u r e s  a r e  d e l i b e r a t e l y  a d j u s t e d  t o  a c h i e v e  

t h e  d e s i r e d  s t a b i l i t ~  i n  t h e  p r o f i t  r a t e s .  " 2 1 ~ e l a v a n t  

c o m p s r i t i v e  s t a t i c  p r o p e r t i e s  a r e  q > 3  ; q;, < 0 ; S 

S 7 0  ; where u  r e f e r s  t o  u n c e r t a i n t y .  
U 

2.14.0 Income smoothing :- Monsen and Downs (1965) 

were t h e  first t o  f i n d  t h a t  t h e  income s t r eams  i n  

management c o n t r o l l e d  f i r m s  , M C s , w i l l  be l e s s  v a r i a b l e  

t h a n  t h o s e  i n  owner c o n t r o l l e d  firms-00. T h i s  i m p l i e s  

t h a t  MCs smooth t h e i r  income streams.22 There  

h a s  been s e v e r a l  s t u d i e s  which e m p i r i c a l l y  v e r i f i e d  

and suppor t ed  t h i s  behaviour  s i n c e  t h e n  ( Monsen e t  a 1  

(1968),Kamerschen (1968),Radice (197I) ,Boudreaux 

(1977)  and H o l l  (1975). 



Lev and Runi tzky  (1974) observed 

t h a t  t h e  deg ree  of smoothness of accoun t ing  r e t u r n  of 

bo th  MCs and O C s  t o  be  s t r o n g l y  r e l a t e d  wi th  t h e  

s y s t e m a t i c  r i s k  of t h e  f i r m .  They a l s o  found t h a t  

sales,production,capital e x p e n d i t u r e s , d i v i d e n d s  

and e a r n i n g  s t r e a m s  were smoothed and were a l s o  

found t o  be  s i : : ;n i f icant ly  c o r r e l a t e d  w i t h  t h e  over- 

a l l  and s y s t e m a t i c  common r i s k  measures. Kamin and 

Ronen (1978) have s t a t e d  t h a t  "smoothing c a n  be 

e f f e c t e d  through a c c o u n t i n g  t e c h n i q u e s , w i t h o u t  

chanz ing  t h e  u n d e r l y i n g  e a r n i n g s  g e n e r a t i n g  g r o c e s s  ; 

it cou ld  a l s o  be  ' r e a l '  i n  t h e  s e n s e  a c c u a l  opera- 

t i n g  d e c i s i o n s  a r e  made t o  smooth t h e  f i r m ' s  i n p u t  

and o u t p u t  s e r i e s  which i n  t u r n , a f f e c t s  r e p o r t e d  

income. " 2 3  They found t h a t  under  h i g h  b a r r i e r s  t o  

e n t r y  (BTE) i n  t h e  i n d u s t r y  t h e  MCs smoothed more 

e x t e n s i v e l y  t h a n  t h e  OCs-Whereas O C s  smoothed more 

e x t e n s i v e l y  t h a n  MCs under  low BTE.ItUnder h i g h e r  

BTE ( B a r r i e r s  t o  E n t r y ) , b o t h  t h e  PlCs and O C s  have 

g r e a t e r  d i s c r e t i o n  ove r  d i s c r e t i o n a r y  expenses  s i n c e  

t h e y  g e n e r a t e  more t h a n  normal c o m p e t i t i v e  p r o f i t s  

t h a t  a l l ow them t o  c r e a t e  s l a c k  w i t h i n  which t h e y  

c a n  maneuver more f l e x i b l y  and e x t e n s i v e l y .  1124 

Ronen and Sadan (1981) have r e p o r t e d  

t h a t  "an i n f e r e n c e  t h a t  r e p o r t e d  income s e r i e s  has  

been 'smoothed' ove r  t ime  cou ld  be c o n s i s t e n t  w i t h  



two major t y p e s  of smoothing : ( 1 )  account ing  

smoothing which does  no t  r e s u l t  from c h a n ~ i n ~  t h e  

o p e r a t i n g  d e c i s i o n s  and t h e i r  t iming ,bu t  which 

a f f e c t s  income th rough  accountin[; d imens ions ,no ta -  

b l y  t h e  accoun t ing  r e c o g n i t i o n  of economic e v e n t s  

and t h e  accoun t ing  a l l o c a t i o r i  o v e r  f i s c a l  yeeiro 

and / o r  c l a s s i f i c a t i o n  of t h e  e v e n t ' s  e f f e c t s ;  

and ( 2 )  ' r e a l  s m o o t h i n ~ , t h a t  i s , a c t u a l  smoothing 

o f  t h e  f i r m ' s  i n p u t  and output  s e r i e s  th rough t h e  

making and timini.; of  operatini:; d e c i s i o n s .  1125 However 

Brooks and Buckmaster (1976) have observed t h a t  

" g r e a t e r  smoothness of s e r i e s  c o n t a i n i n g  a  m a t e r i a l  

d e v i a t i o n  from p r e v i o u s  l e v e l s  nay be niaiiagement 

induced o r  i n h e r e n t  i n  t h e  income de te rmina t ion  

process. .  ..(They) do no t  ma in ta in  t h a t  managemenl 

does  smooth income. u26 Also t h e y  have susgeotcd  

t h a t  "mana~ement  may engage i n  income manipula t ion  

behaviour  o t h e r  Lhan smoothing. w27 

2.15.0 S i z e  and market power of t h e  f i rm  :- 

G a l b r a i t h  (1967) p re sen ted  t h e  i d e a  t h a t  " a  s i g n i -  

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

( t h e )  p o s i t i o n  of market power ( h e l d  by 1 a i ; e  f i r m s )  

i s  t a k e n  i n  l ; ~  e  form of avoidin[;  u n c e r t a i n t y .  u2U Thus 

he i n d i r e c t l y  p o i n t e d  ou t  t h a t  p o t e n t i a l  p ~ o f i t s  

are d i f f u s e d  t o  s t a b i l i s e  t h e  p r o f i t  o t r e a ~ r ~  by t h e  



' t e c h n o c r a t e s ' .  L a t e r  s t u d i e s  by Caves and Yamey 

( I 9 7 l ) , ~ a l m e r  (1973) and l h n j i t  Sou (198LL) a l s o  

conc lude  and suppor t  t h e  same. For  example R a n j i t  

Sau observesfrom h i s  s t u d y  on I n d i a n  i n d . i s t r i e s  

t h a t  " t h e  p r o f i t  r a t e  v a r i e s  d i r e c t l y  :,,,it> t h e  

s i z e  of t h e  company ; what i s  more , the  a e ~ r e e  o f  

f l u c t u a t i o n  over  t i n e  (an measured by t t i  s t andnrd  

d e v i a t i o n )  v a r i e s  i n v e r s e l y  w i t h  t h e  s i z e  of t h e  

company. 'Po pu t  it d i f r e r e n t l y , l a r c e  c c q a n i e s  

succeded no t  o n l y  i n  g e t t i n g  a  h i c h e r  r a - e  of 

p r o f i t  , b u t  a l s o  i n  keepin(; i t  c o m p a r i t i l - f l y  s t a b l e  

ove r  t ime.  ,829 

2.16.0 account in^ smooth in^ :- Goraer e t  a 1  

(1366) e x p l i c i t l y  sui ;ges ted t h a t  t h e  t o ?  :macement 

behaved a s  i f  i t  were ' s m o o t h ~ n g '  r e p o r s e d  income 

and showed t h a t  " r e p o r t e d  income of t h e  L'.S.Ateel 

Corpo ra t i on  app rea red  t o  be smoothed th rough  j u d i c i o u s  

a p p l i c a t i o n  of  a c c o u n t i n g  methods. n30 S c i i f f  (1965) 

a l s o  "noted t h a t  nana:,cmenl a p p e a r s  t o  hsve  d e l i b e r a -  

t e l y  evened ou t  r e p o r t e d  income by d e c i s i o n s  t o  

expend o r  d e f e r r i n g  a d v e r t i s i n g  c o s t s  of new produc ts .  

T h i s  was a p p a r e n t l y  mo t iva t ed  by t h e  m a a ~ e m e n t ~ s  

d e s i r e  t o  p r o t e c t  an ima[;e of  company growth. ,,37 

Lewin and d e i d l e r  r e p o r t e d  t h a t ,  " ' iiicome :A!cinat;e~ent ' - 
t h e  d i s c r e t i o n a r y  u s e  of accoun t ing  metiiods - seem- 



i n g l y  p a i n l e s s  t o  a p p l y  and i s , t h e r c f o r e , p r e f e r r e d  

by t o p  management, "32 t o  smooth t h e  income s e r i e s  

of t h e  firm, " t o  t i le  d i f f i c u l t  a l t e r n a t i v e  o f  

c o r r e c t i n g  i n t e r n a l  pro'zlems t h a t  can be r a t i o n a l i s e d  

as t e q o r a r y .  "33 Caves (79?0) " a l s o  rev iews  a 

v a r i e t -  of p o l i c i e s  available t o  t h e  managers of 

f i r m s  2 o s s e s s i n g  market Gower who wish t o  avoid  

u n c e r t i i n t y  and a r g u e s  t k a t  l a r g e  firms a r e  r ~ o r e  

f r e q ~ e n t  u s e r s  o f  t h e s e  a o l i c i e s  t h a n  smal l  f i r m s  

w i th  l e s s  market power. As a  consequence.....expect 

l a r g e  f i r m ' s  p r o f i t s  t o  s e  more s t a b l e  ove r  t ime  

and t h e i r  mean p r o 3 t s  tc be lower  t h a n  t h e y  o tne r -  
=,L 

wise z i g h t  have Seen."' S a l l  and Watts (19'72) 

r e p o r t e d  t h a t  t h e  f i r m s  srzooth t h e i r  inconic s t reams 
7 

t h r o u ~ h  sub-mart ingale  process.35 Schramm and Sherman 

(1974) nave sugges ted  t h a t  t h e  management of Lhe 

f i r m  t e n d s  t o  use i ts  d i s c r e t i o n  i n  t h e  tirninv; 

of t h e  o p e r a t i n g  d e c i s i o n s  t o  a f f e c t  t h e  v a r i a -  

t i o n s  i n  t h e  p r o f i t s  stream. "Expendi tures  f o r  

a d v e r t i s i n ~  and r e s e a r c h  a c t u a l l y  call be used by 

t h e  f i r m  t o  r e ~ u c e  t h e  s t a n d a r d  d e v i a t i o n  of t h e s e  

r e p o r t e d  earn ings .  u36 Aaihud and Lev (1981) found 

manazers engaging i n  conglomerate  mergers t o  d e c r e a s e  

t h e i r  lar!:ely u r i d i v e r s i i i a b l e  ' employnent rrisl; ' . 
"Luch r i s k - r e d u c t i o n  a c t i v i t i e s  arc cons ide red  

h e r e  as manageria l  p e r q u i s i t e s  i n  t h e  corll,ext o f  



t h e  agency c o s t  model. 1'37 Amihud e t  a1 (1983) 

showed t h a t  income smoothill; was p r e v a l e n t  i n  

MCs a s  w e l l  as OCs. However i n  t h e  f o r ~ e r , t h e  

e x t e n t  of  smoothing was more and t h e  f i r m ' s  unique 

r i s k  and s y s t e m a t i c  r i s k  were l e s s  zhsn t h e  l a t e r .  

T h e i r  r a t i o n a l e  f o r  smoothing i n c c n e  s e r i e s  i s b h a t  

t h c  r i s k  a v e r s e  manager "blocked f x n  a i v e r s i f i c a -  

t i o n  of h i s  job income i n  o u t s i d e  r ;z-kets ,would 

be expected t o  a t t e m p t  t o  d i v e r s i f 7  h i s  ' ei:iployment 

r i s k '  i n t e r n a l l y  by p r o j e c t  s e l e c t i o n  o r  by ' income 

smoo th ing f , i n t ended  t o  s t a b i l i z e  t k a  i ' im's  income 

s t r eams  and thu- ,  , i n  t u r n , h i s  c m p l o p e n t  income. 1,38 

1. Cyer t  and March.op.cit. , p . 3 0 .  

2. Ib id . ,  

3 .  Thus t h e  concept  of incorce s m ~ o t h i n g  behaviour  

i m p l i e s  t h e  manipula t ion  of  o r ~ a n i s a + ; i o n a l  

s l a c k s  t o  s t a b i l i s e  t h e  orga-&sation. Thus 

t h e  s t u d i e s  d e a l i n f ;  wi . th  t h e  ;moothiill; hehaviour  

have a l s o  been reviewed. 

-, , ~ >  
4. Cycr t  and i.iarch.op.ciL. ,p .2c.  
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