
E C O N O M I C  L E V E R A G E  

4.1.0 THE CONCEPT AND IT; SCOPE : 

Economic Leverage can be def ined 

a s  cons i s t i ng  of a l l  those  ecoilornic Variables t h a t  

could be managed / manipulated t o  smooth t h e  income 

streams of t h e  firm. 'The ind iv idua l  v w i a b l e s  may 

be termed a s  Economic Leverage var iables .  

4.1 .I UHY DO WE NEED A NEW CONCEPT 'ECONOMIC 

LEVERAGA ? 

A new concept 'Economic Leverage' 

is needed s i n c e  ( i )  the  concept of o rgan isa t iona l  

s lack  i s  not  l o g i c a l l y  consistent; and l acks  general  

v a l i d i t y , ( i i )  Economic Leverage i s  wider i n  scope 

than organ isa t iona l  s l a c k , ( i i i )  and provides a 

d i s t i n o t  name t o  a l l  the  ' d i s c r e t i ona ry  expenditures.  11 

Economic Leverage not  only euibodies them but a l s o  

provides a purpose of excerc is ing t h e  d i sc re t i on .  



4.1.2 ECONOMIC LEVEHAGE VAHIIULES : 

The f ollowlng are the Economic 

Leverage variables identifled from the previous 

studies : managerial perquisites,public services, 

staff expenditure, office modernisation expenditure, 

administrative costs,factor costs,other costs, ca- 

pitalisation of new equipment costs,selling costs, 

travel e~penses~operating costs,investrnent outside, 

investment* in subsidiaries,workmen and staff welfare 

expenditure,deferred revenue expcnditure,financial 

levera~e,research and development expenditures,growth 

of the firm,capital expenditu~.es ,vulume of staff, 

expenditure on mqchanisatiori, overhead expenses, 

innovation,production,capacity utilisation,sales, 

product mix,stock options,payment and recovery of dues. 

4.2.0 HOW UO ECONOMIC LEVLI1AGE S'l'AUlLISLd THE 

INCOME STREAMS ? 

When the performance ,measured by 

the reported profits for example exceeds the target 

or smoothed reported profits durinc zood times 

Economic Leverage is deliberately created and 

manipulated,in this case,increaced,to smooth the 



r e p o r t e d  p r o f i t s .  T h i s  r e t a r d s  t h e  upward r e v i s i o n  

o f  a s p i r a t i o n s .  When t l ic  r e p o r t e d  prof  i t s  f a l l  

below t h e  smoothed r e p o r t e d  p r o f i t s  Economic Lev- 

e r a g e  i s  m a n a ~ e d , i n  t h i s  c a s e  r educed , so  a s  t o  r e l e a s e  

a  pool  of  r e s o u r c e s  t o  smooth t h e  r e p o r t e d  p r o f i t s .  

Thus Economic Leverage p e r m i t s  t h e  s s p i r a L i o n s  be 

ach ieved  and main ta ined .  Figure-+.I e x p l ~ i n s  

t h e  Economic Leverage mano;;ernent p r o c e s s  i n  t h c d e c i s i o n  

p r o c e s s  wherein T i n d i c a t e s t i m e  t r e n d ; D l = i n t e r i m  

d i v i d e n d ;  SDD = smoothed dividend;P13T=proL'its 

b e f o r e  t a x ; X I = r o p o r t e d  inccme;SXI=smoothed r e p o r t e d  

income ;BL=i.:conomic Leverage ;PA!iT=a f r a c t i o n  o f t h e  

,'A.li' , 

4.3.0 WHG C!tEATES ECCI.VdI.1IC Ii VERAGE DZLI2BRA'I'ELY ? 

Unl ike  Cyer t  and March,the p r e s e n t  

s t u d y  proposes  t h a t  i t  i s  b o t h  t h e  top  and t h e  below 

t h e  t o p  manaCement2 which d e l i b e r a t e l y  c r e a t e  and 

manipula te  Economic Leverace t o  p rov ide  s t a b i l i t y  

t o  t h e  income s t r eams  of t h e  f i rm.  

4.3.1 WHY ? 

The r a t i o n a l e  f o r ,  t h c  t o p  man:i;;ement, 

t h e  d e l i b e r a t e  c r e a t i o n  and ~ilona~jcri~ent of  Economic 



lDUtput Id r"iee~--o~E;~y 
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b ' i g  -4. I : Economic Leverage ;uld ' s~uootl i ir ig '  

p rocess .  



Leverage i s  f o r  t h e  s u r v i v a l  o f  t h e  e x i s t i n g  

management. The e x p l a n a t i o n  i s  a s  f o l l o w s  : at  

an e a r l i e r  s t a g e , i t  was d e r i v e d  t h a t  t h e  performance 

of  t h e  f i r m  may be  i n d i c a t e d  by t h e  p r o f i t s  s t r eams ,  

hence it is assumed t h a t  t h e  performance of t h e  

f i r m  i .e . ,  p r o f i t s  s t r eam i n f l u e n c e s  t h e  market  

v a l u e  of t h e  managers'  human c a p i t a l .  Higher  t h e  

performance h i g h e r  w i l l  be t h e  r e p o r t e d  p r o f i t s ,  

h i g h e r  t h e  market v a l u e  of  managers '  human c a p i t a l ,  

l ower  t h e  r i s k  of  t h e i r  s u r v i v a l  i n  t h e  f i rm ,h ig l i e r  

t h e  d i v i d e n d  p a i d  t o  Lhe e q u i t y  h o l d e r s  and lower  

t h e  r i s k  t o  t h e  s h a r e h o l d e r s .  Lower t he  performance,  

lower  w l l l  be t h e  p r o f i t s  s t ream,  lower t h e  market 

v a l u e  of t h e i r  human c a p i t a 1 , h i g h e r  t h e  s h a r e h o l d e r s '  

r i s k .  Thus f l u c t u a t i n g  / u n s t a b l e  p r o f i t s  s t r eam 

w i l l  r e s u l t  i n  f l u c t u a t i n ~  r i s k s  f o r  b o t h  t h e  

managers and t h e  s h a r e h o l d e r s .  

- S h a r e h o l d e r s  would p r e f e r  s t a b l e  

r a t h e r  t h a n  f l u c t u a t i n g  d iv idends .  Moreover , the  s tock-  

h o l d e r s  can  aiways d i v e r s i f y  t h e i r  r i s k  by h o l d i n g  

s t o c k s  a c r o s s  many f i r m s .  If t h e  dividel id  p a i d  i s  

c o n s i s t e n t l y  l ow, they  would p r e f e r  t o  go f o r  a l t e r -  

n a t i v e  inves tment  o p p o r t u n i t i e s  by d i s p o s i n g  o f f  t h e i r  

s tocks .  Thus , i f  most of  t h e  s t o c k h o l d e r s  d i s p o s e  o f 1  

t h e i r  s t o c k s , t h e r e  i s  a  p r o b a b i l i t y  t h a t  t h e  



d i s p o s e d  s t o c k s  may c o n c e n t r a t e  w i t h  t h e  o t h e r  

i n t e r e s t  ErCJups o r  r i v a l  S i r ~ u s .  T h i s  may e n d a n ~ e r  

t h e  s u r v i v a l  o f  t h e  e x i s t i n g  management, 

The manager can  n o t  d i v e r s i f y  h i s  

r i s k  l i k e  t h e  s t o c k h o l d e r s  because  he i n v e s t s  a 

s u b s t a n t i a l  amount of h i s  human c a p i t a l  and c a p i t a l  

w i t h  t h o  c o r p o r a t i o n  he manages. h ' l uc tua t ions  i n  

t h e  performance o f t h e  f i r m  a f f e c t s  h'is s t o c k  i n v e s t -  

ment i n  h i s  own f i r m y m a r k e t  v a l u e  o f  h i s  human 

c a p i t a 1 , r i s k  of his.  s u r v i v a l  i n  t h e  f i r m .  The re fo re ,  

t h e  ulnnager would be  expec ted  t o  reduce  h i s  r i s k  

i n t e r n a l l y .  It i s  where t h e  dconomic Leverage h e l p s  

t h e  mana(.;er. S i n c e  Economic Leverage absorb  s t h e  

p o t e n L i a l  v a r i a t i o n s  i n  t h o  performance of t h e  f irm, 

t h e  manager d e l i b e r a l - e l y  c r e a t e s  and manaces them 

t o  smooth t h e  performance of Lhe f i r m .  Thus smoothed 

performance w i l l  smooth t h e  di.vid,.,ilds- p a i d , r e d u c e  

t h e  r i s k  o f  s h a r e h o l d e r s  o s  we l l  a s  h i s  own r i s k  o f  

s u r v i v a l  and s t a b i l i s e s  t h e  market v d u e  o f  h i s  

human c a p i t a l .  Bes ides  t h e s e , t h e  manager gets.  t h e  

s e r v i c e s  of t h e  c a p i t a l  rnurlcet and rninimises t h e  

t w  c o s t s .  



The r a t i o n a l e , f o r  t h e  below t h e  

t o p  m a n a ~ e m e n t , i s  a s  f o l l o w s  : s i n c e  budget  i s  t h e  

c r i t e r i o n , a s  S c h i f f  and ~ e w i n ~  p u t  i t , b y  which t h e y  

( a l l  t h e  managers)  w i l l  be judged th rouehout  t h e  

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

p r o c e s s  i s  a h i g h l y  p a r t i c i p a t i v e  e f f o r t  011 t h e  

p a r t  of  a l l  t h e  manager ia l  l e v e l s ,  they i n c o r p o r a t e  

v a r y i n g  d e g r e e s  o f o r g a n i s a t i o n a l  s lock ,hence  Economic 

Leve rage , in  t h e  budget  i n t e n t i o n a l l y .  They do it 

d e l i b e r a t e l y  because  by do ing  s o , t h e y  smooth t h e i r  

own performance o r  marg ina l  p roduc t  and t h e r e b y  

i n c r e a s e  o r  s t a b i l i s e  t h e  v a l u e  of  t h e i r  human c a p i t a l  

b o t h  i n s i d e  t h e  firm and i n  t h e  manager ia l  l a b o u r  

market .  T h i s  w i l l  u1timnl;ely i n c r e a s e  t h e i r  o u t s i d e  

o p p o r t u n i t y  wage. S c h i f f  and Lewin s t u d i e d  t h r e e  

d i v i s i o n s  of  a f i r m  and found t h a t  t h e  d i v i s i o n  

c o n t r o l l e r  of  one o f  t h e  divis ionr ; ,who was an import-  

a n t  member of  t h e  ' f o r e - c a s t .  c o n m i t t e e l , i n i t i a t e d  

a programm o f f i c i a l l y  r e f e r r e d  t o  as ' p r o f i t  r e c o v e r y ' ,  

a  d e v i c e  used  by t h e  c o n t r o l l e r  fundamen ta l ly  t o  

p l a n  s l a c k  i n  t h e  budget.4 And s i n c e  " a l l  managers 

r e a l i v e  t h a t  t h e  manager ia l  l a b o u r  market u s e s  t h e  

performance of t h e  f i r m  t o  de t e rmine  each  manager ' s  

o u t s i d e  o p p o r t u n i t y  wage....each manager h a s  a s t a k e  

i n  t h e  performance of  t h e  manaGers 'above and below 



him and as a  consequence ,under takes  some m o u n t  of  

moni tor in ( ;  i n  b o t h   direction^."^ That i s  t h e y  make 

t h e i r  c o n t r i b u t i o n s  i n  c r e a t i n g  Economic Leverage 

and a l s o  "a l l  t h e  managers below t h e  v e r y  t o p  l e v e l  

have a n  i n t e r e s t  i n  s e e i n g  t h a t  t h e  managers choose 

p o l i c i e s  f o r  t h e . f i r m  which p r o v i d e  t h e  most p o s i t i v e  

s i g n a l s  t o  t h e  manager ia l  l a b o u r  market.l16 Thus,  we 

b e l i e v e  t h a t  bo th  t h e  t o p  management and a l l  t h e  

managers below them d e l i b e r a t e l y  c r e a t e  and mani- 

p u l a t e  Economic Leverage simultaneously t o  s t a b i l l s e  

t h e  r e p o r t e d  p r o f i t s , i n c o m e , s t r e o m s .  

The v e r y  purpose  o f  c r e a t i n g  and 

managing Economic Leverage i s  t o  smoothon t h e  

income s e r i e s .  Income s e r i e s  c o u l d  be  managed by 

( i )  managing p r o d u c t i o n  l c v c l s  and ( i i )  c o s t s .  For  

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

i n c r e a s e  i n  p r o d u c t i o n  and s a l e s  w i l l  i n c r e a s e  s a l e s  

revenue.  O r  by keep ing  p r o d u c t i o n  l e v e l  c o n s t a n t ,  

c e t e r i s  p a r i b u s , w i l l  l e a d  t o  a  c o n s t a n t  s a l e s  rovenue.  

O r  by  r e d u c i n g  p r o d u c t i o n  l e v c 1 , c e t e r i s  p a r i b u s , w i l l  

l e a d  t o  a r e d u c t i o n  i n  s a l e s  revenue.  Nanagemenl- o f  

p r o d u c t i o n  l e v e l  w i l l  a l s o  l e a d  t o  management of  c o s t s  



i n  t h e  s e n s e  h i g h e r  t h e  p r o d u c t i o n  l e v c 1 , h i g h e r  

w i l l  be  t h e  l a b o u r  c o s t s , r n a t e r i a l  c o s t s , s e l l i n g  

c o s t s  e t c  which a r e  Economic Leverace v a r i a b l e s .  Thus 

a l l  t h e  Economic L e v c r a ~ e  v a r i a b l e s  i n v o l v e  c o s t  

e lements .  The u l t i m a t e  r e s u l t  of t h e  c r e a t i o n  o f  

Economic Leverage w i l l  be  an  i n c r e a s e  i n  t h e  t o t a l  

manuf a c t u r i n g  c o s t s .  IIowever t l ie  amount of  t o t a l  

manufac tur ing  c o s t s  may be  due t o  ( i )  t h e  p r o d u c t i o n  

l e v e l , ( a n  Economic Leverage v a r . i o b l e s ) , ( i i )  t ime  

t r e n d .  Taking t h e  v a r i a b l e s  ( i )  and ( i i )  i n  t h e  

f o l l o w i n g  r e g r e s s i o n . m o d e l , t h e  amount of  Economic 

Leverage may b e  approximated. 

where PROUUCTIOW r e f e r s  t o  p r o d u c t i o n  leve1,YEA.R 

i s  Lhe t ime  p e r i o d , Y , t h e  a c t u a l  t o t a l  m a n u f a c t u d n g  
A 

c o s t s , Y , i s  t h a t  p a r t  of  t h e  t o t a l  manufac tur ing  c o s t s  

which i s  due t o  t h e  p roduc t ion  l e v e l  and t h e  t i m e  .. 
t r e n d  i.e. ,  t h e  e x p l a i n e d  v a r i a t i o n , n  and 13 a r e  

A 

pa rame te r  c o e f f i c i e n t s , e  i s  t h a t  p a r t  of t o t a l  manufac 

t t l r i n g  c o s t s  whi.ch i s , c o n s i d e r e d  t o  b e  because  o f  

t h e  c r e a t i o n  of ,Economic Leverace.  

Iiobievec L t i i s  me Lhod of  a p p r o x i i ! ~ a t i n ~  

t h e  amount of Economic Leverage i s  subjec,L t o  a  

l i m i t a t i o n .  The amount o f  ficonomic Leverage c a n  b e  



approximated on ly  from a t ime s e r i e s  of observat ions .  

It i s  n o t  p o s s i b l e  t o  approximate i t  wiLh two o r  

t h r e e  y e a r s  da ta .  Once the r e g r e s s i o n  equat ion  i s  

es t ima ted  i t  becomes e a s i e r  f o r  approximation. 
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