
A d i s - t i n c t i o n  i s  drawn between 

management c o n t r o l l e d  firms,MCz,and owner c o n t r o l l e d  

I irms,OCs,and i t  i s  zu;:!;ested thnb " t i~ i s  s e p n r a l i o n  

c a u s e s  t h e  m o t i v a t i o n  of owrlerl: i n  Inany c : ~ s e s  LO be 

q u i t e  d i f  t 'erent f r,om t h a t  01 inauai;ers, "I and t h a t  

"mot iva t ion  i s  c o n s i d e r a b l y  inore i ~ n p o r t a n t  i n  i u f l u -  

encin:: e f f i c i e n c y  i n  t h e  economy as a whole."' A 

number of s t u d i e s  have e m p i r i c a l l y  showed t h a t  t h e  

e f f e c t s  of s e p a r a t i o n  of ownership and c o n t r o l  on 

t h e  performance i s  s i g n i f i c a n t .  Th i s  c h a p t e r  a t t e m p t s  

t o  show t h a t  t h e  c r i t e r i a  used t o  c l a s s i f y  t h e  firms 

i n t o  MCs and 0Cs i n  t h e  p a s t  have been l e s s  s a t i s f a -  

c t o r y  and s o  inadequa te .  An a l t e r n a t i v e  c r i t e r i o n  

i s  sub ;~es t ed  f o r  t h e  purpose. 



5.1 .I ' P rnd i t l ono l  Firms ('l'il'r. :- The s a l i e n t  

f e a t u r e s  of  t h e  T r a d i t i o n a l  model o f  t h e  firm a r e  : 

( i )  t h e  f i r m  i s  run  b y  t h e  owner cum mluia[i;er whose 

o b j e c t i v e  i s  t o  rnaximise p r o f i t s  ; ( l i )  he  has  

p e r f e c t  knowledge on i n f o r m a t i o n  which u r e  c o s t - f r e e ;  

( i i i )  f r e e  e n t r y  and e x i t  i n  t i le  i i l uke t ;  ( i v )  p r i c e  

i s  d e c i d e d  a t  ' t h e  p o i n t  when t h e  marg ina l  revenue  

e q u a l s  t h e  marg ina l  c o s t  of  thd produc t .  

The a s s u ~ ~ i p t i o n  ( i )  imp l i en  t h e  

absence  of  s e p a r a t i o n  of o:i~iercllip ariu c o r ~ t r o l  a d  

t h x t  t h e  r e s u l t i i i g  p r o r i l ;  i s  solely due -Lo t h e  t op  

manae;ement,the owner cum miula[i;er. 'l'he impncl- of t h o s e  

below t h e  t o p  rnanapr  or1 pro1i.L i s  assumed t o  be 

zero.  The t o p  management does  n o t  i n d u l g e  i n  d i s s i -  

pa.Ling p o t e n t i a l  p ro .E i t s  t o  smooth t h e  p r o f i t s  

stream i . e . ,  he d o e s  no t  mai r l t a i r i , c rca te  a n d  liianipu- 

l a t e ,  o r g a n i s a t i o n a l  s l a c k  o r  Ecoriomic Leverage. " I n  

c o n v e n t i o n a l  econo~nic t h e o r y  s l a c k  i s  ze ro  aL l e a s t  

a t  equ i l i b r ium.  I n  t r c a t e m e n t s  oi' 111anagerial economics, 

a t t e n t i o n  i s  o r d i n a r i l y  I'ocuzed or1 on ly  one p a r t  of 

s l a c k  - payments t o  owners - and it i s  acsumed t h a t  

o t h e r  sxnclc is m a i n t a i n d  a t  zero.'lL'. S i n c e  o r ~ a n i s a -  

t i o n n l  s l a c k  i s  z e r o  atid income sm~otl i ini ; .  behaviour  



i s  a b s e n t  ,no e f f o r t  ' is  t a k c n  a t  any l e v e l  t o  smooth 

t h e  p r o f i t s  s t r eam i t  may imply  t h a t  p r o f i t  a r e  

max imi~ed .  

Var ious  s t u d i e s  c l a s s i f y  f i r m s  i n t o  

MCs and O C s .  By ClCs t h e y  r e l ' e r  t o  t h e  p r o f i t  m z x i m i s i q  

( t r a d i t i o n a l )  f i r m .  These t r a d i  t i o n a l  f i r m s  a r e  

c a l l e d  as O C s  mag be because Tb's a r e  r u n  by  t h e  s o l e  

owner. 5 

5.1.2 M o d ~ n  Firms :- C r i t i c i s u l s  of  t h c  t r a d i -  

t i o n a l  111ode1 o f t h c  f i r m  l e a d  Lo thc  rorrnu1ai;ion of 

a 1 t ~ ; r n i i t i v e  model; of  t he  f i rm.  The lnclin f e a t u r e s  

of a l l  t h e s e  t i ~ c o ~ i e s  a r e  ( i )  t h e  ownership o f  t h e  

f i r m  i s  s e p a r a t e d  from c o n t r o l  i . e . ,  t h e  owner and 

manager i s  n o t  one and t h e  same person  a s  i s  obvious  

from F i g u r e - 5 . l , ( i i )  hcnce t h e  u ~ u ~ i v e  o f  l h e  1nanaL;er 

di l ' i 'ers  f rom t h a t  of  Lhe owner. ( i i i )  o r g a n i s a t i o n a l  

s l a c k  i s  p r e s e n t  and hcnce incomc ;u ioo th i r i~  pllenuuienon 

and ( i v )  p r o f i t s  a r e  n o t  nil;ciulised. 

E a r l i e r  s t u d i e s  c l u s z i i ' i c d  t h e  

f i r m s  i n t o  OCs and MCs based on t h c  p e r c e n t a c e  of 

e q u i t y  h o l d i n ~ s  by  a : , roup / f a m i l y  / 1;ar ty  e t c .  



l l heo ry  of t h e  f i r l n J  
I 

-- 

f i r m s  can  n o t  

.- 

ownership from \ c r i t i c i s m  
c o n t r o l  c o n t r o l  

a l t e r n a t i v e  t h e o r i e s  

revenue maximisa t ion  
~ r o w t h  maximisa t ion  
s h a r e h o l d e r  w e a l t h  

maximisnt i o n  
u t i l i t y  maximisat ion 
Denavioural  t h e o r y  
manager ia l  t h e o r y  
o r g a ~ i i s a t i o n a l  t h e o r y  

maxirnise o r o f  i ts  

suooth ing  phenomenon 

ow~Ler(cuin manager) ,  
c a l l e d  a s  OC 

Fig-5.1 : T r a d i t i o n a l  atid Bon-Yiraditional 

Firms. 



Table-5.1 g i v e s  t h e  c r i t e r i a  used i n  t h o  e a r l i e r  

s t u d i e s .  These s t u d i e s  seem t o  as::ume t h a t  ( i )  i f  

a  group of i n d i v i d u a l s  can e l c c t  t h a  top  ruana~ernent 

of t h e  r i r m , t h e  t o p  rnanageueul w i l l  a c t  on beha l f  

of  t h e s e  e q u i t y  holders ,owners .  Yhe i n t e r e s t s  of 

t h e s e  owners and t h e  s e l e c t e d  t o p  1fisnq;ement does  

not  c o n f l i c t  m d  t h a t  t h e  t o p  mar~ui;ement i s  consid-  

e r e d  e q u i v a l e n t  t o  t r a d i t i o n a l  owner niarlager. 

( i i )  The profi t : ;  performance i s  s o l e l y  due t o  t h e  

i n f l u o c e  of Lhe t o p  mariagement and n o t h i n g  e l s e .  

Ihe re l ' o r e  t h e s e  f i rmu a r e  c a l l e d  as OCs.  I f  any 

p a r t i c u l a r  group does  n o t  ho ld  2 G  $ o r  illore o f  Lhe 

e q u i t y , a s  B e r l e  and .f.leans u s e d ; k t ~ e ~ ~  il; is assumed 

t h a t  t h e r e  i s  no p a r t i c u l a r  i n t e r e s t  i;r.oup t o  s e l e c t  

t h e  t o p  u~al~agernent t o  a c t  L'DL. t 1 i ~ i . F  i n k r e s t s  i .c . ,  

t h e  i n t e r e s t s  o f ,  t h e  owners and thal ,  of  t h o  t o p  

managelllent may c o n f l i c k .  I n  Lhis  c a s e ,  s i n c e  t h e  

d e c i s i o n s  a r e  t a k e n  by t h e  t o p  rnanageuent,tliese 

firms o r e  c a l l e d  a s  MCs.  i k c a u s e  by ' c o n t r o l  of  t h e  

f i r m '  t h e y  r c f e r  t o  " t h e  power t o  s e l e c t  o r  chani,'e 

6 rnanagemcnt . . . .which i s  01 la-LenL- n a t u r e  and i s  

de te rmined  by t h e  d i - t r i b u k i o n  01 t h e  firm's v o t i n c  

s e c u r i t i e s .  1t7 

A l l  t h e s e  s t u d i e s  aszuriled t h a t  t h e  

ownership i s  separatedfroin  conLro1, in  t h e  c a s e  o f  



Table-5.1:Classification criteria of firms. 

Studies by year OC ($1 MC ($) 

Berle and Means 

Monsen et a1 

Radice 

Boudreaux 

Palmer 

Amihud and Kamin 
Kamin and Ronen 

Amihud et a1 

H b20 HG 20 
H &'lo (wbr) H .< 5 S 
H b20 (nbr) 
I i  (15 (wbr) H <5 
H -'.I0 (wbr) H 650 
H 11.20 (nbr) 
H 230 (SOC) 11 < 10 
10,'- H c.29.9 (woc) 
H 'i30 (soc) H (10 
I1 b30 (soc) H (10 
1b<rX29.9 (WOC) 

H 210 (wbr) H,< 5' 
tI >20 (nbr) 

- -- -- 

§ = if there is no recent evidence of owner control; 
H = voting stockholding of a ~l;roup/block/farnily etc; 
wbr = witn Board Representationinbr = without Board 

Representati0n;OC = owner controlled firm,MC = manage- 

ment controlled firm;woc = weak OC;Uoc = strong OC. 



NCs,and t h a t  t h e r e  i s  no s e p a r ~ ~ t i o n  o f  t o p  

mana:;cuicnt's c o n t r o l  ove r  deci:..ionu slid Lhe r e s u l -  

t int ;  performance i . e . ,  t h o  i m p x t  of Lhose below 

t h e  top  manaceolent on ihe  perl'ormuilce of  t h e  r im  

i s  z e r o  i i h i ch , in  f a c - t , i s  no t . "Al l  t h c  m m a c e r s  

r e a l i s e  thn-l- t h e  n1anai::erial 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-berrnine each  manager ' s  

o u t s i d e  o p p o r t u n i t y  wage ...( and thus) . .  ..... each 

mnnaC;er has a s-taicc i n  t h e  perforiiiancc o f  t h e  

managers above and below him,ns a  consequcace,  

under  l:akes some amount of rnonit o r i n g  i n  b o t h  d i r e c -  

t ions . . . (and t h n t ) . . . a l l  t h e  manacers below t h e  

t o p  l e v e l  have an i n t e r e s t  i n  ::eein[; t h a t  t h c  t o p  

manaGkrs choose p o l i c i e s  f o r  t h e  f i r m  which p rov ide  

t h e  most p o s i t i v e  :;i,j;nals Lo thu  manal;erial l a b o u r  

market .  118 Mince " b u d ~ e t  i s  Lhe c r i e . t e r i o n  by  which 

t h e y  (beiow t h e  t o p  uanapn len t )  w i l l  be judced 

th rouk;~~out  t h e  y e a r  and f o r  rc:;our3ce al locabion. . . .  

(and s i n c e )  .... budze t  p r e p a r a t i o n  p r o c e s s  i s  a 

hi[;hly p a r - t i c i p a t i v e  e f P o r t  on l-hc ;iart o f  a l l  t h e  

manage r i a l  t h e y  inco=*porute  v a r y i n g  d e g r e e s  

of  ' s l s c k '  i n  t h e  budc;et d e l i b e r n k e l y .  Because by 

do ing  s o  t h e y  smoothen t h e  f i r m ' s  perforlnuice and 

t h e r e f o r e  t h e i r  own p e r f o . r n ~ ~ i ~ n c e .  Lcll iff  u d  Lewi.n 

( lg68)have  provided  a  s t r o n g  e m p i r i c a l  s u p p o r t  f o r  



t h e  impact of t h e  management (below t h e  t o p )  

on t h e  c o s t  and revenue p r o j e c t i o n s  which s i g n i -  

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

f i r m .  They have rout , ; l~ly  e s t i m a t e d  t h a t  ' s l a c k '  

may account  Tor as much a s  2U t o  25 ,; of d i v i s -  

i o n a l  o p e r a t i n g  e p e n s e s  which s i i ; n i f i e s ,beyond  

doubt , t h e  s i g n i f i c a n t  impoc-t of  t h e  key nianilgers 

below t h e  t o p  leve1, t iad on t h e  p r o f i t s  of  the  f i r ~ n .  

For i n s t a n c e  t h e y  reporbed  t h a t  " t h e  group c o n t r o l l e r  

of  d i v i s i o r i  A e s t i m a t e d  t h a t  s l a c k  i n  t h e  adrn in is t ra -  

t i v e  pc r sonne l  c a t e g o r y  ol' t he  d i v i s i o n  was between 

20  t o  3L percen t .  " I 0  "This  b e h v i o u r  s e e u s  u n i v e r s a l  

amontl; niall:ii;ers : it occui-s i n  p r o f i t a b l e  and  unpro- 

f i t a b l e  cornpanics,vhelher s t a b l e  o r  y;rowing. ,,I1 

bow i - t  may be obvious - t l~a - t  all t h e  m u n a p r s  nt a l l  

l e v e l s  below t h e  top ul~~na~;c~oer i t  a l s o  p luy  o dominant 

o r  s i g n i f i c a n t  r o l e  i n  a f f e c t i n g  t i le  performance 01 

t h c  f i rm.  P h i s  i s  suppor ted  by ev idence  p r e s e n t e d  

by Kamin and i?onen (1978) whcrcin t h e y  found O C s ,  

which a l s o  c l u s s i f i w l  by t h e  per.centuge d i s t r i -  

b u t i o n  of v o t i n g  stoclcholdini; c r i t e r i o n ,  smooth income 

more e x t e n s i v e l y  t h a n  PiCs under low b a r r i . e r s  t o  

e n t r y  i n t o  t h e  market. The impact of t h e  below t h e  

t o p  managemen-t b o t h  i n  t l i e t r u d i t i o n a l  and t h e  

modern f i r m s  i s  p o r t r a y e d  i n  Figure-5.2. 



p o s i t i v e  
m p y t  ( 1  ze ro  impact 

7 
p o s i t i v e  z e r o  organisa-  
o r g a n i s a t i o n a l  d e c i s i o n s  t i o n o l  s l a c k  

excep t  p r o f i t s  

p resence  of 
income smoothing 
behaviour  r' -- 

Fig - 5.2 : T r a d i t i o n d  and Modern 

i'irlos d d  t h e  i l lpac t  of 

below t n ~  t o p  mnnoi;ement. 



The top  runnai;emen-t i s  b e i n g  

s e l e c t e d  by a s p e c i f i c  i n t e r e s t  group owning a 

s i g n i f i c a n t  pe rcen tage  o f  e q u i t y  i::hardly r e f u t a b l e .  

However t h e r e  a r e  ev idences  t h a t  t h e  t o p  mana~e~ t l en t  

a l s o  h a s  a c e r t a i n  p e r c e n t a g e  o f  e q u i t y , w t ~ a t s o e v e r  

small may it be  , , a s  somet in~es  r e q u i r e d  by t h e  Laws. 

I n  t h i s  c a s e  t h e  t o p  managements a r e  n l s o  t h e  owimrs 

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

i n  t h e  e a r l i e r  s t u d i e s .  T h e r c f o r c  c a l l i n [ ;  any modern 

c o r p o r a t i o n  a s  MC r a i s e s  s e r i o u s  doubts .  12 

( i )  A modern I ' i r m , c l o s s i f i e d  a s  OC 

i m p l i e s  t h a t  t h e  i n t e r e s t s  of t h e  t o p  mal~a;.eu~ent 

and t h a t  of Lhe owners c o i n c i d e  aid t h a t  z e r o  

o r g u n i s o - t i o n a l  s l a c k , h e n c e  absence  of  income smoothing 

p l~eno i~~enon ,  i s  incorpora1;ed i n  t h e  d e c i s i o n s  t o  

i n f l u e n c e  t h e  p r o f i t s  perrormnnce oi ' the S i r m s , ( i i )  a 

modern firm c l a s s i f i e d  as MC i m p l i e s  tho't t h e  i n t e r -  

e s t s  o f  t h e  t o p  ~ n a n a ~ e m e n t  d i f f e r s  from t h e  i n t e r -  

e s t s  oC t h e  owners and t h a t  p o s i t i v e  ori l ;orl isat ional  

s l a c k  i s  i n c o r p o r a t e d  by t h e  t o p  manageitlent and 

hence r e s u l t s  i n  income .moothin{; behaviour.  I n  b o t h  

t h e  c a s e s  ( i )  and ( i i )  t h e  impact  ol t h e  irlanagement 

below t h e  v e r y  t o p  l e v e l  on t h e  l r o f i t s  performance 

i s  n o t  talcen i n t o  r:ccount ol',wlucli w i l l  add a  nawer 



i n s i g h t s .  A t  an e u r l i c r  s tnL;e  i - L  was found  t h a t  t h e  

income smootliing behaviour  i s  u n i v e r s a l  w i t h  a l l  t h e  

managers a t  a l l  l e v e l s  i n  a l l  t h e  C i r m s .  'Therefore ,  

whether  t h e  i n t e r e s t s  of owners c o i n c i d e  w i L h  t h e  

i n t e r e s t s  of t h e  t o p  management o r  no t  , t h e  below 

t h e  t o p  management engages i n  c r e a t i n g  and incorpo-  

r a t i n g  o r g a n i s a t i o n a l  s l a c k  and tlius e f f e c t  income 

smoo-thinis s i g n i f i c a n t l y  implying non-ruaxiroisation 

of p r o f i t s .  That  i s  even i f  t h e  f i r m  i s  owner- 

c o n t r o l l e d , c l a s s i f i e d  by t h e  e q u i t y  h o l d i n g  d i s t r i -  
0 

b u t i o n  c r i t e r i o n , p r o . C i t s  a r e  ~IU00thdd r a t h e r  t h a n  

maximised. Moreover L-hc e q u i t y  holriin:, c r i t e r i o n  

does  n o t  cove r  t h e  impact of t h e  below t h e  t o p  

management on t h e  p r o f  its p e r f  orn~cince. Thus c l o s s i -  

f y ing  firms , which e x h i b i t  nail-owner beliaviour i. e. , 
non-maximir;ation o r  p r o f i t s , b y  e q u i t y  ho ld ing  c r i t e -  

r i o n  a l o n e , i n t o  OCs  becomes l e s s  s a t i s f a c t o r y  and 

l e s s  v a l i d .  A f t c r  a l 1 , i t  was o n l y  t o  d i s t i n ~ y i s h  t h e  

non-prof i L  maximising f i r m s  , e x h i b i t i n g  income 

smoothing behaviour  b a s i c a l l y  due t o  t h e  d i v o r c e  o f  

ownership and cont ro1 , f rom -the owner- c o n t r o l l e d  

p r o f  i t s  maximising f i r m s  ,Lhnt t h o  concept  of 

'management c o n t r o l l e d  I ' i ~ m s '  wan g iveu  b i r t h  t o .  

T h i s  i d e a  h a s  been p o r t r a y e d  i n  1ci;;ure-5.3. However 

i t  i s  t o  be no ted  t h a t  i t  i s  t h e  r e s u l t i n g  p r o f i t s  



Board 01 D i r e c t o r s ,  
, s t o c k h o l d e r s  1WD ,,prof e s s i o n s l  

managers 

-- 
801) a l s o  nas  a c e r t a i n  
$ 01 vo t ing  s t o c k ,  
whutsoe r e ~ ,  s m a l l ,  hence 
t n e y  a r e  a l s o  owners 

i s  p r o f  it rnaximisa- 
t i o n  i . e . ,  ze ro  
o r g n n i s a t l o n a l  
s l a c k  excep t  prol ' i t : :  

$. 
t h e n  BOD i s  a l s o  
' t r a d i t i o n a l '  i n  t h e  
s e n s e  t h e y  a r e  a l s o  
~r~i l~la l ;ers-cu~~-owner ' s  
(Lop lnilrlnl ;emcnt ) 

. . .. . . -~ 

-- 
below-the- 
t o p  manage- of income smootnmg 
ment - oenaviour  (T1p)  

I 

F i g  - 5.3 : Owners,Management and performance. - 



performance behuviour  b a s i c a l l y  l e n d  Lo Lhe 

d i s t i n c t i o n  bc tveen  0wnt.r c o n t r o l l c d  ( p r o f i t  maxi- 

misin(;) and manqyement oon~Lro l l ed  (non-rnaximisa- 

t i o n  of p r o f i t s )  f i r m s .  

An a l t e r n a t i v e  c r i t e r i o n  i:, 

proposed t o  c l a s ~ i f y  Sirrns l n t o  T r a d i t i o n a l  oncs 

( T P s ) , p r o f i t  maximisat ion,and Non-Tradi t iona l  ones  

( ~ T P S )  ,non-maximisat i o n  of p rof  i t s  , r a t h e r  t h a n  

O C s  and MCs because  OX f o u r  r e a s o n s  : ( i )  t h e  btlsic 

purpose  of c lasn i fy in i , .  firms i n t o  O C s  and PlCs i s  t o  

d i s t i n g u i s h  t h e  n a t u r e  of  t h e  firm's p r o f i - t  maxiii~i- 

sa-Lion b e h a v i o u r , ( i i )  t h e  T r a d i t i o n a l  t h e o r e l ' i c  f i r m  

was,run by t h e  owner cum munai;er~,colled o n l y  a s  

OCs; whereas i n  modern f i r m s  t h e  top mnns~;enient a l s o  

i s  a owner ,s ince t h e y  t o o  h:ive v o t i n c  ~ ;Lc~L, s ,was  

c a l l e d  on ly  a s  N C s .  The ro rue r  c u e  i;.;no2es t h e  

managerial r o l e  of t h e  owner whel>cas b l le  l a t e r  

s u p p r e s s e s  t l ic  owership r o l e  of t h e  mana~;ers. Thus 

t h e  t e rms  O C s  and MCs a r e  l e s s  a p p r o p r i a t e  t o  u se ,  

( i i i )  i n  t h e  " 'nexus  of  c o n t r a c t s '  p e r s p e c t i v e s  

ownersliip of t h e  Sirm i s  a n  i r r e l n v c n t  concept.  

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



owned by i t s  s e c u r i t y  h o l d e r s  i s  impor tan t  

because  it i s  f i r s t  s t e p  toward unders thnding  t h a t  

c o n t r o l  ove r  a firm's d e c i s i o n s  i s  n o t  n e c e s s a r i l y  

t h e  p rov ince  of secur'ty ho lde r s .  "" "?he c o r p o r a t i o n  

i s  a l e g a l  e n t i t y  t h a t  s e r v e s  a s  t h e  riexus f o r  

a s e t  of c o n t r a c t s  amone independent  a ~ e n t s .  One 

i m p l i c a t i o n  of t h i s  view i s  t h a t  t h c  c o r p o r a t i o n  has  

no owners. I n s t e a d , s t o c k h o l d e r s  a r e  a g e n t s  i n  t h e  

nexus of c o n t r a c t s  who s p e c i l i s e  i n  r i sk -bea r ing .  ,114 

( i v )  Almost a l l  t h e  modern f i r m s a r o  m a n a ~ e d  by 

p r o f e s s i o n a l  managers a t l e a s t  below t h e  v e r y  t o p  

l e v e l  mana~emerit. 

. . 
P o s i t i v e  o r g a n i s a t i o n a l  ; l ack  

i m p l i e s  t h e  d i s s i -pa t ion  of y o t e n b i a l  p r o C i t s  t o  

smooth p r o f i t s  s t r eam o f t h o  firm i.e. ,  non-maxi- 

m i s a t i o n  of p ro f  i t s  . Gonvcrsc.1 y noil-non-mzirnisation 

i .e . ,maximisat ion of p r o f i t  w i l l  be imp l i ed  by t h e  

absence of income smoothing - z e r o  o r g a n i s a t i o n a l  

s l a c k  o r  Cco:~omic Levorage - bchnviour.  

S i n c e  :prof i t  m:ixiriiisotion-non-smoo- 

t h i r i ~  of p r o f i t s -  behaviour  i s  tcrlriod as 'Cllls 

and non-maximination -smoothing of p r o f i t  - behuviour  

i s  termed as NTPs,the proponcd c r i t e r i o n  may be 

l o g i c a l l y  d e r i v e d  a s  : 



I f  t h e  income smoothing behaviour  i s  

p r e s e n t  t h e  f i r m  may be  c l u s : , i f i e d  a s  a 

n o n - t r a d i t i o n a l  one ,I.ill'P . If t h e  srnooL-hing 

behaviour  i s  a b s e n t  , t h e  r i m  may be c l a s s i f i e d  

a s  a t r a d i t i o h n l  one , T L ~  . 

I f  L-he smoothing behaviour  i s  a b s e n t  it may imply 

t h a t  t h e  t o p  management i s  ' t r a d i t i o n a l '  o r i e n t e d  

and t h a t  it could  a l s o  e f f e c t i v e l y  c o n t r o l  t h e  

smoothing e f f e c t s  01 t h e  below Lhe t o p  ~narlagemcnt-. 

The smoothing phenomenon i. e. , 
c r e a t i o n  and m a n i p u l a t i o n  of  Economic Leverace can  

be  found o u t  by t h e  i ' o l lowin~ ,  procedwc : (1) t h e  

observed  n e t  o p e r a t i n g  iiLcollie ,1101, of t l lc  I i r m  uver  

a  p e r i o d  of t i m e  may bc  d c t r e n d o d  by l-ho I o l l o w i n ~  

e q u a t i o n  : 

N U i t  = a + I3 T + e 

where l'lOIit i s  t h e  ne-t o p e r a t i n y  income 01 t h e  i t h  

f i r m  of t h e  t t h  year; a and I3 a r e  ~ ~ a r m e t e r s ,  

e  i s  t h e  random terrrl o r t h e  d e v i a t i o n  of t h e  1101 

from i ts  t r e n d ; T  i s  l-he gear, ( i i )  t h e  observed  n e t  

o p e r a t i n e  costs;NOE,over a p e r i o d  of  tiinc a r e  

d e t r e n d e d  by t h e  i'ollowilll_; equal- ion : 



where NOEit i s  t h e  n e t  o p e r a t i n g  e x p e n d i t u r e s  of  t h e  

i t h  f i r m '  f o r  t h e  t t h  y e a r ; c  and d  a rcparamel -e rs ;  

f i s  t h c  random t e rm o r  t h e  d e v i a t i o n  of I\lOE from 

i t s  t r e n d . ( i i i )  C o r ~ e l a t i o n  c 0 e f f i c i e n . t  t e c h n i q u e  

may be a p p l i e d  on t h e  d e v i a t i o n s  e  and f t o  t e s t  

f o r  t h e  smoothing behnviour." Smoothing ( o f  

r e p o r t e d  income s e r i e s )  would be in lol ied i f  t h e  

above (below) t r e n d  va lua  o f  BGI were a s s o c i a t e d  

w i t h  t h e  above (below) t r e n d  v a l u e  of  NOU. 16 

0 
( i v )  AppIfpriate t e s t  of s i g n i f i c a n c e  cou ld  b e  

a p p l i e d  t o  t e s t  t h e  s i r ; n i f i c u n c e  of  t h e  computed 

c o e f f i c i e n t s .  

One p o s s i b l e  o b j e c t i o n  f o r  t h i s  

c r i t e r i o n  may be t h a t  t h e  f i r m  c o u l d  be c l a s s i f i e d  

i n t o  TI? and NTF o n l y  a f t c r  a p e r i o d  of  tinic. That 

i s  a  newly born f i r m  cou ld  no t  be c l a s c i i i e d  u s i n g  

t h i s  c r i t e r i o n .  However we m a i n t a i n  t h a t  a f t e r  a l l  

t h e  behaviour  of t h e  rirm c o u l d  bc s t u d i e d  , a s  a l l  

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

o b s e r v i n g  t h e  firm over  a  p e r i o d  o f  time. 'l'hus t h i s  

c r i t e r i o n  s t a n d s  as  a b e t t e r  a l t e r n a t i v e .  



For  example,Mason (1958) , i J i l l i m s o n  (1964) 

and Monsen and Uowns (1965). 

Monsen e t  a 1  (1968),p.435. 

The f i r m  i n  t h e  T r a d i t i o n a l  t h e o r y  g f  t h e  f i r m  

i .e . ,  p r o f i t  maximisinc f i r m  ha s  been c a l l e d  

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

Cyer t  and March.0p.cit.p. 37. 

I n  t h e  T r a d i t i o n a l  t h e o r y  of t h e  f i r m , t h e  owner 

i:: a l s o  t h e  manager ( t o p  ~~~aiagcmerl l - )  i .e . ,  t h e  

same person  p l a y s  a d u a l  r o l e  of be ing  t h e  owner 

and UanalTer. 

Mansen e t  al ,op.ci t . ,p.457.  

I b i d . ,  

Pama,op.cit.,p.293. 

S c h i f f  and Lewin.op.cit.,p.56. 

I b i d . ,  p.62. 

I b i d . ,  

It i s  t o  be relnembered h e r e  t h a t  though t h e  

T r a d i t i o n a l  f i r m  was r u n  by t h e  owner cum manager 

it i s  c a l l e d  a s  Owner c o n t r o l l e d  (OC) n e g l u c t i n ~  

h i s  r o l e  a s  t h e  'mana je r '  which would be j u s t i f i e d  

i f  it i s  c a l l e d  a s  uwrlar cum muna,er c o n t r o l l e d  

ones.  

Fama.op.cit. ,p.290. 



14. Jenseri and Ruback (1983) ,p.43. 

15. It i s  assumed t h a t  firidin(; tile sn~oo th ing  beha- 

v i o u r  by t h e  sugt;ested procedure  i n d i c a t e d  

t h e  d e l i b e r a t e  c r e a t i o n  and n~anipula - t ion  o f  

o r g a n i s a i i o n a l  s l a c k s .  Yhat i s  Lhe 14OE ( t o t a l  

nianufacturin;; c o s t s  may a l s o  be taken  ) i s  

assumed t o  i n d i c a t e  t11e yresence ,and  c o n s t i t u t e s ,  

of o rgan isa - t iona l  s l a c k s  o r  Econoinic Leverage. 

16. There i s  a p o s s i b i l i t y  t h a t  t h e  p o s i t i v e  

c o r r e l a t i o n  coe f f i c i e i lLs  may be a t t r i b u t e d  t o  

t h e  f u n c t i o n a l  r e l a t i o n s h i p  between income 

and e x p e n d i t u r e s .  To miniiuise t h i s  problern, the 

c o s t s  01 s a l e s  may be excluded from t h e  d0E  

a s  hnihud e t  a 1  (1983) hove sul;zested.  




