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SMOCTHING AND CLABSINICATION O FILRMS

5.0.0 METHODOLOGICAL ANALYSTLS

A distinction is drawn between
management controlled firms,MCgs,and owner controlled
firms;OCs,and it is suppested that "this separation
causes the motivation of owdaers 1n wmany cuses Lo be
quite different from that ol managers,”q and that
"motivation is considerably more important in influ-
encing efficiency in the economy as a whole."2 A
number of studies have empirically showed that the
effects of separation of ownership and control on
the performuance is significant. This chapter attempts
to show that the criteria used to classify the firms
into MCs and 0OCs in the past have been less satisfa-
ctory and so inadequate. An alternative criterion

is suppested for the purpose.
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5.1.0 BEFFECTS OF CONUTROL 1YPe ON THE PERFORMANCE
O THE FIRMS

Sele1 Traditional IMirms (Tﬂgf :~ The salient

features of the Traditional model of the firm are :
(i) the firm is run by the owner cum manager whose
objective is to maximise profits ;(ii) he has
perfect knowledge on information which are cost-free;
(iii) free entry and exit in the warket; (iv) price
is decided ét'the point when the marginal revenue

equals the marginal cost of the product.

The assumption (i) implies the
absence of separation of ownership ana control and
that the resulting prolfits iv soluely due to the top
management,the owner cum muanapger. 'he impacl of those
below the top manager on prolil is assumed to be
zero. ‘'he top management does not indulgje in dissi-
pating potential profits to smooth the profits
stream i.e., ne does not maintain,crcate and manipu-
late,organisational slack or Lconomic Leverapge. "In
conventional econonic theory sluck is zero at least
at equilibrium, In trecatements of managerial economics,
attention is ordinarily focused on only one part of
slack - payments to owners - and 1t is assumed that
other slack is maintained at zero.“4 vince organisa-

tional slack is zero and income smoothing behuviour
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iz absent,no effort "is taken ut any level to smooth
the profits stream it may imply that profit are

maximised.

Various studies clussify firms into
MCs and OCs, By OCs they refer to the profit moximisin
(traditional) firm. These traditional firms are
called as OCs may be because '''s are run by the sole

OWHGI‘.5

5.1.2 Modern rirms :- Criticisws of the tradi-

tional model ofthe firm lead Lo the formulation of
alternutive models of the firm. Yhe main features

of ull these thcories are (i) the ownership of the
firm is separated from control i.e., the owner and
manapger is not one and the same person as is obvieus
from TFipgure.5.1,(ii) hence the motive of the manager
differs from that of Lhe owner,(iii) organisational
slack is preéent and hconce incomce smoothing phenvuienon

and (iv) profits are not maximisecd.

52,0 CLASSIVICATION CRIVERLA 4O AR SUGGESILED

Larlier studies clusscified the
firms into OCs and MCs based on the percentage of

equity holdings by a proup / family / party etc.
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Table—B.f gives the criteria used in the carlier
studies. These studies seem to ascume that (i) if
a group of individuals can elcct the top management
of the rirm,the top management will act on behalf
of these equity holders,owners, Yhe interests of
these owners and the selected top munapgement does
not conflict and that the top management is consid-
ered equivalent to traditional owller manager.

(ii) The profits performence is solely duc to the
influece of the top management and nothing else.
herelore these firms are called as 0Cs, If any
particular group does not hold 20 % or wore of the
equity,as Berle and.Means used,then it is assumed
that there is no particular interest group To select
the top wanagement to act for their inlerests i.c.,
the interests of the owners and thal of the top
management may conflict. In Chis case,siuce the
decisions are taken by the top manageuent,these
firms are called as MCs, Becuause Ly 'control of the
firm*' they refer to "the power to select or chanje
management6....which iz of latent nature and ig
determined by the¢ dictribution of the firm's voting

uecurities."7

A1l these utudies assumed that the

ownership is separatedfrom conlrol,in the case of
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Table-5,1:Clagsification criteria of firms.,

Studies by _ year 0C (%) MC(%)

Berle and Means 1952 H » 20 H< 20

Monsen et al 1968 H 210 (wbr) Hsisg

~ H 220 (nbr)

Radice 1971 H <15 (wbr) H<5

Boudreaux 1993 H 10 (wbr) H<59
H 220 {(nbr)

Palmer 19753 H 2%0 (soc) H<10
10 H <£29.9 (woc)

Amihud and Kamin 1978 H 30 (soc) H <10

Kamin and Ronen 1978 H 730 (soc) H <10
10<1£29,9 (woc)

Amihud et al 1983  H Y10 (wbr) H{ 59

H 220 (nbr)

§ = if there is no recent evidence of owner control;
H = voting stockholding of a group/block/family etc;
wbr = witnh Board Representation;nbr = without Board
Representation;OC = owner controlled firm,MC = manage-
ment controlled firm;woc = weak UC;Goc = strong OC.
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MCs,and that thére ig no sepuration of top
manag;ecment's control over deciciong and Lhe resul-
tinpg performance i.e., the impact of Lhose below
the top manapement on Lhe performunce of the firm
1s zero which,in fact,is not."All the munagers
realise that the managerial labour market uses the
performance of the firm to determine each manager's
outside opporbunity wapge...(and thus)eee....eeach
manager has a stake in the perforuance of the
managers above and below himyas a consequence,
undertakes some amount of monitoring in both direc—
tions,..{and thuat)...all the managers below the

top level have an interest in seeinp that the top
manapgers choose policies for the firm which provide
the most gositive uiimals Lo the manajerial labour
market.”8 Bince "budget is Lhe crieterion by which
they (beiow the top management) will be Jjudged
throughiout the year and Tor resource allocalion,...
(and since)....budzet preparation proecess is a
highly participative effort on the part of all the
managerial levels,“9 they incorporate varying depgrees
of 'slack' in the budpet deliberately. Because by
doing so they smoothen the firm's performance and
therefore their own performunce. wchiff{ und Lewin

(1968)have provided a strong empirical support for
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the impact of the manapement (below the top)

on the cost and revenue projections which sipgni-
ficantly affect the profits,performance,of the

firm., They have roughly estimated that 'slack'

may account for as much as 20 to 25 % of divis-

ional operating expenses which sipgnifies,beyond
doubt,the significant impact of the key managers
below the top level,had on the profits of the firm.
Yor instance they reported that " the proup controller
of division Arestimuted that slack in the administra-
tive personnel category ol the division was between

10

20 to 30U percemt.” "Phis behaviour seems universal

amony; mauosgers : it occurs in protfitable and unpro-
fituble companics,whelher stable or :;;J:'owimg;.."1'1

how it may be obvious that all the managess at all
levels below the top wunupcuwent also pluy a dominant
or significant role in affectiny; the performance of
the firm. This is supported by evidence presented

by Kamin and ltonen (1978) wherein they found OCs,
which algso clussified by the percentapge distri-
bution of voting stockholding criterion,smooth income
more extensively thun FCs under low barriers to

entry into the market, The impact of the below the
top management both in thetraditional and the

modern firms is portrayed in PFigure-5.2.
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The top manapement is being

selected by a specific interest group owning a
significant percentape of equilby ishardly refutable.
However there are evidences that the top manageuent
also has a certain percentage of equity,whutsoever
small may it be  ,as sometimes required by the Laws.
In this case the top managewents are ulso the owners
of the firm in a strict sense,olften a neglected fact
in the earlier studies. Thercforc calling any modern

corporution as MC raises serious doubts.12

(1) A modern firm,clussified as OC
implies that the interests of the top mauagement
and that of the owners coincide and thal zero
organisational slack,hence absence of income snoothing
plhienomenon,is incorporated in the decisions to
influence the profits peclformance ofthe firms,(ii) a
modern firm classified as MC implies that the inter-
ests of the top wmanagement differs from the inter-
ests ol the oﬁners and that positive orgunisational
slack is incorporated by the top management and
hence results iﬁ income usmoothing behaviour. In both
the cases (i) and (ii) the impact of the wmanagement
below the very top level on the profits performance

is not taken into sccount ol,which will add a newer
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insights. At an easrlier staje it was found that the
income smoothing behaviour is universal with all the
managers'at ull levels in gll the [irms. Therefore,
whether the interests of owners coincide with the
interests of the top manapement or not,the below

the top menagement engages in creating and incorpo-
rating organisational slack und Lhus effect income
smoothing significantly implying non-maximisation

of profits. That is even i1f the firm is owner-
controlled,classified by the equity holding distri-
bution criterion,profits are smoothed rather thun.
maximised., Moreover the equily holainyg critérion
does not cover the impact of the below the top
management on the profits performance, Thus classi-
fying firms,which exhibit non-owner behaviour i.e.,
non-maximisation of profits,by equity holding crite-
rion alone,into OCs becomes less satisfactory and
less valid. After all,it was only to distinguich the
non-profit maximising firms,exhititing incomne
smoothing behaviour basicully due to the divorce of
ownership and control,from the owner controlled
profits maximising firms,lhat Cthe concept of
'management controlled [irms' was piven birth to.
This idea has been portrayed in {ijure-Y.3%. lowever

it is Lo be noted that it is the resuliing proifits
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Fig - 5.3 : Owners,Management and performance,




performance behuviour bugically lecad to Lhe
distinction between owner controlled (profit maxi-
mising) and manapgement eontrolled (non-maximisa—

tion of profits) firms.

5¢3.0 PROPOSED ALTERNAVIVE CRIVERION

An alternative criterion is
ﬁroposed to clascify firms into Traditional ones
(TFs),profit maximisation,and Non-Traditional ones
(WTFs),non-maximisation of profits,rather than
OCs and MCs because of four reasons : (i) the basic
purpose of classgifying firms into OCs and MCs is to
distinguish the nature of the firm's profit muximi-
sation behaviour,(ii) the Traditional theorelic firm
was,run by the ocwner cum manager,called only as
OCs; whereas in modern firms the top management also
1s a owner,since they too have voting stocks,was
called only as MUs. ''he Corwer case ipnhores the
managgerial role of the owner whercus Lhe later
suppresses the owership role of the managers. Thus
the terms 0Cs and MCs are less appropriate to use,
(iii) in the "'nexus of contructs' perspectives
ownership of the lirm is an irrelavent concept.

Pispelling the tenacioug notion that the firm is
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owned by its security holders is iuportunt

because it 1s first step toward understuanding that
control over a firm's decisions is not necessarily
the province of security holders."’]5 "I'he¢ corporation
18 a legal entity that serves as Ghe nexus for

a set of contracts among independent apents. Une
implication of this view is thal the corporation has
no owners, Instead,stockholders are agents in the
nexus of contracts who specilise in I‘isls:—-bearing."/'4
(iv) Almost all thc modern firmsarc managed by
professional managers atleast below the very top

level management.

Positive organisational slack
implies the dissipation of potential prolits to
smooth profits stream ofthe firm l1.e., non-maxi-
misation of profits. Converscly nou-non-maximlisation
i.e.,maximisation of profit will be impliéd by the
absence of income smoothing - zero organisational

slack or Lconomic Leverage - behaviour.

since profit maximisation-non-smoo-
thing, of profits- behaviour is termed as 1Fs
and.non-maximisation —-smoothing of profit - behuviéur
is termed as NTFs,the prgposed criterion may be

logically derived as :



If the lncobd ohnecthing bohaviowr is

present the fipm moy be elupcified as a
nun=traditional ane WU'F o I Ghe sooothing
babhaviour ia abgent,the [hra say be classilfied
83 a troditiotel one , ¥ _.

If the ansothiog bebhavicur is absent it may imply
Elat the tep manopanent iz 'truditicnal? ordented
gnd thet it could aluao aeffectively cocotral tha

cooothing affects of tha below the top mARGEEBOE L.

The anoething phenoponon i, e,
sreation and manipulation of Loencmic Leverope can
ko found cut by the Collowing prooedure @ (i) the
observed net oporating  dncooe 0L, of the firn orer
a pariod of time say bo dovegendedl by Lhe rollowits

equatiosn i

Hl::l.'[it-g+u.1'+q

whers H'EIILt is Ghw not operuting ingoag of tha At
Lirih of tho £ th sour; 4 abd B ars payvamebars,

@ is the reandom teru ortho doviation of bthe HOL
Ieom ite crend;? is the year,(ii) the cbscrved net
operat ing <08t H0E,aver & peried of tioo are

dotrended by the following squabion o



NOEit = cl + 4 T + £

where NOEit is the net operating expenditures of the

ith firm for the t th year;c and d arceparameters;
£ iy the random term or the deviation of NOL from
its trend.(iii) Correlation cocfficient technique
may be applied on the deviations e and f to test
for the smoothing behaviour. 2 Smoothing (of
reported income series) would be implied if the
above (below) trend valuc of NCI were associated
with the above (belowj trend valuce of NOE.qG

(iv) Appq%riate test of significance could be
applied to test the sipnificuance of the computed

coefficients.

One possible objecltion for this
criterion may be that the fifm could be classified
into TF and NTF only aftcr a period of time. That
iz a newly born firm could not be classified using
this criterion, However we maintain that after all
the behaviour of the [irm could be studied , as all
the studies do,to get sipgnificant results,only by
observing the firm over a period of time. Thus this

criterion stands as a better alternative.
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1. For example,Mason (19%d),wWilliamson (1964)
and Monsen and bDowns (1965).

2. Monsen et al (1968),p.455.

5.,  The firm in the Traditional theory of the firm
i.e., profit maximising firm has been called
here as a traditional firm.

4, Cyert and March.,op.cit.p. 37.

5; In the Traditional theory of the firm,the owner
ic algo the manager (top uanvgement) i.e., the
same person plays a dual role of being the owner
and wanager,

0. Monsen et al,0p.Cit.,p.457.

7. Ibid.,

8. ‘Fama,op.cit.,p.293.

e Bchiff and Lewin.op.cit.,p.b50.

10. Ibid., p.62.

11. Ibid.,

12. It is to be remembered here %hat though the
Traditional firm was run by the owner cum manager
it is called as Owner coatrolled (0C) neglecting
his role as the 'manuger' which would be Justified
if it is called as owner cum munager controlled
ones,

13. Fama.op.cit.,p.290.



14,

’]5-

16.

12

Jensen and Ruback (198%),p.4%.

It is assumed that finding tbe smoothing beha-
viour by the sugpested procedure indicated

the deliberate creation and manipulation of
organiéatiénal slacks, That is the NOE (total
manufacturini; costs may also be takem ) is
assumed to indicate the presence,and constitutes,
of organisational sloacks or Lconomic Leverajie.
There is a possibility that the positive
correlation coetficients muay be attributed to
the functional relationship betwecen income

and expenditures. ‘l'o minimise this problem,the
costs ol sales may be excluded from the HOL

as Amihud et al (198%) have supgested,






