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SUMMARY
summary of Thesis submitted for Ph.D. degree
by Salem Ismail EI.-HOSSADE
on
Management of Annual Reported Income in the U.K.:

The Search for Indicators

The main purpose of this research was to ascertain

whether users of reported income are receiving measurement of
past activity that is free from management bias.

This research consisted of two major parts, namely the
theoretical and the empirical.

In the theoretical part, attempts were made: (i) to
determine the roots of the theoretical propositions for empirical
lnvestigation and (1i) to examine, theoretically, the assertion
that managers are able to manipulate reported results through
acceptable accounting means.,

In this part, 1t was argued that managers of listed
fims are more likely to smooth reported income and bias their
accounting policies towards income-increasing methods, while
managers of unlisted firms are more likely to bias their
accounting policiles towards 1income-decreasing methods., Also it
was argued that managers are able to manipulate reported income
through acceptable accounting means.

In the empirical part, an attempt was made to determine
the relative adherence of listed and unlisted firms to one of
three reporting strategies, namely smoothing of, increase of and

decrease of reported 1ncome. In this regard, two principal



hypotheses were developed and tested.

The first hypothesis stated that the proportion of
listed firms with relatively smooth income streams is
significantly higher than that of unlisted firms. The empirical
findings are consistent with this hypothesis for all objects of
smoothing considered in this research. Furthermore, the results
suggest that ordinary 1income 1s the most common object of
smoothing among listed firms.

The second hypothesis was that there is a significant
difference 1in the means of the profitability rate between the two
sets of firms.

The empirical findings are consistent with this
hypothesis. Also, the magnitude and the direction of the
differences in the profitability rates indicate that listed firms
report higher profitability rates than unlisted firms and the
observations of the profitability rates among listed firms are
more concentrated around their means than those of unlisted
firms.

Based on the findings of thls research, 1t 1s

justifiable to conclude that users of reported 1income are

receiving measurement of past activity that 1s not free from

management bias.
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ABSTRACT

The maln purpose of this research was to ascertain
whether users of reported income are receiving measurement of

past activity that is free from management bias.

This research consisted of two major parts, namely the
theoretical and the empirical.

| In the theoretical part, attempts were made: (i) to
detemine the roots of the theoretical propositions for empirical
investigation and (11) to examine, theoretically, the assertion

that managers are able to manipulate reported results through
acceptable accounting means.

In this part, 1t was argued that managers of listed
firms are more likely to smooth reported i1income and bilas their
accounting policiles towards i1ncome-increasing methods, while
managers of unlisted firms are more likely to bias their
accounting policies towards income-decreasing methods. Also 1t

was argued that managers are able to manipulate reported income
through acceptable accounting means.

In the empirical part, an attempt was made to determine
the relative adherence of listed and unlisted firms to one ot
three reporting strategies, namely smoothing of, increase of and
decrease of reported income. In this regard, two principal
hypotheses were developed and tested.

The first hypothesis stated that the proportion of
listed firms with relatively smooth income streams 1s
significantly higher than that of unlisted firms. The empirical
findings are consistent with this hypothesis for all objects of
smoothing considered in this research. Furthermore, the results
suggest that ordinary income is the most common object of
smoothing among listed firms,

The second hypothesis was that there is a significant
difference in the means of the profitability rate between the two
sets of firms. |

The empirical findings are consistent with this
hypothesis. Also, the magnitude and the direction of the
differences in the profitability rates indicate that listed firms
report higher profitability rates than unlisted firms and the
observations of the profitability rates among listed firms are
more concentrated around their means than those of unlisted
firms.

Based on the findings of this research, 1t 1s
justifiable to conclude that users of reported 1income are
receiving measurement of past activity that 1s not free from
management bilas.




Chapter 1

INTRODUCTION

In modern accounting, the income determination process

1nvolves two steps:

1. Identification of the revenues properly attributable to the
period reported upon, and
2. The matching of the corresponding costs with the revenues of

that period.

However, these two steps are governed by generally
accepted accounting principles which are far from uniform, and
much leeway exists 1in their selection, interpretation and
application. In fact R. Chambers estimated that it is possible
to measure the income of a given firm by using any one from as
many as 30,000,000 figures all determined according to acceptable

accounting princ iples....l

Of course, there have been changes,
since then, towards narrowing acceptable accounting principles,
but the number of possible combinations still remaining is large.
This diversity of accounting alternatives has produced the
concept of accounting risk upon which L. Bernstein has had the
following to say:

"This risk 1s inherent in the existence of alternative
accounting principles, the loose criteria which define

1. Chambers, R., "A Matter of Principle", The Accounting
Review, 41, (July 1966), p.443-57



thgn, and the consequent loose standards of practice,
This lack of assurance about the principles used or the
method and rigor of their application may lead to a

wilde variety ff results and hence to a great degree of
uncertainty,"

The exlstence of such a type of risk nhad led some
Observers to suggest that management may seek to and succeed in
distorting reported income..,2 The 1dea behind such distortions is
that management may present their results as they want them to
be, rather than portraying economic results in the fairest or
least biased fashion. Thus the environmental problem, to which
this study is related, is the income distortion that may be
occurring 1f management set out to and succeed in managing
reported 1ncome. The presence of this potential problem means
that users of reported results may be misinformed, and hence the
conclusion follows that firms' reports may contain information of

dubious quality. Such conclusions could have at least two

related consequences:

1. Bernstein, L., Financial Statement Analysis Theory
Application and Interpretation, R. Irwin, Inc. 1974, p.33.

2. For example see:

- Gordon, M., "Postulates, Principles and Research 1n
Accounting", The Accounting Review, April 1964, p.251-63.

- Schiff, M., "Accounting Tactics and the Theory of the
Firm", Journal of Accounting Research, vol. 4, No.l, Spring

1966.

-~ Smith, E., "The Effect of the Separation of Ownership from
Control on Accounting Decisions", The Accounting Review,

Oct. 1976.

- Dhaliwal, D., Salamon, G., Smith, E., "The Effect of Owner
Versus Management Control on the Choice of Accounting



1. The 1mmediate usefulness of such reports will be

questionable, and

2. Lack of information is widely regarded as a source of market

1imperfection and hence such misinformation will hinder the
mobllisation of resources and their allocation to soclally
productive uses. In this regard, we can argue that
investors will not be able to compare alternative

1nvestments and hence théy cannot maximise their expected

wealth.

Purpose of the Studx

The central purpose of this study is to ascertain

whether users of reported income are receiving measurement of

past activity that 1s free from management's bias. Accordingly,

an answer 1s sought to the following main question of this study:

DO managers act to use accounting alternatives to serve

non-accounting ends?

In thils regard, literature suggests that there are at

least three possible non-accounting ends which might be sought as

follows:

L. Managers may seek to 1ncrease early reported 1ncome at the
expense of the future reported income.

2. Managers may seek to decrease early reported 1income to
benefit the future reported 1income.

3. Managers may seek to smooth reported income sO as to report

a stream 0of 1ncome with a smaller variation from a



predetermined trend than would otherwise nave appeared.

The aim of this study is, therefore, to investigate

whether the above ends are in fact sought and whether they appear

actually to be obtained. Consequently, the following related

questions are also addressed in this study:

l. Why, theoretically, might managers seek to "manage" reported

lncome in the three manners outlined above?

2. Can, theoretically, such behaviour be expected to be

successful?

3. Is there empirical evidence to suggest that such behaviour

QCcCcurs?

Significance of the Study

Econamic theory emphasises the important role of
information when searching for the most efficient use of
resources by simply assuming that perfect knowledge of the market

1S availlable. In this regard, S. 0Ozga has suggested the

possibility that:

... Knowledge may nQt be perfect has never been
seriously faced up to'".

On the other hand, lack of information has been widely
regarded as a source of market 1imperfection. For example,

[eftwich has stated that:

1. Ozga, S., "Imperfect markets through lack of knowledge",
Quarterly Journal of Economics, February 1960, p.29.



"Investo:_:s make mistakes when they lack knowledge of
alternative 1nvestment opportunities... Lack of

knc?wledge also may prevent potential resources from
belng channelled into resource supply categories in

which thiy willl contribute most to net national
product"”.

The 1mportant role of accounting information for
1nvestment analysis in the U.K. has been re-emphasised in a

recent study by J. Arnold and P. Moizer (1984). They concluded

that:

"As milght be expected, the most influential
sources are perceived to be the company's annual profit
and loss _account and balance sheet and its interim

results."?

The study 1s about the quality of accounting
information and hence, 1f 1t can be shown empirically that
managers manipulate reported results, then it can be suggested
that market 1mperfection may exist. To support the above
assertion, we may argue that, just as the lack of information has
been wildely regarded as a source of market imperfection, so too
are the limitations 1in the quality of available information where
decision-makers may not only be informed or uninformed, they may
unknowingly pe misinformed.

In the past three decades, management manipulation of

reported results has been the subject of a growing number of

1. Leftwich, R., The Price System and Resource Allocation,
Holt, Rinehart and Winston, New York, 1966, p.304.

2. Arnold, J. and Moizer, P., "A Survey of the Methods used by
U.K. Investment Analysts to Appraise Investment 1n Ordinary
Shares", Accounting and Business Research, Summer 1984,
p.202.




accounting and non-accounting studies, especially in the U.S.A.
The early two contributions in this area were the works of 8.

Hepworth (1953) and M. Gordon (1964). Hepworth argues that

owners and creditors of an enterprise will feel more confident

towards a corporate management which is able to report stable
earnings than towards those reporting unstable ones.+ Although

not advocating income manipulation, Gordon stated that:

... @ MmManagement should, within the limits of its
power, 1.e. the latitude allowed by accounting rules,

(1) smooth reporte<2'3 income, and (2) smooth the rate of
growth 1n income."

A number of empirical studies have followed, for
example, Copeland and Licastro (1968)3, Cushing (1969)4, S1impson

(1969)5, Wwhite (1976)6, Morris and Breakwell (1975)7, Imhoff

e L £ X £ I _r__TFr 3 X N X N X" R ¥ K ¥ "3 ¥ F ¥ F ¥ " F T F F T E R R T R W R R R g g g g N

l. Hepworth, S., "Smoothing Periodic Income", The Accounting
Review, January 1953, p.33.

2. Gordon, M., op.cit. p.262.

3. Copeland, R. and Licastro, R., "A Note on Income Smoothing",
The Accounting Review, July 1968.

4, Cushing, B., "An Empirical Study of Changes in Accounting
Policy", Journal of Accounting Research, Autumn 1969.

5. Simpson, R., "An Empirical Study of Possible Income
Manipulation", The Accounting Review, October 1969.

6. White, G., "Discretionary Accounting Decilsions and Income
Normalisation", Journal of Accounting Research, Autumn 1970.

7. Morris, R. and Breakwell, H., "Manipulation of Earr_lings
Figures in the United Kingdom", Accounting and Busilness
Research, Summer 1975.



(1977)1, Eckel (1981)2, Penno and Simon (1986)3. These and other

related studies attempted to investigate whether or not managers

intentionally manipulate reported results. Considerable numbers

they are manipulating reported income. Other studies such as

Gonedes (1972)4, Beidleman (1973)5, Lambert (1984)6 aimed at

advocating 1ncome manipulation by considering income smoothing as

a rational behaviour,

However, on the empirical side, it is surprising that
little has been done in this area in the U.K. Morris and

Breakwell (1975) provide a summary of U.K. studies and an

enplrical study of income manipulation in the U.K. Their results

indicate that:

"There 1s no evidence at all of widespread doctoring of
earnings figures, though this does not rule out the
possibility that a very small minority may have

1. Imhoff, E., "“Income Smoothing - A Case for Doubt",
Accounting Journal, Spring 1977,

2. Eckel, N., "The Income Smoothing Hypothesis Revisited",
ABACUS, vol. 17, No.l, 198l.

3. Penno, M. and Simon, D., "Accounting Choices: Public Versus

13(4), Winter 1986, p.561-569.

4. Gonedes, N., "Income Smoothing Behaviour Under Selected
Stochastic Processes", The Journal of Business, Oct. 197Z.

5. Beidleman, C., "Income Smoothing: The Role of Management”,
The Accounting Review, October 1973.

6. Lambert, R., "Income Smoothing as Rational Equilibrium
Behaviour", The Accounting Review, October 1984.




resorted to such tactics to

. Doost their results when
profits were falling.,"

hence different conclusions may be reached. Furthermore, Ashton

states that:

"On the empirical side there is a dearth of U.K.
studies on the effect of changes in accounting policies
on the stock market prices of those firms concerned and
nonknown to this author on substantiating, or
otherwise, the 'income smoothing hypothesis'. Future
research should therefore cover both the theoretical

and empirical issues."
This has been a brief introduction to the empirical
literature on income manipulation and a more detailed discussion
of this literature will be conducted in the next two chapters of

the present study. However, there are two conclusions that can

pe drawn at this stage:

1. Because of 1nconclusive findings, there is not yet a general
agreement about whether managers manipulate reported results

or not and hence further research 1s required.

1. Morris, R. and Breakwell, H., op.cit. p.183.

2. Dev, S. and Webb, M., "The Accuracy of Company Profit
Forecasts", Journal of Business Finance, 1972.

3. Ashton, R., U.K. Financial Accounting Standards A

eeeeeeessspiseeeenlsbbisbiSes RSN $ 090909020
——“_“

Descriptive and Analytical ggeroac woodhead-Faulkner Ltd.,
Cambridge, 1983, p.139.




exlstence of income manipulation.

Consequently, the uniqueness of the present study may

reside 1n that:

l. The three potential behaviours have not yet been
comprehensively investigated in the U.K. environment;

2. Never have all three behaviours been studied simultaneously:
this procedure may provide insight into how widely,
regardless of forms, management of reported earnings may be
practiéed;

3. This research relates theories of the firm and managerial
finance to accounting theory and practice and hence, to this

extent, 1t has a wider scope than previous research.

To 1nvestigate the possibility and modes of management

of reported i1ncome by firms, three general approaches were

suggested 1n the literature as follows:l

1) Through direct contact with management;

11) Through contacting third parties such as public accountants;

or

1. Copeland, R., "Income Smoothing", Empirical Research 1n
Accounting: Selected Studies, The Institute of Professional

Accounting, Chicago and London, 1968, p.1¢5.




111) Through examining ex-post data.

Theoretically, 1t would appear that the first two
approaches should provide more insights than the third approach,
and hence they could be more appropriate. Unfortunately, the

first two approaches do not seem to be feasible alternatives
basically because management would be reluctant to reveal the
needed 1nformation, while public accountants might consider such
information confidential. As a result, most available studies in
this area have applied different methods within the third
approach. In this respect the present study does not differ from
previous research.

Since many of the economists concerned with manager-
controlled firms believe that changes 1n behaviour are expected
merely by applying the self-interest axiom of the neo-classical
theory of the firm to the new type of firms in which ownership 1s
separated from operational control, alternative theories of the
firm are of interest.’ Such theories predict a difference
between the behaviour of managers 1in manager-controlled (MC)
fims and those in awner-controlled (0OC) firms. Based on such a
difference, several studies have used OC firms as a control group

in their attempts to investigate the possibility of 1ncome

1. For example see:

(1) Monsen, R. and Downs, A., "A Theory of Large Managerial
Firms", The Journal of Political Economy, vol. LXXIII,
June 1965, No.3.

(2) Berle, A. and Means, G., The Modern Corgoration and
Private Property, Harcourt, Brace and World Inc., New

York, 1968.

10




manipulation within the domain of publicly traded firms on thne

New York Stock Market.l

In the present study an attempt will be made to extend
this area of research to listed and unlisted firms, knowing that
all limited companies in the U.K. are subject to the Companies
Acts with regard to financial reporting requirements. By doing
so, management might have additional incentives to manage
reported income beside that resulted from the extent of ownership
control. For 1instance listed firms are more likely to be

concerned about the impact of reported income numbers on their

share prices, while unlisted firms are more likely to be

concerned about the impact of reported income numbers on income
taXx. In the next chapter, it will be argued that if managers

choose to manage reported income then:

l. 1listed firms are more likely to smooth and bias their
accounting policles towards income - increasing methods to
post their share prices, and

2. unlisted firms are more likely to bias theilr accounting
policies towards 1ncome - decreasing methods to reduce

current tax charges.

. ' I ¥y ¥ ¥ ¥ ¥ ¥ ¥ ¥ r~ 3 "r¥r X @ "r r ¥ x r r 3 I r X I r X I ¥ r F F JF X ¥ r ¥ X X F X T r & I K X L _KE L _KE_ 1L R L & B K B o e

| I For example see:
(1) Smith, E., op.cit.

(2) Kamin, J. and Ronen, J., "The Smoothing of Income
Numbers: Some Empirical Evidence on Systematic
Differences Among Management-Controlled and Owner-
Controlled Firms", Accounting Organisations and
society, vol. 3, No.2, 1978.

(3) Salamon, G. and Smith, E., "Corporate Control and
Managerial Misrepresentation of Firm Performance", The

Bell Journal of Economics, Spring 1979.

i1
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Here 1f the empirical evidence of this research
Supports the above mentioned propositions, then it might be

expected that the dichotomy of listed and unlisted firms could be

a more powerful influence with respect to managing reported

1ncome than the division between OC and MC firms.

The Main Hypothesis:

The main hypothesis of the present study is that there

are major differences between listed and unlisted firms
regarding the criteria of choice among accounting alternatives,
and hence differences should exist between certain properties of
their reported results. If this hypothesis 1s accepted or proved
to be true, the differences 1n the criteria of choice among
accounting alternatives will lead to differences 1in the
accounting rules of measurement which will be reflected 1in the

reported results. Thus 1if managers choose:

1. to increase early reported income at the expense of the
future reported 1income; or

2. to decrease early reported income to benefit the future

reported 1ncome; Or

3. to smooth reported 1income,

then these strategies will be reflected in their reported

results. Therefore, it is feasible to investigate the mailn
hypothesis of the present study by analysing the reported results
of two comparable sets of firms whereby one represents listed

firms, while the other represents unlisted firms. The aim of

12



reporting strategies. This will be the broad approach with
respect to the empirical part of this study. A detailed
methodology of this part will be described in the fourth chapter
which wi1ll include the data domain, the sampling process, the
operational hypotheses, and the statistical methods,

However, the empirical part approached so far requires
a theoretical background which will be discussed in the second
and third chapters. The central objective of the second chapter
1s to identify the roots of the theoretical propositions that
will be empirically investigated in the present study.
Accordingly, the research domain is the literature on theories of
the firm, relevant empirical studies and managerial finance.
With regard to the third chapter, the main purpose is to assess,
theoretically, the management's ability to manipulate reported
1income through acceptable accounting means. Accordingly, the

research domain 1s the literature on the development of

accounting rules of measurement and the state of accounting

practice.

Plan of the Study

The development of materials for the present study 1s

organised in the subsequent chapters as follows:

Chapter II:
The purpose of this chapter is to identify the roots of

13



the theoretical propositions that will be investigated in this

thesis. Consequently, this chapter will include the following:

l. A brief review of theories of the firm.

2, Implications of the alternative theories of the firm with
regard to:
- Income smoothing strategy, and
- 1ncrease and decrease strategies.

3. Further analysis of management incentives:

- source of finance and management incentives.

Chapter III:

The purpose o0f thilis chapter 1s to assess,
theoretically, the management's ability to manipulate reported

income through acceptable accounting means. Consequently, this

chapter will include the following:

1. The development of accounting rules of measurement, and

2. The state of accounting practice.

Chapter IV:

The purpose of this chapter is to describe the

_ methodology of the empirical part of the present study.

Consequently, this chapter will include the following:

1. The data damain;

2. The sampling process; and

3. The operational hypotheses and statistical methods.

14




Chapter V and VI:
These chapters will include the following:
- presentation of the results and

- analysis of the results.

The fifth chapter will be devoted to income smoothing strategy,

while the sixth chapter will be devoted to increase and decrease

strategies.

Chapter VII:

This chapter will offer an overall summary and a set of

conclusions.
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Terminology and Definitions
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Terminologz and Definitions

Accounting End... The measurement and presentation of results

which portray economic events in the fairest or least biased

fashion,

Income Objects (classifications):

1 - Adjusted Trading Profit... It is defined as gross profit
after charging distribution, general and administrative
expenses 1ncluding depreciation, directors remuneration and
audit fees. It should be noted that this income figure does
not 1nclude exceptional items, other ordinary income,
finance and tax charges. It is referred to as income I.

2 - Ordilnary Income before Finance and Tax Charges... In the
present study, the expression "Ordinary Income" is defined
as profit on ordinary activities after taxes. This income
figure 1s the result of ordinary income plus finance and tax
charges and 1t 1is referred to as income I;.

3 - Ordinary Income Before taxes... It is defined as income I,
less finance charges and 1t 1s referred to as 1income I,.

4 - Ordinary Income,.. It 1is defined as profit on ordinary
activities after taxes. It 1s referred to as Income Ij.

5 — Net Income... It is defined as ordinary income after taking

into account extraordinary items net of their taxes. It 1s

referred to as Income I4.

Management of Reported Results... The measurement and
presentation of the results so as to conform as nearly as

possible to management requirements rather than their portraying

17



economic events 1in the fairest or least biased fashion.

Manipulation of Reported Results... The ability to increase or

decrease reported results at will within the limits of management

power, 1.e, the latitude allowed by accounting principles.

Manipulation Strategies:

] -

Income Smoothing... It 1s a strategy to report an income
stream with a relatively lower degree of variation from a
predetermined trend than would otherwise have appeared.
Decrease of Early Reported Income... It is a strategy to
report a lower measurement of current reported income in
order to benefit the future reported income,

Increase of Early Reported Income... It 1s a strategy to
report a higher measurement of current income at the expense

of the future income,

Profitability Rate... It is defined as reported 1ncome for a

given year as a proportion of turnover for the same year.

Profitability Rates:

1] -

Profitability Rate of Adjusted Trading Profit... It 1s
defined as adjusted trading profit as a proportion of
turnover and it 1s referred to as PRI.

Profitability Rate of Ordinary Income Before Finance and Tax

Charges... It is defined as ordinary income before finance

and tax charges as a proportion of turnover and 1t 1s

referred to as PRI ;.
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3 - Profitability Rate of Ordinary Income Before Tax Charges
It 1s defined as ordinary income before taxes as a
proportion of turnover and it is referred to as PRI e

4 - Profitability Rate of Ordinary Income... It is defined as

ordinary 1ncome as a proportion of turnover and it is

referred to as PRI 3e

5 - Profitability Rate of Net Income... It is defined as net

1income as a proportion of turnover and it is referred to as

PR.I4-
Types of Control and Status:

1 - Manager-Controlled Firms... Those public firms with
greater dilution of ownership with no evidence of one party
owning sufficient voting power to exercise control,

2 - Owner-Controlled Firms... Those public firms which are
more concentrated in terms of ownership with evidence of one
party owning sufficient voting power to exercise control.

3 - Listed Firms... Those firms which have their shares listed

on the London Stock Exchange.

4 - Unlisted Firms... Those firms which are either privately

owned or their equity capital is not officially listed on

the London Stock Exchange.

19



Chapter 1I

BACKGROUND AND PRIOR RESEARCH

The maln purpose of this chapter is to identify the

roots of the theoretical propositions that will be investigated

in the present study. Accordingly, this chapter consists of

three major parts.

In the first part, the literature on theories of the
firm 1s reviewed because several empirical studies in this area
of research was based on the assumption that alternative theories
of the firm predict a difference between the behaviour of
managers 1n firms with diffuse ownership and the behaviour of

those 1n other finmms.

In the second part, the implications of alternative
theories of the firm are presented, as are previous studies which

provide interpretations to those implications particularly

related to accounting reports.

In the third part, further analysis of management
incentives to manage reported income is conducted. In this
analysis, the recent developments in the theory of the firm and
certain properties of listed and unlisted firms are considered.

Finally the propositions for empirical investigation are

presented.

Theories of the Firm

while the focus of this study is on the implications of

alternative theories of the firm, it may be appropriate to start
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with a brief review of several theories of the firm,

This review begins with the neoclassical theory of the

firm which is a logical beginning because modern theories of the

firm have been advanced as modifications, revisions or
substitutes to the neoclassical theory and it includes several
alternative theories which have distinctive motivational
foundations. In this review, an answer is sought to a number of

questions, such as:

l. What 1s: (1) the main objective of the firm;
(11) the profit concept; and
(111) the firm's concept?
2. TOo what extent do managers have discretion under the
corporate system?
3. What might be alternative objectives of the firm?

4, How does management achieve such objectives?

Neoclassical Theory of the Firm

The basic axiom of neoclassical theory is that firms
maximise profits. Hence the theory assumes that the firm moves
towards 1ts objectives and selects those alternatives which will
bring the firm nearer to profit maximisation. From this

assumption, two concepts are of 1nterest, namely the profit

concept and the firm concept.

The Profit Concept: Economic profit may be defined as the excess

of a firm's total revenue over 1ts total costs where cost must be

measured 1n terms of the alternative opportunities foregone by
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the firm for all employed resources., This definition has been

presented in the following mathematical form:
T = TR - TC

whereby (m) represents profits, (TR) is total revenue and (TC) is
total cost.

To maximise profit, there are two necessary conditions:

l. The firm must operate with perfect knowledge: that is, the

firm must know what TR and TC would. be at all levels of

activity to identify that level at which the excess of TR

over TC 1s greatest; and

2. the firm seeks to maximise profit: that is, absolutely
nothing that conflicts with profit maximisation yields any
utility.

The second condition 1s of particular interest because it leads

us to the firm's concept and its behaviour.

The Firm Concept: On the one hand, the theory considers the firm

as a primitive concept, a device in an economically decentralised

1 The firm 1s

system for transforming input 1into output.
therefore a "black box" operated so as to meet the relevant
marginal conditions with respect to inputs and outputs...2 On the

other hand, and to study the firm behaviour, the theory assumes

1. Crew, M., Theory of the Firm, Longman Group Limilted, Essex,
1975, p.l3.

2. Jensen, M. and Meckling, W., "Theory of the Firm: Managerial
Behaviour, Agency Costs and Ownership Structure", Journal of
Financial Economics, 3, 1976, p.306-307. -
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that a firm is the entrepreneur who is the owner of the firm.
Also the theory assumes that the entrepreneur is rational in his

movement towards the profit goal. On such rationality, McGuire

has the following comment:

"Rationality in the economic theory of the firm
implicity assumes no action will be undertaken by the
business enterprise that will move it away from its
goal of profit maximisation."

Meanwhlile, the assumption of profit maximisation has
allowed the theory to ignore the characteristics of firms - such
as differences in size and internal organisation - because if all

fims have such a single objective then all firms will reach

their decisions on the same basis,

In summary, the fundamental motivation of the
entrepreneur, according to this theory, 1s to extract maximum
profit from his activities. The entrepreneur 1s the owner or
ownersof the firm, and owners make all decisions concerning the
firm, The environment 1s certain and the movement towards the
objective of profit maximisation is rational. Differences 1n
size and internal organisation are irrelevant and the only
constraints are the technical limitations of production and
distribution. The criterion of choice among alternatives 1s the
profit maximisation.

However, the neoclassical theory of the firm has been

heavily criticised by several economists. To serve the purpose

1. McGuire, J., Theories of Business Behaviour, Prentice-Hall,
1964, p.56.
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Of this study, the dissatisfaction with the neoclassical theory
as a result of the separation of ownership from control is of

special interest. Hence the focus of this section must be on

such dissatisfaction,

The separation of ownership from control became an
1ssue with the publication of the study by Adolf Berle and
Gardiner Means. In their revised edition Berle and Means
distinguished between three functions: that of having interests
In an enterprise, that of having power over it, and that of
acting with respect to it.l They argue that the owner position,
under the corporate system, has been reduced to that of having a
set of legal and factual interests in the enterprise, while
managers are 1n the position of having legal and factual power

2

over 1t. With managers having such kind of power, Berle and

Means questioned the assumption that managers would choose to

operate the enterprise in the i1nterests of owner:s...,3

Moreover,
several modern theories of the firm have recognised the
discretionary power of management and they suggest that managers
may seek to maximise their own utility by simply applying the
self interest axiom in the neoclassical theory to a new type of

firm,

To this extent, the basic criticism of the neoclassical

theory is that it cannot explain how the divergences of the

1. Berle, A. and Means, G., The Modern Corporation and Private
property, Harcourt, Brace & World Inc., New York, Revised

Edition (1968), p.l12.

2.  ibid., p.112-113.

3. ibid., p.1ll3.

24



conflicting interests of the members of the diffused ownership
firm are brought i1into equilibrium 1n such a way as to maximise
profit. In dealing with such dissatisfaction, economists have
proposed several alternative theories. Basically, these theories
postulate that the divorce of ownership and management allows
discretion to the managers in goal setting.

The next section includes a brief review of some of

these theories.

Alternative Theories of the Firm

In modern organisations, the role and power of
management have contributed to the search for alternatives to the
neoclassical theory of the firm, Several alternatives have been
proposed in the literature and principally these alternatives

suggest that firms are more complex organisations and hence they

should not be considered as "“black boxes" operating 1n the
neoclassical mode., These theories conceive the firm as a
"coalition" of several parties and the most important member of
such "coalition" is top management because of 1its power 1n

decision-making and access to information. Such theories may be

grouped 1nto:

(i) managerial theories of the firm, and

(ii) other alternative theories of the firm.

1. Managerial Theories of the Firm

Oowing to the special importance of management in modern

fimms, several alternative theories are, not surprisingly, called

managerial theories of the firm. The basic axiom of such




theories is that managers maximise their own utility, subject to
a minimum profit constraint to satisfy the stockholders and for
satisfactory operations of the firm. However, there 1s no
consensus among the managerial theories as to how the
maximisation of managements' utility will be attained.
Consequently three theories of managerialism are presented in

this study, namely Baumol's theory of "sales Revenue
Maximisation”, Marris's theory of "Managerial Capitalism", and

Williamson's theory of "Managerial Discretion".

BAUMOL'S THEQORY: Baumol's views originated from his own
experience as a consultant to large firms where he found that
managers are preoccupled with maximisation of sales rather than
profits. As a result, he indicates that management will bend its
efforts to the augmentation of sales revenues rather than to
further i1ncreases 1n profits, provided that profits are high
enough to keep stockholders satisfied and contribute adequately
to the financing of company growth.l Later 1n his book, he

modifies this hypothesis in two respects:2

l. He considers maximisation of rate of growth of sales as a
better approximation of management goals than maximisation
of current level of sales;

2. In the long run, he considers profit to act as an

instrumental variable - a means whereby management works

1. Baumol, W., Busilness Behaviourz Value and Growth, Harcourt,
Brace & World Inc., New York, Revised Edition, 1967, p.49.

2. ibid., p.96.
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Cowards its goal - rather than a constraint imposed from the

outside,

He argues that a higher profit level will reduce the
magnitude of firms' current operations, while too low a profit
level will prevent future growth and hence the optimal profit
stream will be that intermediate stream consistent with the
largest rate of growth of output over the firm's lifei..l For
empirical support, Baumol draws upon the study by McGuire et al.?

and he concludes that managers attempt to increase the firm size

because:

"Executive salaries appear to be far more closely
correlated with the scale of operations of the firm

than with its profitability."

With regard to the source of financing future sales
expansion, Baumol indicates that firms will retain a greater
proportion of earnings than stockholders would prefer.4 Also
Baumol i1indicates that the rise of separation of ownership from
control has resulted 1n a more conservative management and
managers may consequently seek to bring the year's earnings 1into

line to avoid giving over-optimistic expectations to the

stockholders.5

2. McGuire, J., Chiu, J. and Elbing, A., "Executive Incomes,
Sales and Profits", American Economic Review, 52 (September
1962) .

3. Baumol, W., op.cit., 46.

4. Baumol, W., op.cit., p.52.

5. ibid- F 4 p- 192-163-
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Marris's Theory: Marris develops a theory of "managerial

capitalism”., His theory relies on two basic propositions,

1. The existence of a degree of monopoly power in the product
market and hence the possibility that firms may have viable
alternative objectives other than adopting profit
maximisation, and

2. The existence of a lack of strict stockholders control in
the capital market and hence management has considerable

freedom of action,

Then he argues that management derives utility from
size and growth because of the power, salary, status and security
that come with them. In Marris's model, the firm's goal is the
maximisation of the rate of growth in size, subject to a
constraint imposed by the security mot:'we..‘1 Therefore, the
managerial utility has two dimensions, namely growth and
security. The former represents the increase in total assets and
acts as an 1ndicator of the several satisfactions with scale,

whlile the latter represents the market valuation and the more

positive utilitilies connected with market quotation‘..2

According to Marris, the manager finances such growth
of total assets primarily out of retained earnings and the
manager will increase retentions until he runs up against the

minimum valuation constraint. But, 1increasing the rate of growth

l. Marris, R., The Economic Theory of "Managerial" Capitalism,

MacMillan and Company Limited, London, Revised Edition,
1967, p.47.

2. ibid, p.10@7.
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nas two effects with opposite results on the share prices - the
lower current dividend decreases the value of the shares, while
the higher growth rate increases the value of the shares and
these two effects need not exactly balance. 1In fact Marris

indicates that:

"... there are important possibilities for trading off
between growth rate and variables on other dimensions
of managerial utility. Growth may be traded for
security and a similar though not identical effect
arises 1f direct utility _is obtained from the stock
market gquotation as such."

Williamson's Theory: The basic rationale of Williamson's theory

1S perhaps more graphically summed up in his own words:

"..e 1n the absence of rigorous competition in the
product market and where the separation of ownership
from control 1s substantial, there i1s no compelling
reason to assume that the firm 1s operated so as to
maximlise profit. On the contrary, such behaviour would
appear to require an unusual variety of rationality -
and one not widely found in human affairs - namely a
canplete detachment of individual interests from
occupational decision makers."4

Accordingly, Williamson believes that managers will
behave in a fashion that reflects their own interests. 1In his
model, the manager seeks to maximise his utility function,
subject to a minimum profit constraint and this minimum profit 1is
that amount required to keep stockholders satisfied. According

to Williamson, the manager's utility function includes:

-------_--_-_----__—'-—'_‘-'-'-—--------_--_------------------- aulle IS I =S

1. ibid., p.l1l07.

2. Williamson, O., The Economics of Discretionary Behaviour:
Managerial Objectives in a Theory of the Firm, Markham
Publishing Company, Chicago, 1967, p.55.
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1) The size and salary of his staff;

11) An emolument term "management slack" which refers to that
portion of management salaries and perquisites which, if
removed, would not cause the manager to seek other
employment; and

111) Discretionary profits which refers to that amount by which

earnings exceed the minimum profit constraint.l

In Williamson's static analysis, salary is linked to
the size of staff where an expanded staff is the path to

2

promotion and larger salary.” But in a dynamic sense, staff size

1s linked to size related variables which will increase with
firm's expansion. Also Williamson argues that the managers
derive no satisfaction from dividends per se, but the manager

3

retalns earnings as a source of discretion.” Hence, the manager

wlll turn over to the stockholders just the minimum level of
dividends necessary to satisfy them. For reasons of stockholder
relations, Williamson hypothesises that the managers exercise

their control over the 1information released regarding firm

per formance. 4
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4. Williamson, O., "A Dynamic Stochastic Theory of Managerial
Behaviour"”, in A, Phillips and 0. Williamson, eds., Prices:
Issues 1n Theory, Practice and Public Policy, Philadelphia:
University of Pennsylvania Press, 1967, p.11-13, [p.l3].
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2. Other Alternative Theories of the Firm

There have been two other approaches to develop a

theory of the firm:

1. the behaviouralist approach, and

2. the agency approach.

Generally, the behaviouralist approach has two bases.
The first basis 1s that instead of hypothesising about how
rational decision makers respond to various situations or saying
how they should respond, one should study how decision makers
take decisions 1n practice. The second basis 1s the belief that
one can no longer look at firms as being one major decision maker
(e.g. entrepreneur), but 1nstead one must look at firms as
canplex organisations with different goals and conflicts between
these goals have to be solved within the firm. Examples of these

theories are: (1) Simon's framework of Bounded Rationality

Theory1 and (2) Cyert and March's Behavioural Theory of the

2

Firm, Under these theories, the firm 1s conceived as a

"coalition" of different groups and each group has 1ts own set of
goals and the criterion of choice is that the alternative

selected meets all of the demands (goals ofthe "coalition").

Cyert and March indicate that conflicts between goals are not

3

expected to be fully resolved within an organisation. In
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1. simon, H., "Rational Decision Making", The American EconomicC
Review, Vol. 69, No.4, September 1979.

2. Cyert, R. and March, J., A Behavioural Theory of the Firm,

Prentice-Hall Inc., New York, 1963.

3. ibid., p.43
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general, behaviouralists believe that satisficing is the ruleof
the game rather than profit or utility maximisation.

In recent years, several studies that reject the

classical model of the firm but assume classical forms of

economic behaviour on the part of agents within the firm, have
been developed.]‘ These studies have viewed the firm as a complex
compromise of conflicting demands reflecting a large constituency
whose members act from self-interest but realise that their
destiniles depend to some extent on the survival of the team in

2

1ts competition with other teams.© Based on this logic, a firm

cannot have a well defined objective function, instead the firm
1s viewed as a set of individuals interested in maximising their
own welfare through their choice of actions within the
constraints specified by the set of contracts among them.,

Examples of these studies are the work of Alchain and Demsetz,3

4 5

Jensen and Meckling,® and Fama.

Jensen and Meckling consider the contractual
relationships as the essence of the firm and hence 1in defining

the firm, they stated that:

l. Fama, E., "Agency Problems and the Theory of the Firm",
Journal of Political Economics, Vol. 88, No.2, (1980),
p.289.

2. ibid., p.289.

3. Alchain, A. and Demsetz, H., "Production Information Costs,
and Economic Organisation”, American Economic Review, 62
(December 1972).

4. Jensen, M. and Meckling, W., op.cit.

5. Fama, E., op.cit.
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"It is important to recognise that most organisations
are simply legal fictions which serve as a nexus for a
set of contracting relationships among individuals."!

Also they indicate that 1f all parties to the
relationship are utility maximisers, then there is good reason to
believe that the agent will not always act in the best interests
of the pr incipal.2 According to Jensen and Meckling, the
principal can limit divergences from his interest by introducing
appropriate 1ncentives for the agent and by expanding resources
on monitoring activities (i.e. auditing financial statements).
Also they suggest that when the manager's compensation 1is

conditional on the outcome of his decisions, suchproblems are

alleviated.

The foundation of alternative theories of the firm has
led several economists and accountants to examine empirically

some of the assumptions and implications of such theories. On

the one hand, economists have attempted to find answers to a

number of questions some of which ares:’

1. Do owner-controlled firms have higher average profit rates
(i.e. profit over total assets) than manager controlled

firms?

l. Jensen, M. and Meckling, W., op.cit., p.314.
2. ibid., p.308.
3. The results of such empirical studies are summarised 1n:

McEachen, W., Managerial Control and Performance, Lexington
Books, 1975, p.21-56.
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2. Do manager-controlled firms retain a higher proportion of
earnings than owner-controlled firms?

3. Is the manager's i1ncome more related to the scale of the
fim's operation than to the firm's profit or market value?

4. How effectively does the market for corporate control

discipline managers?

On the other hand, several accountants and some
econanists have attempted to examine the hypothesis that managers
1in firms with diffuse ownership attempt to exercise control over
the information contained in their annual accounting reports.

This hypothesis has stemmed from two main sources:

1. Alternative theories of the firm suggest that managers in
diffuse ownership firms have discretionary power to exercise
almost total control over such a firm and, since they are
motivated by their own self-interest, that often leads to a
conflict of interests:;

2. If there is a conflict between the managers and owners'
interests, the availability of alternative accounting

procedures gives an i1mportant advantage to the managers.
In this latter regard, Berle and Means state that:

"The directors have another powerful weapon which may
be combined with any or all of the foregoing. They
have a large melasure of control over the company's
income account."”

1. Berle, A. and Means, G., op.cit., p.182.
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Based on this hypothesis, several theoretical and

empirical studies have been conducted. These studies may be
classified into two groups: (1) those related to income

smoothing, (2) those related to increase and/or decrease of early

reported income,

Income Smoothing

Barnea et al define smoothing as:

"The deliberate damping of fluctuations about some
level of earnings considered to be normal for the

firm."1
The early contribution in this area was the work of
He}_:morth,,2 while Gordon? has presented a formal exposition of
what 1s known as the income smoothing hypothesis. Gordon's work

1s mainly an attempt to develop a criterion of choice among
accounting alternatives. 1In the early part of his work, Gordon
elaborates upon the usefulness of financial statements to the

owners and he concludes that:

"The primary role of the financial statements, the role
peculiar to them, 1s to test the soundness of the
general policies the owner has been following..."tjr
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l. Barnea, A., Ronen, J. and Sadan, S., "Classificatory
smoothing of Income with Extraordinary Items", The
Accounting Review, January 1976, p.lll.

2. Hepworth, S., "Smoothing Periodic Income", Accounting
Review, January 1953.

3. Gordon, M., "Postulates, Principles and Research 1in
Accounting”, The Accounting Review, April 1964.

4. ibid., p.257
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And as long as the owner's objective 1s to maximise his

wealth, Gordon suggests that:

" in selecting among alternative principles to

enploy 1n preparing these statements the critﬁrion the
owner wants 1s the maximisation of his wealth."

To implement this criterion, Gordon elaborated upon the

impact of the 1income tax on accounting principles and concluded

that:

"The minimisation of reported current income, in so far
as income reported to stockholders i1nfluence the figure

accepted for jz-.ax purposes, maximises the wealth of a
corporation.”

As a result of the separation of ownership from

operating control, Gordon considers an alternative criterion of
choice among accounting alternatives. With regard to such an
alternative criterion, Gordon starts with four propositions 1in

line with the aforementioned alternative theories of the firm,

These propositions are as follows:>

Proposition I: The criterion a corporate management uses 1n

selecting among accounting principles is the maximisation of 1its

utility or welfare,.

The utility of a management increases with (1)

Proposition II:

its job security, with (2) the level and rate of growth 1in the
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2. ibid., p.264@.

3. ibid., p.261-262,.
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management income, and (3) the level and rate of growth 1n the

corporation's size,

Proposition III: The achievement of the management goals stated
in Proposition II is dependent in part on the satisfaction of

stockholders with the corporation's performance.

Proposition IV: Stockholder satisfaction with a corporation
increases with the average rate of growth in the corporation's

income (or the average rate of return on its capltal) and the

stability of its income,

Based on these four propositions, Gordon proposes the
following theorem:
"Given that the above four propositions are accepted or
found to be true, 1t follows that a management should
within the limits of its power, 1i.e. the latitude
allowed by accounting rules, (1) smooth report?d
income, and (2) smooth the rate of growth in income."
Most prior research related to income manipulation was
concerned with i1ncome smoothing as suggested by Gordon's work.

The aim of previous empilirical studies was to provide an answer to

one or more of the following three questions:

1. does the income smoothing phenomenon exist?
2. How can such a practice be achieved?

3. Is such a practice justifiable?
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With regard to the first question, the findings of

several studies - such as Dascher and Malcolm,l Barefield and

Comisky,

2

3 4

Beidleman,

Ronen and Sadan® and Barnea et al,> suggest

the existence of the income smoothing phenomenon, while other

studies such as Gordon et al,,6 Dopuch and Dra]«:e,7 Copeland and

Licastro,

3 Imhoff9 and Eckel,lg are rather 1nconclusive.

Furthermore, these studies have used different objects of

smoothing, for example, net income was the object of smoothing in

10.

Dascher, P. and Malcolm, R., "A Note on Income Smoothing 1n
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Dopuch and Drakel and Copeland and Licastro,2 whille ordinary
1ncome (income after tax, but before extraordinary items) was the
object 1in Ronen and Sacilan3 and Barnea et a1.4 Most of the
remaining studies have not specified the object of smoothing.
Regarding the second question, that 1S, how income

smoothing can be achieved, the literature suggests three

dimensions of smoothing as follows:5

A) smoothing through events occurrence and/or recognition, In

the variation of reported income over time. For example,
management might control the timing of advertising expenses,
research and development cost, and assets disposal, as well
as changing 1ts policy of shipments, etc.

B) Smoothing through allocation over time. The ability of
management to smooth through allocation can occur in two
different respects. Firstly, within the generally accepted
accounting principles, in most countries there can be more
than one alternative accounting policy for dealing with the

same 1tem (or transaction) - such as the variety of

accounting policies regarding depreciation, stock valuation

1. Dopuch, N. and Drake, D., op.cit.
2. Copeland, R. and Licastro, R., op.cit.
3. Ronen, J. and Sadan, S., op.cit.

4. Barnea, A., Ronen, J. and Sadan, S., op.cit.

5. ibid., p.lll.
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€tc. Secondly, the selection of one rather than another

policy from generally accepted accounting alternatives still

requires subjective judgement, for example, the rate of
depreciation within a straight line method.

C) Smoothing through the classification of items in the income
statement. If the object of smoothing is not the final net
income, it is suggested that management may possess the
ability to smooth through classifying intra-income statement
ltems to reduce the variations over time. This dimension
stems from the vague and 1inexact rules of accounting
definition that can sometimes surround the way certain intra
Income statement items are classified.

Along with these dimensions, fairly recent researchers
such as Imhoffl and Eckel? have emphasised the need for
controlling natural smoothing 1in order to reach proper
conclusions about 1intentional smoothing by management. In this
regard, Imhoff suggested that:

"... smoothing research studies which have identified
fims as income smoothers, based on what 1s essentially
the afore-mentioned definition (where smoothing 1s
defined as a relatively low degree of variation about
same income trendline), may have reached 1inconclusive

results because of the inclusi%n of natural smoothers
in the income smoother sample."

Eckel provides the following statement on natural

smoothing:

_-_--d--------—--'—'—--—---—---—------—-----—ﬂ----__-—--------—---
.

1. Imhoff, E., Op.C1t.
2. Eckel, N., op.cit.

3, Imhoff, E., op.cit., p.89.
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"A naturally smooth income stream simply implies that

the income generatin% process 1nherently produces a
smooth income stream."

Regarding the general methods for identifying income
smoothing behaviour, Copeland suggests three methods: (1) through

direct contact with management; (2) through contacting third

parties such as public accountants; or (3) through examining

2

ex-post data.” Theoretically, it would appear that the first two

methods w1lll provide more insights and hence more valuable
results. However, most researchers to date have selected the
last method, basically because management might be reluctant to
reveal needed 1information, while public accountants might
conslider such 1nformation confidential.

After presenting the possible dimensions and the common
methods for identifying income smoothing, 1t is worth noticing
that a great number of previous studies attempted to investigate
the existence of the 1ncome smoothing phenomenon by first
identifying one or more smoothing 1instruments, and secondly
examining whether such instruments provide smoother 1income. FOr

3 used the choice of cost or equlty

>

example, Barefield and Comilsky

method, Barnea et al? used extraordinary items, Beildleman- and

1. Eckel, N., op.Cit., p.28.

2. Copeland, R., "Income Smoothing", Empirical Research 1n
Accounting: Selected Studies, The Institute of Professional
Accounting, Chicago, 1968, p.l@5.

3., Barefield, R. and Camisky, E., op.cit.

4. Barnea, A., Ronen, J. and Sadan, S., op.clt.

5. Beidleman, C., op.cit.
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Dascher and Malcolml used several accounting variables - such as
pension costs, R & D costs, dividend from nonconsolidated
subsidilaries etc. Therefore, one of the problems that is
occurring 1n the previous studies is that of identifying whether
those 1nstruments are used by management for smoothing. In
practice, 1t 1s possible that management could achieve smoothing
by a combination of variables other than those that have been
used for testing. Alternatively, one variable may apparently
smooth 1ncome, while others which have not been considered may
counter the smoothing effects. Another problem inherent in
several studies occurs where their methods of testing are
incapable of discriminating between a naturally smooth income
stream and one which 1s intentionally smoothed. Moreover,
several studies tended to test only for smoothing 1n one period
and hence tney could not distinguish between random adjustment of
profit on the one hand and 1ncome smoothing on the other hand.
Imhoff's methodology provides sound solutions to some of these

problems in the process of investigating the existence of the

2 Therefore, the present stuay

income smoothing phenomenon.
applies a methodology similar to that of Imhoff with the

following extensions:

A) While Imhoff applies his method to one set of firms, the
present study applies such methods to two sets of firms,

namely listed and unlisted firms, where unlisted firms are

N — e W R R _--“-ﬂ_'ﬂ"—'—_--------—_—---—-------‘-—--_-—---—lﬂ--—ﬂﬂ_----ﬂ—-

1. Dascher, P. and Malcolm, R., op.cit.

2. Imhoff, E., op.cCit.
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used as a control group. The reason for such an extension
1S to enhance the validity of our results by simply applying
the same methodology to two sets of firms on the assumption
that they have a different motivational foundation and this

will be discussed later in this chapter.

B) The possibility of natural smoothing is examined using a
different approach from that suggested by Imhoff.

C) Two expectancy models and several income objects will be

considered in the present study rather than just one model

and one object.

Regarding the third question concerning the
Justifiability of income smoothing, several reasons have been put
forward for smoothing, beside that of maximisation of

managements' utility, as suggested by Gordon.l

Hepworth argues
that smoothed i1ncome will lead to tax saving, better internal
relations, and it can help to stabilise activity and maintain

2 To this extent, we can see no

confidence 1n the economy.
differences between unlisted and listed firms because both will
attempt to save tax, experience better internal relations and
operate under a stable economy., Hence that degree of smoothing
recognised by Hepworth 1s expected to be exercised in both type
of firms and, since we are using unlisted firms as a control

group, our conclusion will be the more valid.

Beldleman argues that income smoothing can provide more
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l. Gordon, M., op.cit., (1964).

2. Hepworth, S., op.cit., p.33.
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relevant information to users than 1s available under a

1

nonsmoothning strategy.” By allowiling a certain leeway to enable

managers to normalise an i1ncome trend, Beldleman believes that
information in financial statements 1s made more realistic,
useful and relevant to users. In thils regard, we may argue that
the present accounting practice 1s subjective enough as it is at
present and a smoothing strategy would present an even greater
damand on individual opinions. For 1nstance, where are the lines
to be drawn between interpretation and misrepresentation and what
is 1t that allows a more realistic and relevant picture of the
firm's performance? How 1s a certaln degree of uniformity
between firms to be imposed? Even with strict regulation there
is still concern about a potential gap between what management
may want to present and what 1s useful for the users.
Accordingly, the justification of smoothing 1s questionable, at

least from the implementation point of view.

Increase and Decrease of Reported Income

In the present study, increase of early reported income
is defined as a strategy to report higher measurement of present
income at the expense of the future reported income, while
decrease of early reported income is the opposite strategy.

Alternative theories of the firm provide a variety of
reasons that might lead management to adopt either one of these
two strategies. On the one hand, Marris's theory suggests that

management derives utility from growth and such growth wlll be

_—-ﬂ—_-ﬂ--_--_--I----—“-------------------ﬂ—----—-——--i_----_---- i R

1. Beidleman, C., op.C1lt.
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primarily financed out of retained earnings. Furthermore,
Williamson argues that the managers will return to the

stockholders just the minimum level of dividends necessary to

satisfy them. Thus to the extent that managers seek to retain
profit rather than pay dividends, managers mlght use accounting

practices which lead to minimum profit reporting for reasons of

1

stockholder relations. On the other hand, alternative theories

of the firm indicate that management's income is one of the major
components of management's utility function. Also Jensen and
Meckling suggest that when the manager's compensation 1is
conditioned on the outcome of his decisions the conflict between

owners and managers is alleviated. But Watts and Zimmerman? and

3

Hagerman and Zmijewski~ suggest that 1f a manager's income is

related to accounting earnings, then one must expect that
management has an 1ncentive to use accounting practices that
lnCrease accounting earnings. Thus management might use
accounting practices which lead to higher measurement of early
profit. In this regard, Larner investigates the relations
between the 1income of top executives and the profitability, size

and growth of their firms. His conclusion 1s as follows:
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l. For example see: Hall, M. and Welss, L., "Flrm Size and
Profitability"”, T