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Abstract: The use of management accounting information in reducing trans-
action or contracting costs depends both on characteristics of the accounting
information and on the preferences of the contracting parties. Much of the
existing literature on accounting and contracting assumes a utility function
representing preferences for wealth and leisure only. However, a wider range
of accounting-related behavior can be explained by using a broader repre-
sentation of preferences, including fairness and ethics considerations. Areas
for further research are proposed. In particular, the value of more accurate
product costing may not be completely specified unless alternative-prefer-
ence-related contracting costs are taken into account.

I. INTRODUCTION

A significant stream of management accounting research has focused
on the use of accounting information to reduce contracting or transaction
costs (see Baiman (1990) and Young and Lewis (1995) for reviews).! The
agency models which have played a dominant role in this literature use a
simplified representation of individuals’ preferences, in which individuals
have utility for wealth and leisure only (hereafter referred to as the simple
| self-interest model) (Baiman 1982, 1990). In contrast, a number of exper-
! imental studies in accounting and economics have captured behavior that
' is inconsistent with this representation of preferences but consistent with
' additional preferences for “fairness,” “trust,” “accountability,” or “integrity
‘ and conscience.” Theoretical papers in economics (Thaler 1985; Bolton
1991; Rabin 1993) have devised models that formally represent some of
these preferences through interdependent utilities, arguments represent-

ing standards of fairness, or redefinitions of equilibrium.
This article addresses two major questions raised by this literature
about alternative preference models. First, can the limited experimental
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The terms contracting and transaction costs are used interchangeably in this paper, as in
much of the accounting and theory-of-the-firm literature (e.g.. Baiman 1990, Williamson
1985). These costs are defined by Milgrom and Roberts (1990, 60-61) as “the costs of de-
ciding, planning, arranging, and negotiating the actions to be taken and the terms of
exchange when two or more parties do business; the costs of changing plans, renegotiating
terms. and resolving disputes as changing circumstances may require; and the costs of
ensuring that the parties perform as agreed. Transaction costs also include any losses
resulting from inefficient group decisions, plans, arrangements, or agreements: inefficient
responses to changing circumstances: and imperfect enforcement of agreements.”

Brian Ballou, Donna Booker, Elizabeth Connors, Susan Haka, Steven Salterio and two anony-
mous reviewers provided helpful comments on this paper. Special thanks are due to Chee Chow
for the original suggestion for the paper.
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data supporting alternative models be reconciled with the ability of simple
self-interest models to predict behavior in empirical research (e.g., Watts
and Zimmerman 1986; Milgrom and Roberts 1992)? Second, how do al-
ternative representations of preferences affect current key issues in man-
agement accounting? For example, would the value of more refined prod-
uct-costing systems depend on whether individuals had significant
preferences for fairness?

The remaining discussion proceeds as follows. Section I addresses the
first question and argues that many empirical tests of the simple self-
interest model offer little evidence against plausible alternatives. Section
III develops a number of testable research propositions, showing how al-
ternative-preference models change the specification of contracting costs,
which in turn changes optimal management accounting choices. Section
IV provides a conclusion.

II. TESTING THE SIMPLE SELF-INTEREST MODEL
The simple self-interest model is commonly presented, not as an exact
representation of reality, but as an adequate approximation for predictive
purposes. For example:

...even though it is an extreme caricature to regard people as amorally
motivated solely by narrow self-interest, the predicted institutions and prac-
tices are often not very sensitive to this caricature. A bank has guards.
vaults, and audits because it would otherwise be robbed: this explanation
of practices is unaffected by the observation that many honest people
would not rob an unguarded bank. (Milgrom and Roberts 1992, 42) (em-
phasis added)

However, this insensitivity to distortions in utility models may be due not
only to the strength of the model, but also to the weakness of the tests.
While much of the existing accounting and economics literatures provide
results consistent with simple self-interest, the results are also consistent
with alternative-preference models, and the tests employed often lack the
power to distinguish between them. The subsections below develop the
following three arguments:

1. Alternative preferences such as fairness or ethical concerns may di-
minish self-interested behavior in ways that are both statistically and
practically significant. Typical empirical tests are not designed to de-
tect or measure these countervailing effects.

2. Some apparent self-interest effects can in fact be driven by alternative
preferences. Many empirical tests of the self-interest model, as well as
experimental tests based on conventional economic models, are not
designed to distinguish wealth maximization from alternative prefer-
ences as a source of these effects.

3. Agency models of contracting, which have had a strong influence on
management accounting research (Baiman 1990}, do not focus on the
same set of contracting costs as research on preferences for fairness
and ethical behavior. Insofar as empirical research and conventional
economics-based experimental studies have not tried to measure the
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contracting costs that are most strongly affected by alternative pref-
erences, it is not surprising that they have not detected significant
effects of these preferences.

Countervailing Effects of Preferences Other Than
Simple Self-Interest

Most empirical tests of the simple self-interest model show behavior
consistent with its predictions. For example, Banker et al. (1996) report
that the introduction of performance-based compensation plans in retail
outlets, which appeal to employees’ utility for wealth rather than their
work ethic or intrinsic motivation, significantly increased sales. Rogerson
(1992} shows that a combination of cost-based government reimburse-
ment policies and labor-based cost allocations provide incentives for de-
fense firms to over-utilize direct labor and under-utilize outsourcing in
government contracts; and evidence consistent with behavior driven by
this incentive was found. Similarly, Eldenburg and Kallapur (1995) find
that monetary incentives to distort cost allocations in hospitals resulted
in allocation changes consistent with opportunism.? Several studies (Healy
1985; Gaver et al. 1995: Holthausen et al. 1995) have shown evidence
consistent with the proposition that accounting-based incentive schemes
lead managers to manipulate accounting numbers.

These studies capture behavior shifts in response to incentives in par-
ticular settings, but do not provide decisive tests of the simple self-interest
model vs. plausible alternative utility functions. Thus, while these studies
offer evidence for the existence of a preference for wealth, they do not offer
evidence against the existence of other significant preferences. The null
hypothesis in these studies is that the observed wealth-based incentive
has no effect. Thus, the hypothesis rejected by these tests is either (1)
individuals have no interest in increasing their own wealth (or the profits
of the units for which they are responsible), or (2) the ethical considera-
tions that would prevent individuals from shirking or manipulating ac-
counting numbers completely dominate considerations of wealth. These
are not particularly plausible or interesting alternatives to the simple self-
interest model, and rejecting them does not imply rejection of other alter-
natives. It is not known how great the distortions in hospitals and defense
firms would have been if decision makers had no utility for honesty, or
how much performance pay would have been required to raise sales to
the observed level if employees had no intrinsic motivation. Therefore it is
impossible to say. on the basis of empirical tests such as these, whether
the effect of additional preferences is significant.

If the only important practical questions faced by managers depended
on the existence of opportunistic behavior, this argument would be of only
theoretical interest. However, managers must often make decisions that
depend on the magnitude of opportunistic behavior, which may be signif-
icantly conditioned by additional preferences. In the Milgrom and Roberts

? The link between defense firm profits or hospital revenues and the wealth of the managers
who made the observed accounting choices is not explicitly tested in Rogerson (1992) and
Eldenburg and Kallapur (1995). It seems reasonable to suppose, however, that managers
expect to be ultimately better off in monetary terms if the unit they manage makes more
profit.

&
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(1992) example above, the question of whether a bank has guards and
audits (an existence question) is insensitive to the existence of preferences
for honesty in some individuals. But questions of how many guards and
how great an expenditure on audits the bank needs may well be sensitive
to preferences for honesty among the bank’s employees and the residents
of the surrounding area. Similarly, in the case of distorted cost allocations
that raise the prices on cost-based contracts, the fact that distortions oc-
cur can be predicted without modeling or measuring managers’ prefer-
ences for honest reporting. But the magnitude of the distortion may be
quite sensitive to alternative preferences. In consequence, the amount of
resources other contracting parties expend in searching for or deterring
distortions also may be sensitive to alternative preferences.

Fairness as an Alternative Explanation for
“Self-Interested” Behavior

An assumption implicit in empirical defenses of the simple self-interest

model (Milgrom and Roberts 1992; Watts and Zimmerman 1986) is that
self-interest and alternative preference models result in opposing, not
identical, directional effects. The alternatives are seen as amoral pursuit
of consumption and leisure for oneself, on the one hand; and on the other,
‘ altruistic and ethical concerns that direct individuals not to pursue wealth
| and leisure for themselves, at least not beyond a certain point.
i Recent research on fairness in behavioral economics suggests, how-
ever, that additional preferences that significantly affect economic behav-
ior are not always altruistic or ethical in a conventional sense. Demon-
strations of fairness effects in market (Kachelmeier et al. 1991) and
bargaining (Kahneman et al. 1986a) settings demonstrate not so much
generous or moral behavior as a willingness to retaliate for perceived in-
equities in ways that do not maximize the wealth of either contracting
party. Tests that look only for ethical or altruistic actions will fail to detect
this behavior and therefore will underestimate the extent to which actions
in the natural environment are affected by alternative preferences. More-
over, if retaliatory actions benefit the individuals who perform them, in-
creasing their wealth at the expense of other contracting parties, such
actions may appear to be driven by simple self-interest even when alter-
native motives are present.

Greenberg (1990) provides an example of an empirical study that
would appear consistent with simple self-interest if examined using a test
based only on a simple self-interest model, but more consistent with fair-
ness models when fairness-related variables are incorporated in the anal-
ysis. Greenberg's (1990) data come from a firm that cut manufacturing
workers’ wages at two plants and subsequently observed increases in the
employee quit rate and theft rate (as measured by inventory counts). These
increases are consistent with the predictions of a simple self-interest
model: as the monetary payoff for staying on the job decreased, it became
relatively less attractive than the expected payoffs from taking other jobs
or from supplementing wages by stealing.

Greenberg’s (1990) analysis shows, however, that only a small portion
of the increase in turnover and theft can be accounted for by this expla-
nation. At one of two comparable plants, an equal cut was imposed on all

l
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employees (including top management), justified by detailed data on lost
profits, and followed by expressions of concern and regret by management.
This course of action was consistent with the criteria of fairness models,
which include equality of payoffs (Forsythe et al. 1994), concern for the
other contracting party’s well being (Rabin 1993), and a belief that firms
are entitled to a “reference” (often past) level of profit, justifying wage cuts
to maintain this level of profit (Kahneman et al. 1986a, 1986b). At the
other plant, the same wage cut for manufacturing workers was an-
nounced, but the criteria for fairness were not met. Nearly a quarter of the
workers left at the plant with the unfair cut, while only five per cent left
at the plant with the fair cut. Similarly, the theft rate nearly tripled at the
former plant, but rose only slightly at the latter. The greater part of the
theft and turnover increase therefore appeared to be a reaction to the per-
ceived unfairness rather than simply a measure to replace lost consump-
tion due to the wage cut. The design of the test, explicitly incorporating
comparisons based on fairness variables, enabled Greenberg (1990) to
capture variation in behavior which might otherwise have been missed.?

: Which Contracting Costs are Measured?

A great variety of contracting costs exist; we do not yet have a complete
catalog of such costs or an adequate identification of the factors that de-
termine their magnitude (Baiman 1990; Milgrom and Roberts 1988). Ex-
perimental and empirical tests based on simple self-interest models are
designed to detect the specific contracting effects predicted by these mod-
els. For example, basic agency problems focus on two kinds of contracting
costs: losses from inadequate motivation or selection of the agent and from
inefficient risk sharing. Empirical and experimental tests of the basic
agency model look for evidence that contracts are structured to reduce
these costs (e.g., Wolfson 1985; DeJong, Forsythe, and Lundholm 1985a;
Dedong, Forsythe, Lundholm, and Uecker 1985b). The results of these
tests are consistent with simple self-interest models, but this does not
mean that they provide evidence for rejecting alternatives.

Fairness research in accounting and economics has been primarily
occupied with a different set of contracting costs: for example, frictions
that delay adjustment to a new equilibrium when market supply and de-
mand change (Kahneman et al. 1986a, 1986b; Kachelmeier et al. 1991;
Fehr et al. 1993), costly delay or failure to agree in bilateral bargaining
(Guith et al. 1982; Ochs and Roth 1989; Luft and Libby 1997), or excessive
(non-wealth-maximizing) expenditures on monitoring (Evans et al. 1994).
Tests that do not specifically address the predictions of alternative models
can say little about the validity of these models.

® Given the limited control characteristic of field experiments, it may not be possible to de-
cisively exclude all self-interest-based explanations for the additional theft and turnover at
| the unfair plant. For example, workers may have believed that their wage prospects in the
future were better at the fair than at the unfair plant, and so were less likely to quit. For a
more tightly controlled laboratory demonstration of an increase in dishonest behavior that
increased individuals’ monetary payoffs but was driven by reaction to unfairness rather
than simple utility for wealth, see Moser et al. (1995).

o
Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyaany .



204 Journal of Management Accounting Research, 1997

III. ALTERNATIVE PREFERENCE MODELS,
CONTRACTING COSTS AND THE DEMAND FOR

MANAGEMENT ACCOUNTING

Section II argued that the predominance of the simple self-interest
model in accounting research has arisen in part because plausible alter-
native-model predictions have not been made, not because plausible al-
ternative predictions have been made and rejected by empirical evidence.
Section III illustrates predictions about management accounting that can
be generated from alternative-preference models. It further develops two
themes from section II. First, the predicted effects of preferences for ethical
behavior can vary considerably, depending on how the preference is spec-
ified. Detailing these specifications can help to reconcile apparently con-
tradictory results in the accounting literature. Second. aversion to per-
ceived unfairness can generate contracting costs that are not predicted by
simple self-interest models. Insofar as accounting information affects per-
ceptions of unfairness, and thus affects the magnitude of these contract-
ing costs, fairness models predict roles for accounting information beyond
those specified by simple self-interest models.

Ethics and the Demand for Monitoring

Simple self-interest approaches to contracting assume that individuals
will freely misrepresent their actions and characteristics (e.g., skill) when
doing so maximizes their wealth and leisure (Baiman 1982). They can
therefore be restrained from misrepresentation only by incentive schemes
that make misrepresentation costly in wealth or effort terms. Accounting
has value as a monitor because it provides information to support such
incentive schemes. Ethics-based approaches have sometimes suggested
less need for monitoring, and thus less demand for accounting, than sim-
ple self-interest models. For example, “If enough people adhere to the eth-
ical code...resources can be diverted away from monitoring, enforcing, and
protecting into more productive uses” (Noreen 1988).

In the management accounting literature, conflicting views on this
point are particularly conspicuous in the area of communication and
budgeting. Based on one set of experimental results, Baiman and Lewis
(1989) conclude that preferences for honesty are not strong enough in
most individuals to limit misrepresentation significantly; thus preferences
for honesty do not represent a serious threat to the predictive validity of
the agency literature on budgeting, transfer pricing and incentive system
design. By contrast, evidence in other experimental studies such as Young
(1985), Waller (1988), and Chow et al. (1988) suggests that ethical factors
(labeled “personal integrity and conscience” in Chow et al. (1988)) play an
important role in limiting misrepresentations. In these experiments, the
loss from theoretically suboptimal control schemes was substantially less
than that predicted by simple self-interest models, implying that the de-
mand for such controls would be less than simple self-interest models
predict.

More explicit descriptions of alternative preferences can help sort out
these results and their implications. Consider a utility function u(w, d).
where w. represents wealth.and d represents dishonesty. For individuals

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyaany .




Luft 205

TABLE 1
Utility Functions, Monetary Payoffs and Choices of
Truth or Misrepresentation

In all cases below, a truthful representation of the agent’s productive capability
(T) is 20, and the monetary payoff for truth-telling is 79.

U, = Vw-d, where w = monetary payoff, d = O (truth), 2 (misrepresentation)

U, = Vw-0.75d, where w = monetary payoff,
d = actual productive capability T-misrepresentation L.

L w(L) u, (L) u,(T) Choice, u,(L) u,(T) Choice,

Panel A: Misrepresentation (L) is Held Constant; Payoffs for
Misrepresentation, w(L), are Varied

18 100 8.00 8.89 T 8.50 8.89 i
18 120 8.95 8.89 L 9.45 8.89 L
18 140 9.83 8.89 L 10.33 8.89 L
18 160 10.65 8.89 L L 15 8.89 L
Panel B: Payoff Increases with Magnitude of Misrepresentation

18 100 8.00 8.89 T 8.50 8.89 T
16 140 9.83 8.89 L 8.83 8.89 ¥ i
15 160 10.65 8.89 L 8.90 8.89 L
14 180 11.42 8.89 L 8.92 8.89 L
12 220 12.83 8.89 L 8.83 8.89 T
11 240 13.49 8.89 L 8.74 8.89 g i

who have a preference for honesty, u, < 0. Behavior cannot be predicted
unambiguously, however, without a further description of the form the
function takes. In one view, all lies are viewed as unacceptable behavior,
and a large negative weight is assigned to any lie regardless of its nature
or circumstances. In a mathematical representation of this view, d would
take on only two values, one value when the truth was told and the other
value when it was not. In another view, the difference between big lies and
small lies is much more significant, and the difference between truth and
relatively trivial falsehoods is less important. In this case, d is a continu-
ous variable. (See Bok (1978) and Solomons (1993) for philosophers’ dis-
cussions of both views.)

Much of the psychological research on lying (see Lewicki’s (1983) con-
ceptual model of lying, underlying the predictions of Baiman and Lewis
(1989)) does not take a clear position on this issue. As the argument below
illustrates, however, predictions of behavior and inferences that can
be drawn from experimental results depend critically on how d is
represented.

Table 1 provides a stylized numerical example of the effects of this
difference in functional form. In this example, it is assumed that the
agent’s true productive capability is 20, and that the agent can increase
his or her monetary payoff by understating this capability.? The magnitude

* If overstatement of productive capability led to higher payoffs, as in Baiman and Lewis
(1989), d would be defined as L-T instead of T-L.
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of the lie is the difference between the agent’s believed actual and self-
reported productive capability. U, is the utility function of an individual
who would feel equally uncomfortable about any lie, regardless of mag-
nitude. U, is the utility function of an individual for whom the distinction
between small and big lies is more important. Panel A shows that both of
the proposed utility functions are consistent with the basic pattern of
Baiman and Lewis’ (1989) results. Panel A represents Baiman and Lewis’
(1989) setting, in which a given misrepresentation generated different pay-
offs in different conditions. The utility of telling the truth outweighed the
increased payoff when the payoff was small, but not when the payoff was
larger. A heavier weight on d (a value larger than 2 for lies) would represent
the utility functions of the handful of subjects in Baiman and Lewis (1989)
who did not lie for any of the offered payoffs.

The two functions in table 1 behave similarly only when the magnitude
of the lie is held constant, however, since the second function is sensitive
to this magnitude and the former is not. Panel B of table 1 illustrates this
point. In the setting used in many participative budgeting studies (Young
1985; Waller 1988; Chow et al. 1988) and represented by panel B, indi-
viduals have the opportunity to choose among lies of different magnitude,
each of which generates a different payoff. If they choose the lie with the
highest utility payoff, individuals with a U,-type function will choose the
lie with the highest monetary payoff, but individuals with a U,-type func-
tion will choose a lie with a moderate monetary payoff —neither the largest
nor the smallest in this particular case. The behavior predicted by U, in
panel B is consistent with the behavior of subjects in the participative
budgeting studies (Young 1985: Waller 1988; Chow et al. 1988), who did
not tell the lie with the largest possible monetary payoff. It also is consis-
tent with results in social psychology: for example, Newman (1979) found
that passers-by who found a dropped coin were more likely to keep money
that was not theirs if the value of the coin was smaller than if it was large.
Similarly, Goldstone and Chin (1993), unobtrusively observing a copy ma-
chine where copies were charged to individuals on a self-report honor sys-
tem, found that individuals tended to report large jobs even when they
omitted reporting smaller ones.

A function like U, is consistent with Baiman and Lewis (1989) (panel
A) and with the results of the participative budgeting studies (panel B),
while U, is consistent only with Baiman and Lewis (1989). However, only
U, supports the inferences Baiman and Lewis (1989) make from their re-
sults. U,, which also is consistent with their results, does not support their
inferences. Under the assumptions of U;, a willingness to tell a small lie
for 25 cents also implies a willingness to tell bigger lies for larger sums of
money. Under the assumptions of U, this implication does not hold across
all ranges of lies and payoffs.

Because U, supports different predictions than U, about the likelihood
that contracting parties will not report truthfully, it also supports different
predictions about the need for monitoring and incentive systems to limit
untruthful reporting. Both functions, like simple self-interest models, pre-
dict that (all other things equal) lying will increase as the payoffs for mis-
representation increase. U,, however, also generates an additional predic-
tion. Under U,, holding the payoffs for lying constant, lying is expected to
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Increase as the size of the lie required to generate a given payoff decreases
(i.e., as the sensitivity of the payoff function to changes in the agent’s
report increases). Thus, stronger control systems to prevent lying might
be expected in settings where the payoff function is more sensitive to the
magnitude of the lie. Neither a simple self-interest model nor a U,-type
model of preferences can generate this prediction, since neither includes
an argument for the magnitude of the lie.® Further research in the labo-
ratory and natural environment is needed to test the validity of these
prediction.

This discussion of preferences for honesty has provided an illustration
of the need for more detailed specification of the nature of alternative pref-
erences. Alternative-preference models that are based on fairness rather
than strictly ethical preferences, such as honesty, have been formally rep-
resented by economists (e.g., Thaler 1985; Bolton 1991°; Rabin 1993), but
many implications of these models for management accounting remain to
be investigated, as the following section suggests.

Fairness and Product Costing:
Frictions in Markets and Bargaining

A number of recent studies have examined firms’ experience with ac-
tivity-based costing systems, identifying factors that affect the decision to
move to an ABC system and the success of the subsequent implementa-
tion (e.g.. Cooper et al. 1992; Shields 1995; Swenson 1995; Anderson
1995). One of the challenges in this area of research is that there is as yet
no full catalog of the costs and benefits to the firm of implementing ABC
(see Merchant and Shields 1993 for a partial list of costs and benefits of
more accurate product costs). Although much of the prior research on the
benefits of activity-based costing has focused on the potential of more ac-
curate product costs to support more profitable pricing or product-quan-
tity decisions (Banker and Potter 1993; Banker and Hughes 1994; Gupta
and King 1997; Berg and Sprinkle 1996), anecdotal evidence (Romano
1994) suggests that the effect of ABC on transaction costs also is impor-
tant. The subsections below provide examples of how fairness-based
research can identify transaction costs that would not be predicted by
simple self-interest-based models, and thus suggest additional testable
predictions about the demand for management accounting information.

Market Frictions

In a world governed by simple self-interest, product costs are relevant
in determining the supply of an item at any given price, but not in deter-
mining market demand (Banker and Potter 1993; Banker and Hughes
1994). That is. holding the quality of the item constant, buyers’ willingness

® If lies of greater magnitude are more detectable, and monetary penalties are imposed for
detected lies, a simple self-interest model also will predict an effect of the magnitude of the
lie. The mechanism is different. however. The self-interest version of the prediction does
not apply to situations of asymmetric information in the strongest sense, where lies are not
detectable, and therefore a moderate lie is no more detectable than a smaller lie.

Bolton's (1991) model represents an aversion to getting smaller payoffs than the other party
in a bargaining game. Bolton does not specifically label this an aversion to unfairness. but
otherstudies have doneso(e:gi Straub and Murnighan 1995; Giith et al. 1982).

@
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to pay a given price should not change as the seller's costs or profits
| change. In this view, transmitting internal accounting information like
\ product costs from the seller to the buyer has no value because it does
not affect the prices or quantities of goods traded on the market.

Survey data has suggested, however, that buyers’ willingness to pay a
given market price depends in part on whether they regard the price as
fair, and that fairness judgments are influenced by information about sell-
ers’ costs and profits (Kahneman et al. 1986a, 1986b; Thaler 1985). Spe-
cifically, price increases that are driven by cost increases are widely re-
garded as fair, while price increases based on short-term fluctuations in
supply and demand are not (Kahneman et al. 1986a, 1986b). Kachelmeier
et al. (1991) tested the accounting implications of these predictions in ex-
perimental markets, finding that market prices tended to adjust more
slowly to increased costs when cost information was not made available
to buyers. Even though trade at a higher price would have generated
a trading surplus for both buyers and sellers, buyers resisted paying
the higher price for some time—and thus failed to make profitable
trades—when they were not given cost information justifying the increased
prices.

These results may have important, as yet uninvestigated, implications
for product costing. Kachelmeier et al. (1991) used a setting in which the
firm sold only one product and the information of interest was the firm's
total cost or profit. For multiproduct firms, however, judgments about the
fairness of a price increase for a particular product depend on the profit
from that particular product, not on the firm'’s total profits. Respondents
to Kahneman et al.’s (1986a, 1986b) surveys did not consider it fair for a
firm to raise the price of one product to cover cost increases in another.
Thus, fairness judgments and the corresponding market-price effects de-
pend crucially on individual product-cost calculations. If buyers suspect
that the product they purchase is being loaded with overhead costs gen-
erated by other products, they may not be convinced that cost-based price
increases are fair, and profit-reducing market frictions of the kind dis-
! cussed by Kahneman et al. (1986a, 1986b) and Kachelmeier et al. (1991)
\ may ensue. Anecdotal evidence is consistent with the proposition that ac-
1 tivity-based costing smoothes the path of price increases (Cooper et al.

1992: Romano 1994), but systematic research is needed to determine
1 whether and under what conditions this smoothing takes place.”

i Bargaining

! Prices for many goods and services are set not by the impersonal work-
E ings of a market but rather by bilateral bargaining between buyer and
t seller. Milgrom and Roberts (1988, 1990) argue that negotiation or bar-
i gaining costs are a key determinant of how economic activity is organized:
!
|

7 Firms that expect to increase prices frequently in response to short-term supply/demand

fluctuations may find it disadvantageous to disclose high-quality product-cost data, be-
‘ cause these data will make it clear that price increases are unfair and consequently in-
crease customer resistance. Firms in markets where such fluctuations occur less frequently
or firms that choose not to respond to such fluctuations with price increases (see
Kahneman et al. (1986a) for examples) should find the disclosure of product-cost data more
advantageous.

h
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an important part of efficient contracting consists of reducing the losses
in wealth due to bargaining impasses, time and effort spent in negotiation,
delay in implementing profitable projects that require a long time to ne-
gotiate, and second-best agreements reached because bargainers cannot
afford to negotiate long enough to reach a better agreement.

Simple self-interest models and fairness models generate different pre-
dictions about the value of information in reducing bargaining costs. Sim-
ple self-interest models predict that increases in information about the
other party’s payoffs lead to greater efficiency in bilateral bargaining (or
at least do no harm) (Linhart et al. 1992; Kennan and Wilson 1993), while
fairness models distinguish between conditions in which additional infor-
mation reduces bargaining costs and conditions in which additional in-
formation increases bargaining costs (Camerer and Loewenstein 1993;
Thompson and Loewenstein 1992).

Contrary to the predictions of simple self-interest models, experimen-
tal tests have shown that common knowledge of payoffs is not sufficient
to eliminate impasses and haggling in settings where the Nash equilibrium
solution to the bargaining game calls for highly unequal payoffs. Subjects
often are willing to delay or refuse agreement, and to sacrifice moderate
monetary payoffs as a result, in order to avoid a solution that yields pay-
offs they regard as unfair—either because they are highly unequal (Giith
et al. 1982; Ochs and Roth 1989; Forsythe et al. 1994; Bolton 1991) or
because they differ from prior payoffs (Camerer and Loewenstein 1993)
(see Bolton 1991 and Rabin 1993 for formal models consistent with this
behavior). Bargaining costs can be lower when subjects have no infor-
mation about the other party’s payoffs at all than when they have infor-
mation that clearly indicates unequal payoffs (Straub and Murnighan
1995). Information also increases bargaining costs when it is ambiguous
enough to support more than one definition of a “fair” outcome (Camerer
and Loewenstein 1993; Thompson and Loewenstein 1992). The latter
result occurs because bargainers choose the definition of fairness that
is most advantageous to themselves. Impasses occur when bargainers re-
fuse agreements that they perceive to be unfair (even when these agree-
ments would be more profitable than impasse), or when bargainers mis-
takenly believe that others share their judgment of fairness and will
ultimately agree with them (Camerer and Loewenstein 1993; Thompson
and Loewenstein 1992; Babcock et al. 1995).

These results have important implications for the use of management
accounting information to reduce transaction costs within firms. Consider
a stylized firm consisting of an owner-manager and two subordinates (di-
visional managers) who trade with each other and are rewarded based on
divisional profit. A divisional manager with private information may con-
ceal it from the other divisional manager in order to gain an advantage in
bargaining, if he or she expects the resulting increase in divisional profits
to exceed the time and effort costs of additional negotiation. This profit-
shifting from one division to another does not increase the profits of the
firm as a whole, however. Insofar as the prolonged negotiation distracts
managers’ attention from other valuable activities, it may decrease the
profits of the firm as a whole. Thus, while costly bargaining benefits the divi-
sional manager who gains by it, it does not benefit the owner/top manager,
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who will therefore wish to restrain it. If the simple self-interest model is
correct and common knowledge always improves bargaining efficiency, top
management would be expected to support widespread sharing of payoff
information in negotiations between subunits of a firm. For example, top
management could mandate the sharing of accounting information on the
costs and profits of internally traded products. Although such information
sharing is frequent in transfer pricing negotiation, it is far from universal
(Price Waterhouse 1984; Eccles 1985). Fairness research suggests testable
propositions to explain some of the observed variation.

First, intrafirm disclosure should be less likely when market forces or
other exogenous factors result in highly unequal divisional payoffs from
internal trade or sharp increases in one party's payoffs. Simple self-inter-
est models assume all information about the other party's payoff is valu-
able. But experimental evidence suggests that informing the disadvan-
taged party that he or she is disadvantaged will probably not reduce
frictions in internal trade (Camerer and Loewenstein 1993; Straub and
Murnighan 1995). A fairness-based approach predicts that the sharing of
product-cost and profit information will be more prevalent between divi-
sions that have more equal and stable payoffs, so that the information
they share is less likely to raise fairness concerns.

Second, intrafirm disclosure should be less likely when the informa-
tion increases the number of plausible definitions of fair exchange that
can be rationalized. For example, consider a transfer-price setting where
managers believe that a transfer price which divides the surplus from
trade equally is fair (see Eccles (1985) and Luft and Libby (1997) for evi-
dence of this view). Suppose the cost allocation system that assigns indi-
rect costs to particular products is known to be somewhat arbitrary. Man-
agers know the details of the product-cost data well enough to generate
alternative allocations of indirect costs that they believe are plausible; but
there is no firm-wide agreement on which allocation system corresponds
most closely to actual resource usage (see Eccles (1985, 150) for an ex-
ample). Suppose further that one plausible estimate of the product cost
requires a high transfer price to generate an equal profit split. Another
plausible estimate requires a lower transfer price to generate an equal
split. Either price can be defended as fair; buyers are likely to demand the
low transfer price on fairness grounds and sellers to insist on the high
price also on fairness grounds (cf., Thompson and Loewenstein 1992;
Camerer and Loewenstein 1993). While simple self-interest also would mo-
tivate buyers to ask for low prices and sellers to ask for high ones, it would
not drive them to insist on these positions in an inefficient, non-wealth-
maximizing way. In this setting, because the accounting system cannot
determine which product cost is more accurate, sharing accounting infor-
mation that allows the generation of alternative cost estimates has the
potential to increase conflict. If a more refined costing system can con-
vincingly determine which estimate is best, it should be able to lower bar-
gaining costs within and between firms. This suggestion is consistent with
anecdotal observations that ABC reduces interdepartmental conflict in
firms (Romano 1994), but a more precise specification of ABC benefits
awaits further testing.
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Not all refined costing systems provide more convincing estimates of
product costs (Datar and Gupta 1994; Cooper et al. 1992). If an ABC sys-
tem provides new estimates of product costs that are not convincing to all
parties because the system is still too new, too experimental, or too de-
pendent on imprecise estimates, then providing its output to managers
can increase bargaining costs. As one manager involved in an ABC imple-
mentation observed:

You have to be very careful in showing any data you're not completely
comfortable with. If it's not precise enough, people can take the results
and make them support a particular decision or anything else they want.
I think we have to be very accurate before we show these data around.
(Cooper et al. 1992, 98)

Simple self-interest models also can predict strategic use of ambiguous
information, but they suggest that the magnitude of the problem is
smaller: managers will insist on their own interpretations and goals only
up to the point that insistence is expected to increase their own wealth or
leisure. Fairness approaches predict a greater probability of destructive
conflict: individuals will refuse agreement “on principle,” or systematically
misestimate the course of action that will lead to agreement (Camerer and
Loewenstein 1993; Babcock et al. 1995).

Product cost data may be less clear and defensible in the early stages
of development of a new product-costing system (Cooper et al. 1992).
While distributing ABC data may be valuable at an early stage in devel-
opment to get feedback and buy-in from managers; there is also a cost to
this distribution in the form of increased bargaining conflicts. Accordingly,
fairness approaches predict slower implementation and/or higher imple-
mentation costs than simple self-interest models. They also predict that
implementation speed and costs will be sensitive to the amount of intra-
firm negotiation that involves allocated-cost numbers.

IV. CONCLUSION

Alternative-preference models representing concerns such as fairness
and ethics can enrich the basic economic contracting framework and yield
additional predictions about how management accounting affects the
magnitude of transaction costs. As suggested above, these predictions can
take two forms. First, alternative-preference considerations can be used
to explain observed management accounting practice. For example, man-
agers may demand more accurate product cost data in order to reduce
frictions in market trading and bilateral bargaining. Conversely, the char-
acteristics of management accounting data can be used to explain a par-
ticular feature of observed contracts: namely, levels of honesty or fairness.
Because of characteristics of management accounting data, fairness may
sometimes be too costly to achieve. For example, in the situation described
in Greenberg (1990), an important component of creating perceived fair-
ness was disclosing accounting data (declining profits) to employees. In
some cases, disclosing such data can be extremely costly, because the
data (e.g., profits of a particular plant or product) have significant value
to competitors, or because employees may conclude that prior profits have
been too high relative towages, or because they are too complex for most

|
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employees to understand without extensive training. In such cases, per-

ceived fairness might be more costly to achieve than the alternative of

accepting increased employee turnover and intensifying monitoring to
counteract the increase in theft that arises from perceived unfairness.

‘ The basic approach suggested here aims at increasing researchers’
ability to explain management accounting practice by including additional
preferences and additional contracting costs in the analysis of accounting
and contracting. Future research could go well beyond the specific sug-
gestions made here. The treatment of pure ethical issues® was limited to

honesty, and the only factor examined that might affect the disutility of

lying was the magnitude of the lie. Philosophical and psychological treat-
ments of the subject (e.g., Bok 1978; Lindskold and Walters 1983) suggest
that a number of other factors, such as the cost or benefit to other parties,
also have significant effects on the disutility of lying. The implications of
these effects for budgeting and control systems remain to be investigated.

The treatment of fairness was limited to a discussion of the fairness
of outcomes. Fairness of management accounting processes (e.g., budg-

eting procedures) can have an independent effect (cf., Lindquist 1995;

| Libby 1996). Similarly, the transaction costs addressed here—primarily

‘ monitoring costs, market-adjustment frictions, and bilateral bargaining

; costs—were a limited set. Other transaction costs also might be signifi-

| cantly affected by alternative preferences. Milgrom and Roberts (1990)
point out a number of inefficiencies in contracting arising from measure-

: ment costs and influence costs, i.e., costs of activities engaged in before

‘ contracting that do not increase the total surplus but help one party gain
a larger share of it. If contracting parties value fairness, they may pursue
excessive measurement or influence activities in an attempt to insure fair-
ness, as well as in attempts to increase their wealth.

A multimethod approach is evident in the behavioral economic studies
previously cited, including analytic, archival, experimental and survey ap-
proaches. Future research addressing the management accounting impli-
cations of alternative-preference models needs to take the same broad per-
spective. As Kahneman et al. (1986a, S299) point out, the community
standards of fairness that have detectable effects on economic behavior
“cannot be inferred either from conventional economic principles or from
intuition and introspection.” There is no substitute for observation in a

‘ natural context. Descriptive field research can be valuable in discovering

what managers seem to care about, what factors generate significant fric-

tions within the firm, and what role management accounting information
plays in reducing or exacerbating these frictions. Field evidence of these
issues is important but needs to be supplemented with additional analy-
sis. Well-designed experimental and archival tests are needed to distin-
guish among different explanations for observed behavior, and analytic
work is needed to verify that the stated assumptions about alternative

| " Ethics and fairness have been treated as non-identical categories in this paper. Fairness is
used in the behavioral-economics sense (Kahneman et al. 1986a. 1986b): it is defined by
observed community standards that do not necessarily correspond to any philosophical
theory of ethics.
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preference models actually support the predictions being tested. The al-
ternative-preference models currently available in the economics literature
address only limited issues: aversion to unequal payoffs in two-person
games, fairness (more broadly defined) in two-person games (Rabin 1993),
and fairness (broadly defined) in market transactions (Thaler 1985). For-
mal representations of ethical preferences are largely absent.

People have varying ideas about exactly what behavior is entailed by
ethical preferences, such as honesty or the work ethic, or what it means
to behave fairly in contracting. This ambiguity of definition has sometimes
been cited as a major deterrent to using alternative-preference models as
a basis for ex ante predictions of behavior (e.g., Eccles 1985). The variation
is not infinite or unsystematic, however. For example, regularities in judg-
ments about fairness (Kahneman et al. 1986a, 1986b) and the accept-
ability of lies (Lindskold and Walters 1983; Maier and Lavrakas 1976) have
been observed. Even when individuals make divergent judgments on these
subjects, the divergence itself is sometimes predictable, and the degree
and direction of divergence can be used to predict contracting costs. For
example, the greater the divergence of judgment, the less efficient the bi-
lateral bargaining (Roth and Murnighan 1982; Camerer and Loewenstein
1993; Luft and Libby 1997).

Further research in this area has the potential to explain more fully
how management accounting choices affect the efficiency of contracting.
It also can help to provide a bridge between the language of managers.
which often contains references to ethical and fairness concerns (see. e.g.
Eccles 1985; Merchant 1989) and the language of accounting and con-
tracting research, from which these concerns often have been absent.
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