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Abstract: We discuss the importance of conducting experimental research in managerial ac-
counting and provide a framework for understanding and assessing the contributions of re-
search in this area. We then use this framework to organize, integrate, and evaluate the existing
experimental managerial accounting research. Based on our review and synthesis of the lit-
erature, we suggest avenues for future experimental research in managerial accounting.

1. Managerial Accounting and the Role of
Experiments
We have three objectives in this paper. Our first ob-
jective is to describe the role of experimental research
in managerial accounting and provide a framework
with which to understand and assess research in this
area. Our second objective is to review, synthesize,
and evaluate extant experimental research in mana-
gerial accounting.! Our final objective is to identify
and discuss several directions for future experimental
research in managerial accounting.

A fundamental purpose of managerial accounting
is to enhance firm value by ensuring the effective and
efficient use of scarce resources.” Thus, managerial

"In this regard, our goal is to summarize and organize,
rather than exhaustively review prior experimental research
in managerial accounting. Readers interested in more detail
regarding the results of specific studies should consult ex-
cellent summaries of this literature contained in Arnold &
Sutton (1997), Bamber (1993), Birnberg & Shields (1989),
Kren & Liao (1988), Luft & Shields (2003), Shields (1988,
1997), Young (1988), Young & Lewis (1995), and Waller
(1995).

>There are other purposes of managerial accounting. For
example, rather than being used in a functionalist sense to
support the achievement of owners’ objectives, an interpre-
tive perspective of managerial accounting might suggest that
managerial accounting practices serve a signaling role by
helping individuals and organizations appear rational and
efficient, thereby allowing the firm or individuals within the
firm to acquire resources, power, and society’s support (see,
e.g., Carruthers, 1995; Covaleski & Dirsmith, 1988; Covale-
ski et al., 1996; Scott, 1987). Further, there are numerous
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accounting systems should provide information that
improves employees’ abilities to make organization-
ally desirable decisions, thereby enabling employees
to achieve the organization’s goals and objectives
(Caplan, 1988; Horngren et al., 2003).> Additionally,
managerial accounting systems should provide infor-
mation that helps align the interests of employees
with owners by directing employee effort and atten-
tion to activities that benefit the organization (At-
kinson et al., 1997b; Lambert, 2001). Viewed in this
light, the information produced by a managerial ac-
counting system serves two important roles in an or-
ganization: (1) to provide some of the necessary
information for planning and decision-making, and
(2) to motivate individuals (Zimmerman, 2003, p. 4).
Respectively, these two roles for managerial account-
ing information have been referred to as the decision-
facilitating role and the decision-influencing role
(Demski & Feltham, 1976).

(footnote continued)

organizations for which profit (value) maximization is not
necessarily the goal (e.g., charitable organizations, cooper-
atives, and not-for-profit entities). Moreover, organizations
have numerous stakeholders, including customers, employ-
ees, lenders, suppliers, owners, and the community in which
it is located. Invariably, organizations serve the diverse
interests of their various stakeholders, albeit to varying
degrees.

3Organizations per se do not have goals and objectives.
Rather, the individuals who compose an organization or have
an interest in the organization’s operations have goals and
objectives. Following tradition in economics, we ascribe a
profit (value) maximization goal to firms and organizations.
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It is important to study empirically how both
roles of managerial accounting information affect the
behavior of individuals who compose organizations.
First, organizations repeatedly make judgments
and decisions regarding the amount and type of
information supplied to employees and, in turn,
employees make judgments and decisions based on
this information (Demski, 1972; Feltham & Demski,
1970). Further, despite the perfect rationality as-
sumption governing agency models and most
models of economic behavior (Baiman, 1990), ample
evidence indicates that the judgments and decisions
of both producers and wusers of information
frequently are not of the highest quality (Bonner,
1999, 2001). Thus, research in managerial accounting
is necessary to help evaluate the quality of the
judgments and decisions made within an organiza-
tion, examine the determinants of decision quality,
and report on the efficacy of factors posited to
improve judgment and decision performance. Such
research provides useful insights into the benefits
and costs of managerial accounting practices that
are intended to support decision-making within an
organization.

Second, an organization’s managerial accounting
system is used to motivate employees (Baiman, 1982;
Young & Lewis, 1995; Zimmerman, 2003). Research
in managerial accounting can help determine the
extent to which managerial accounting practices
actually motivate individuals within an organization
and help mitigate the divergence of interests between
employees and owners (i.e., mitigate agency prob-
lems of moral hazard and adverse selection). Addi-
tionally, despite the self-interest assumption governing
agency models and most models of economic behavior
(Baiman, 1990), evidence indicates that individuals
respond to ethical and moral principles in addition to
economic incentives (e.g., Camerer, 1997; Evans
et al., 2001). In this regard, research in managerial
accounting also can help determine the extent to
which social motives, individual values, and firms’
informal information systems interact with more for-
mal governance procedures in helping to ensure that
employees undertake actions in the best interest of
the firm.

It frequently is difficult, however, to use archival or
field data to assess the effects of an organization’s
managerial accounting system, either in isolation or
in conjunction with other variables, on the behavior
of its members. Archival-empirical and field research
in managerial accounting often are fraught with
methodological and econometric problems (see, e.g.,
Ittner & Larcker, 2001). First, archival data may
be unavailable or difficult to obtain. Second, the
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independent variables under investigation may be
contaminated because their effects cannot be
disentangled from other effects, including self-selec-
tion biases and sample-selection biases. Finally,
the dependent variables and independent variables
typically are measured imprecisely and, thus, can
contain both random noise and systematic bias
(measurement error). Collectively, these weaknesses
can jeopardize the internal wvalidity, construct
validity, and statistical conclusion validity of archi-
val or field studies.*

Controlled laboratory experiments help overcome
these limitations and allow researchers to answer
questions that otherwise might go unanswered.’ Ex-
perimentation involves the active and purposeful ma-
nipulation and measurement of variables, thereby
enabling the researcher to create a research setting
and generate data. By manipulating the independent
variables and using the principle of randomization,
experiments also allow the investigator to control the
research setting and isolate the effects of variables
that are confounded in the natural environment. Fi-
nally, experiments involve control over measurement.
This should lead to a high degree of specificity in the
operational definition of variables and precise and
objective variable measures.

Properly designed experiments are thus useful
mechanisms for studying cause—effect relations un-
der pure and uncontaminated conditions (Kerlinger
& Lee, 2000). They control for threats to valid infer-
ence and allow researchers to draw strong causal in-
ferences regarding the relations between independent
and dependent variables of interest (Campbell &
Stanley, 1963; Cook & Campbell, 1979; Kerlinger &
Lee, 2000). Their virtue lies not only in being able to
report on the precise inter-relations of variables but

“These weaknesses can also jeopardize the external validity
of archival or field studies. For example, there could be an
interaction between self-selection and treatment and, thus,
the documented cause—effect relations may not generalize to
situations in which self-selection is absent.

SAn experiment is a scientific investigation in which [inde-
pendent] variables are manipulated and their effects on other
[dependent] variables are observed (see Campbell & Stanley,
1963; Kerlinger & Lee, 2000). An experiment can be thought
of as a deliberate trial used to test causal propositions, where
the investigator has control over the independent variables
(Cook & Campbell, 1979). Control is achieved by manip-
ulating treatment conditions and, in the case of extraneous
independent variables, by random assignment to those
conditions.
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also in their ability to report on the concomitant
processes underlying those relations.’

Experiments are also useful complements to ana-
lytic work. While analytic models of behavior provide
an excellent framework for evaluating both the value
of and demand for managerial accounting procedures,
they frequently are criticized for their unrealistic as-
sumptions, highly stylized environment, and complex
solutions (Baiman, 1982, 1990). Experimental methods
allow for a rigorous test of a theory’s predictions, be-
havioral validity, and assumptions (Simon, 1982, 1987;
Smith, 1994). Given the inherent flexibility in the ex-
perimental approach, researchers can push the model’s
limits, test for boundary conditions, test competing
theories, document anomalies, and offer evidence re-
garding why actual behavior deviates from that pre-
dicted by an economic model (Kachelmeier, 1996;
Moser, 1998; Waller, 1994, 1995).

Such research is valuable because it not only re-
ports on the model’s predictive ability (Friedman,
1953) but also supplements the insights of the psy-
chological or economic model and may serve as the
basis for revising theory so that it better predicts hu-
man behavior in organizations (Friedman & Sunder,
1994). In this regard, experiments are useful vehicles
for testing theory, refining theory, and, ultimately,
building theoretical systems (Kerlinger & Lee, 2000).
Thus, over time, there is a symbiotic relationship be-
tween theory and evidence; theory and data interact
in developing a complete picture of human behavior
(Davis & Holt, 1993; Roth, 1995a).

In sum, organizations are a collection of individ-
uals and, as such, organizational welfare is inextrica-
bly linked to the judgments, decisions, and actions of
its members. Further, an organization’s managerial
accounting system plays a key role in motivating em-
ployees and improving their judgments and decisions.
Consequently, it is vital to understand both the de-
cision-facilitating and decision-influencing effects of
managerial accounting information, and experiments

SExternal validity often is thought to be the Achilles heel of
experimentation. That is, questions invariably arise as to the
representativeness or generalizability of an experiment’s re-
sults. Such concerns are not unfounded as experiments may
not capture all relevant aspects of the population or setting
that could interact with the experimental treatment in affect-
ing the direction or magnitude of the results. In this regard,
Cook & Campbell (1979, pp. 74-80) present approaches for
enhancing an experiment’s external validity. Further, Ker-
linger & Lee (2000, p. 581) note that “conceding the lack of
representativeness (external validity) the well-done labora-
tory experiment still has the fundamental pre-requisite of any
research: internal validity.”

are a particularly useful vehicle for studying whether
and how managerial accounting practices affect the
behavior of individuals within an organization.

The remainder of this paper is organized into four
sections. In Section 2, we describe the decision-influ-
encing role of managerial accounting information,
review and synthesize the experimental research in
this area, and discuss how future research might ex-
tend our knowledge regarding the use of managerial
accounting information for motivational purposes. In
Section 3, we describe the decision-facilitating role of
managerial accounting information, review and syn-
thesize the experimental research in this area, and
discuss some avenues for future research investigating
the use of managerial accounting information for be-
lief revision purposes. In Section 4, we describe how
the decision-influencing and decision-facilitating uses
of managerial accounting information often are not
independent, and suggest research avenues that ex-
plore issues connected with using managerial ac-
counting information for both motivational and
decision-making purposes. In Section 5, we briefly
summarize our main points and offer concluding
comments.

2. Decision-Influencing Role of Managerial
Accounting Information

The decision-influencing role of managerial account-
ing information refers to the use of information for
motivating employees (Demski & Feltham, 1976).
This role for managerial accounting information can
be viewed as the use of information to reduce ex post
(post-decision) uncertainty discussed in Tiessen &
Waterhouse (1983), the performance-evaluation use
of managerial accounting information discussed in
Baiman (1982), and includes the scorekeeping use of
information discussed in Simon et al. (1954). The use
of managerial accounting information for decision-
influencing purposes is intended to influence em-
ployee behaviors via the effects that monitoring,
measuring, evaluating, and rewarding actions and
performance have on motivation.” For example, to
motivate employees to control costs, firms might link
compensation to performance by providing financial
incentives that encourage managers to achieve an ac-
tual cost that is less than a budgeted or standard cost.

"Risk-sharing considerations also are important here as mo-
tivation likely is affected by the financial (outcome) risk
faced by the individual. More generally, given uncertainty in
the relation between employees’ actions and their conse-
quences (outcomes and rewards), there is a tradeoff between
the provision of incentives and the provision of insurance
(risk-sharing).
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Additionally, firms might use cost allocations to mo-
tivate mutual monitoring, co-operation, or the effi-
cient use of a resource (Zimmerman, 1979, 2003).

More generally, the use of managerial accounting
information for decision-influencing purposes is in-
tended to help solve organizational control problems
and therefore ensure that employees exhibit orga-
nizationally desirable behaviors (Merchant, 1985;
Sunder, 1997). Control problems exist within organ-
izations because owners presumably wish to maxi-
mize firm value, whereas employees are posited to
maximize their own utility, which typically has been
portrayed in theoretical research as consisting of two
arguments: wealth and effort (leisure). Employees
therefore are assumed to have different goals from
owners, resulting in a divergence of interest between
self-interested and co-operative behavior that leads to
an agency problem (Baiman, 1982; Jensen & Meck-
ling, 1976; Ross, 1973). When properly structured
incentives are absent, an agency problem will lead to
a loss in efficiency and a reduction in firm value
(agency costs).

There are two general classes of agency problems:
hidden action (moral hazard) and hidden information
(adverse selection). A moral hazard problem arises
when owners cannot observe the actions (e.g., effort
levels) of work-averse employees and must therefore
evaluate performance and base compensation con-
tracts on imperfect surrogates of behavior (Arrow,
1985; Baiman, 1982). An adverse selection problem
arises when employees have private information re-
garding, for example, their skill level or a state of
nature that is of value to the firm, yet they use this
information to increase their welfare at the expense of
the firm’s welfare (Arrow, 1985; Baiman, 1982). Both
moral hazard and adverse selection problems are
characterized by information asymmetry between
employees and owners.

The use of managerial accounting information for
decision-influencing purposes is intended to over-
come these information-based problems within or-
ganizations and therefore reduce agency costs. Thus,
a primary function of managerial accounting infor-
mation is to mitigate the inherent conflict of interest
between employees and owners and motivate em-
ployees to maximize firm value (Indjejikian, 1999). As
discussed next, much experimental research has ex-
amined whether managerial accounting practices help
solve control problems and encourage employees to
act in the organization’s interests.

2.1. Summary of Prior Research
The previous discussion related to the decision-influ-
encing use of managerial accounting information
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raises two inter-related questions. First, do individ-
uals act opportunistically (i.e., behave in a self-inter-
ested manner)? That is, do agency problems actually
exist? Second, to what extent do managerial account-
ing practices help mitigate agency problems related to
moral hazard and adverse selection?

With regard to the first question, there is evidence
that individuals act opportunistically and behave in a
self-regarding manner, thereby suggesting that firms
may suffer a loss in efficiency because of agency
problems. For example, Berg et al. (1992) document
that individuals shirk when effort levels are unob-
servable and individuals are offered a flat-wage con-
tract. Additionally, the results of Baiman & Lewis
(1989) and Berg et al. (1990) indicate that individuals
will misrepresent their private information for rather
small increases in personal wealth (e.g., $0.25; also
see Harrell & Harrison, 1994). Collectively, these re-
sults suggest that individual values and social norms
such as honesty or an ingrained work-ethic are un-
likely to completely mitigate self-interested behavior.®
Accordingly, we turn our attention to the second
question, and review experimental research that ex-
amines whether managerial accounting practices and
procedures help mitigate adverse selection and moral
hazard problems.’

2.1.1. Hidden Information (Adverse Selection)
Several experimental studies in managerial account-
ing have examined settings in which employees have
private information regarding firm operations, a state
of nature, or their own productivity (skill level) that,
if honestly revealed or shared, would increase firm
value. In a broad sense, this research can be put into
two separate streams. Both streams primarily are
concerned with the use of standards and budgets to
extract private information from employees. Below,
we briefly summarize the prior research in each
stream.

The first stream of research examines employees’
motivation to exploit their informational advantage
by creating budgetary slack. Budgetary slack repre-
sents a discrepancy between what the employee ac-
tually expects to occur and what actually is revealed

8See Luft (1997) for additional empirical evidence that is
consistent with individuals behaving in a self-interested (op-
portunistic) manner.

Later in this section, we revisit the issue of whether indi-
viduals have preferences for nonpecuniary factors such as
honesty, fairness, and equity. Understanding the extent to
which social motives and values interact with formal man-
agerial accounting practices in solving agency problems is an
important avenue for future research.
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(or where the budget is set).'” Employees are moti-
vated to create budgetary slack to improve their per-
formance evaluations and compensation, shirk,
consume perquisites, or hedge against uncertainty in
the environment (Baiman & Demski, 1980; Cyert &
March, 1963; Merchant, 1998; Williamson, 1969).
Theoretically, the creation of slack is posited to
reduce firm value because it can lead to inefficient
resource allocation and the use of compensation
schemes and budgets that are less than optimally
motivating. Incentives and opportunities to create
budgetary slack exist in the organization, though,
when firms use budget-based contracts and employ-
ees participate in the budgeting process(Baiman and
Evans, 1983; Demski & Feltham, 1978; Jensen, 2003).

Prior experimental research has shown that several
factors affect individuals’ propensity to create budg-
etary slack, and therefore exploit their informational
advantage to bias budgets in their favor. For exam-
ple, the degree of information asymmetry is related to
slack, with higher levels of information asymmetry
leading to higher slack (Waller, 1988; Young, 1985)."!
Research in this area also indicates that risk prefer-
ences affect the amount of slack, with risk-averse in-
dividuals creating the most slack (Young, 1985).
Additionally, research has explored the creation of
slack under group incentives, reporting that the type
of competitive feedback can affect group slack levels
(Young et al., 1993). Finally, research indicates that
slack is affected by whether budgets are unilaterally
or participatively set by the employee, imposed by

More generally, slack typically is defined as the provision
of resources beyond the minimum required (or expected to
be required) to complete a task (Antle & Eppen, 1985; Cyert
& March, 1963). Further, while we focus on employees’
motivation to create slack, organizations also may be
motivated to create slack. Slack can be beneficial to the or-
ganization by reducing manager tension, increasing organ-
izational resiliency to change, and by making available some
resources that can be used for innovation (Merchant, 1998,
p- 219; also see Merchant & Manzoni, 1989). Cyert & March
(1963) also suggest that organizational slack can protect the
firm against uncertainty in the environment (e.g., holding
excess safety stock in inventory to ensure that stockouts do
not arise). Thus, it is important to remember slack is a multi-
faceted construct that embodies both negative and positive
connotations.

""However, this positive relationship may only exist in en-
vironments that already have high levels of information
asymmetry between employees and managers. In environ-
ments with low levels of information asymmetry, research
finds either a negative or no relationship between informa-
tion asymmetry and budgetary slack (Hannan et al., 2004;
Stevens, 2002).

the superior, or negotiated and, once set, whether
the budget can be renegotiated (Fisher et al., 2000;
Rankin et al., 2003; Young, 1985).

The majority of the research in the first stream,
though, examines whether standards and budgets can
be used to motivate the truthful revelation of private
information or, more specifically, examines the effi-
cacy of “‘truth-inducing” budget-based pay schemes
in reducing budgetary slack (e.g., Groves, 1973;
Groves & Loeb, 1979; Weitzman, 1976). Research
in this area indicates that ‘“truth-inducing” pay
schemes generally are effective in reducing budgetary
slack and misrepresentations of private information
(e.g., Chow et al., 1988, 1991, 1994, 1995; Waller,
1988; Waller & Bishop, 1990). There are, though,
several factors that have been found to moderate the
effectiveness of truth-inducing pay schemes, including
risk preferences (Waller, 1988), the degree of infor-
mation asymmetry (Chow et al., 1988), the imposi-
tion of a ratchet (Chow et al, 1991), and a
probabilistic management audit (Chow et al., 1995).

The second stream of research examining issues
related to adverse selection investigates how well
various budget-based incentive contracts serve as
screening mechanisms and, thus, their ability to at-
tract the most able (highest skilled) employees (e.g.,
Rothschild & Stiglitz, 1976). Budget-based compen-
sation contracts can help reveal private information
to the firm because they allow individuals to self-se-
lect contracts based on their relative skill or ability.
Thus, employees can signal their productivity (or
effort) level via the compensation contract they select
(Spence, 1973, 1974). This process helps avoid an in-
efficient pooling equilibrium, and both employees
and organizations benefit because the most able em-
ployees receive higher wages while organizations reap
increases in production efficiency.

In managerial accounting, the seminal work in this
area was done by Chow (1983). Chow (1983) found
that compensation contracts containing an explicit link
between pay and performance (budget-based con-
tracts) were more likely to attract higher skilled em-
ployees than contracts without such a link (lower
skilled subjects chose fixed pay contracts). Chow’s
(1983) findings have been confirmed by numerous
other studies in managerial accounting; there appears
to be a strong correlation between contract selection
and skill levels (e.g., Baiman & Lewis, 1989; Berg et al.,
1990), whereby individuals with higher skill levels are
more likely to choose compensation contracts with
higher performance incentives (e.g., Dillard & Fisher,
1990; Shields & Waller, 1988; Waller & Chow, 1985).
Additionally, research has shown that factors such
as risk preferences, a controllability filter, and state
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uncertainty can interact with an individual’s skill level
in determining the choice of compensation cont-
racts (Shields et al., 1989; Waller & Chow, 1985).
Finally, research in this area indicates that the con-
tract selection process not only reveals something
about the skill levels of employees but also reveals
something about the concomitant effort component as
well (Waller & Chow, 1985).

In summary, certain managerial accounting pro-
cedures and practices, such as the use of budgets and
standards in conjunction with compensation con-
tracts based on these budgets and standards, have
been found to be useful in either explicitly or implic-
itly extracting private information from employees.
Thus, certain managerial accounting practices appear
to be quite useful in reducing the level of information
asymmetry between owners and employees. Research
also informs us, though, that there are many factors
(e.g., risk preferences, ratchet effect) that interact
with these practices in determining the extent to
which they foster the truthful revelation of private
information.

2.1.2. Hidden Action (Moral Hazard)

Several experimental studies in managerial account-
ing also have examined the use of managerial ac-
counting practices and procedures in motivating
effort, performance and, more generally, desired ac-
tions from employees. Much of this research has been
directed toward understanding the efficacy of budgets
and standards against which employees are evaluated
and compensated in solving moral hazard problems.
Such research is important given that the use of
budgets and standards for performance evaluation
and compensation comprises a major aspect of most
organizations’ managerial control systems (Hop-
wood, 1976). Other research in this area has focused
on the implications various incentive contracts have
on firm profit in situations of interest to managerial
accountants (e.g., transfer pricing). Below, we briefly
summarize the prior research in this area.

One extensively studied topic, although not so
much by managerial accounting researchers, is the
effect assigned goals have on performance. A con-
sistent finding from the goal-setting literature is that
specific and challenging goals lead to higher perform-
ance than easy goals or no goals (see, e.g., Locke &
Latham, 1990; Locke et al., 1981). In the accounting
literature, similar findings have been reported by
Chow (1983), Hirst & Yetton (1999), and Rockness
(1977). These findings have implications for the
practice of managerial accounting because firms
employ budgets and standards that contain explicit
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production, revenue, and cost goals. Thus, the goals
contained in accounting budgets and standards may
not only serve to evaluate and reward performance,
but also may have motivational properties per se. That
is, independent of their effect on compensation, re-
search consistently documents that goals serve to di-
rect individual attention and actions to increase effort
toward successful task completion. Such findings are
particularly noteworthy since neo-classical economic
theory predicts that, absent a link between goals and
some extrinsic reward, the mere presence of a goal and
the associated difficulty of the goal will not affect
performance because there are no wealth or effort
effects (i.e., goals have no intrinsic value per se).
Independent of their goal-setting effects and their
ability to attract employees with higher skill levels, a
number of studies in managerial accounting have ex-
amined how alternative incentive-based compensation
contracts affect individual effort and performance rel-
ative to fixed pay contracts. For example, several
studies report that budget-based compensation con-
tracts yield higher levels of individual performance
than fixed pay contracts (e.g., Bailey et al., 1998;
Chow, 1983; Tuttle & Burton, 1999; Waller & Chow,
1985), suggesting that, above and beyond the goals
contained in budgets and standards, further improve-
ments in performance can be obtained by linking
compensation to performance. Additionally, experi-
mental research in managerial accounting indicates
that piece-rate schemes also have positive effects on
effort and performance (e.g., Bailey et al., 1998; Chow,
1983; Sprinkle, 2000).'? Despite such findings, a recent
and comprehensive review of the effects of financial
incentives on performance reveals that performance-
based monetary incentives are not always helpful in
solving moral hazard problems, with only 50 percent
of the experiments reviewed indicating positive effects
of financial incentives on performance (Bonner et al.,
2000; see also Camerer & Hogarth, 1999). Factors such
as task complexity and the type of incentive scheme
have been shown to interact with financial incentives in
determining task performance (Bonner & Sprinkle,
2002; Bonner et al., 2000; Scott & Tiessen, 1999).
Experimental research in managerial accounting
also has documented that the manner in which pay
is linked to performance has implications for induc-
ing organizationally desirable actions. For example,

Further, Farrell et al. (2005) suggest that piece-rate
schemes can even increase performance in environments
where the incentives of employees are aligned with those of
the firm by making the actions that increase firm value more
transparent to employees.
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Luft (1994) shows that individuals prefer otherwise
economically equivalent incentives framed in bonus
terms rather than penalty terms, suggesting that fur-
ther efficiencies in contracting can be achieved by
considering the language employed in compensation
contracts. Additionally, in multi-person settings re-
search indicates that exploiting common uncertainty
in the environment via the use of relative perform-
ance evaluation can enhance performance over com-
pensation schemes based solely on individual
performance (Chow & Haddad, 1991; Frederickson,
1992)."* Finally, in transfer pricing settings experi-
mental research demonstrates that both the nature of
the compensation scheme and the mechanism em-
ployed can influence the transfer price and quantity
selected, and therefore influence the likelihood that
individuals will make decisions that maximize firm
profit (see, e.g., Chalos & Haka, 1990; DeJong et al.,
1989; Ghosh, 1994, 2000; Greenberg et al., 1994; Luft
& Libby, 1997).1*

In summary, managerial accounting practices and
procedures, such as the use of budgets and standards
as well as linking rewards to performance, have been
found to be helpful in solving problems of moral
hazard. Additionally, research in this area suggests
that the manner in which pay is linked to perform-
ance (i.e., the type of incentive scheme) can affect
effort levels and resulting task performance (see, e.g.,
Bonner et al., 2000). Finally, similar to research ex-
amining adverse selection issues, research examining
moral hazard issues reports that individual, task, and
environmental variables frequently interact with per-
formance-evaluation and compensation schemes in
determining effort and performance levels (e.g.,
Bonner & Sprinkle, 2002; Bonner et al., 2000).15

3Sayre et al. (1998), however, document some negative
consequences on the investment decisions made by individ-
uals working under a tournament incentive scheme (which is
an extreme form of relative performance evaluation) when
the cohort size is greater than two.

“Under certain transfer pricing mechanisms (e.g., Hi-
rshleifer, 1956; Ronen & McKinney, 1970), this research
relates more to the adverse selection problem than the moral
hazard problem. That is, in contrast to negotiation, these
mechanisms operate by attempting to obtain the truthful
revelation of supply and demand information from divisions
so that corporate headquarters can set the optimal transfer
price and quantity. We include the transfer pricing studies in
the moral hazard section, though, because much of this re-
search uses a negotiated setting where the concern is to get
bargaining parties to make decisions that are in the best
interest of the firm.

13Such variables include skill, task complexity, and assigned
goals. For example, assigned goals, on average, have addi-

2.2. Directions for Future Research

There are numerous possible avenues for further in-
quiry regarding studying the decision-influencing role
of managerial accounting practices and procedures in
controlled laboratory settings. We concentrate our
attention on two broad areas: (1) social motives and
values, and (2) performance-evaluation and reward
systems.

2.2.1. Social Motives and Values

Most prior experimental research in managerial ac-
counting examines whether and how formal account-
ing controls help overcome moral hazard and adverse
selection problems. Collectively, these studies show
that commonly used managerial accounting practices
help align the interests of employees and owners.
However, these studies tend to ignore that managerial
accounting information is only one piece of the
puzzle, and that organizations may use informal in-
formation systems and rely upon socially mediated
rewards and individual values to also mitigate con-
tracting frictions (see, e.g., Noreen, 1988).

More generally, it is important to examine social
motives and values because individuals make deci-
sions in a broad social context that serves to frame
behavior and outcomes. One’s actions frequently and
unavoidably shape, and are shaped by, the actions of
others. Further, while individuals’ objective functions
almost surely include preferences for personal wealth
accumulation, they also often include preferences for
the welfare of others and/or conformance with norms
of social and moral conduct (see, e.g., Baron, 2000;
Thaler, 1992). In turn, preferences for non-pecuniary
and other-regarding factors could exacerbate or mit-
igate the need for certain managerial accounting
practices, thereby altering the managerial accounting
information that is collected and used to motivate
individuals.

(footnote continued)

tive positive effects on effort and performance over mone-
tary incentives. This suggests that organizations should em-
ploy performance targets (goals) in conjunction with
monetary incentives to motivate employees. However,
Bonner & Sprinkle (2002) find evidence of an interaction
between the difficulty of the goal and the type of incentive
scheme. Specifically, compared to piece-rate schemes, per-
formance typically is better under budget-based schemes
when goals are moderate, but not when goals are difficult.
This evidence has implications regarding whether assigned
goals and incentives should be kept as separate motivating
mechanisms or whether incentives should be linked to goal
attainment.
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For example, research in economics, organiza-
tional behavior, and psychology suggests that indi-
viduals value concepts of fairness and equity.'®
Collectively, this research suggests that individuals
frequently are willing to sacrifice personal wealth to
achieve outcomes that they perceive to be fair or eq-
uitable. Research in managerial accounting has
tended to ignore such preferences (Luft, 1997)."
One possible reason for this is that agency models
generally assume that the manner in which gains to
trade are apportioned is not valuable for contract-
ing.'® In most agency models the principal (owner) is
designated as the residual claimant: agents receive
their market wage (in expectation), and the principal
receives any surplus from the agency relationship.
Preferences for fairness and equity could, though, al-
ter the nature of contracting within the firm.

Specifically, distributional (allocative) concerns
might increase transaction (contracting) costs. For
instance, a common property of performance-based
compensation contracts is that employee compensa-
tion and owner compensation are correlated; since
pay is linked to performance, when employees earn
more (less) owners also earn more (less).'” Depending
on the sharing parameter, individuals receiving per-
formance-based incentives might experience compet-
ing motivations. When the employee’s share of rents
is low, the employee’s desire to maximize personal
wealth conflicts with the desire to achieve equity and
reduce the difference between his/her payoff and the
owner’s payoff. It is unclear how such a conflict will
be resolved, and personal wealth considerations may
be displaced by fairness and equity considerations,
possibly suggesting that alternative allocative ar-
rangements or alternative contract forms or means

16See, e.g., Adams (1965), Blount (1995), Bolton &
Ockenfels (2000), Kagel et al. (1996), Kahneman et al.
(1986), Loewenstein et al. (1989), Milgrom & Roberts
(1992), Rabin (1993), and Vecchio (1984).

'7A notable exception is Evans et al. (1994) who find that
owners of a resource are willing to sacrifice personal wealth
in order to prevent being ‘“‘cheated.” Additionally, Luft &
Libby (1997) and Greenberg & Greenberg (1997) have found
that managers are concerned about how equitably profits
are distributed among divisions in transfer pricing contexts
(also see Moser et al. (1995) who examine how preferences
for equity and fairness affect taxpayer compliance deci-
sions).

8To the extent agency models do address these resource
allocation issues, they are used to extract additional rents
from agents (see, e.g., Arya et al., 1996; Balakrishnan, 1995).
YFor example, owner and employee pay often is positively
correlated under profit-sharing plans, gain-sharing plans,
and piece-rate plans.
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of motivation need to be employed. More generally,
there are numerous instances where equity and fair-
ness considerations might have implications for or-
ganizational design and the nature of managerial
accounting practices.?° Thus, it becomes important to
understand whether (and how) the relative distribu-
tion of rewards, in addition to the absolute distribu-
tion of rewards, affects the ability of budgets,
standards, and performance-based contracts to mo-
tivate individuals to reveal private information or
exert high levels of effort.

Concerns for equity naturally lead to issues of rec-
iprocity, or the desire to reward kind acts and punish
hostile acts. Research in economics and psychology
has demonstrated both forms of reciprocity. Negative
reciprocity has been observed in ultimatum bargain-
ing games (Camerer & Thaler, 1995; Roth, 1995b)
and public goods games (Fehr & Gichter, 2000a),
while positive reciprocity has been observed in trust
or gift-exchange games (e.g., Berg et al., 1995; Fehr
et al., 1993, 1997). Such reciprocal motivations can
have implications for managerial accounting.

Akerlof (1982, 1984), for example, models a situ-
ation where employees and owners engage in mutual
gift exchange. The owner gives employees a wage that
exceeds the market-clearing wage and, in kind, em-
ployees give owners higher than “normal” levels of
effort. Fehr et al. (1993, 1997) and Hannan (2005)
report results consistent with this prediction: as the
fixed wages (rents) offered by experimental employers
increase, the effort levels of experimental employees
increase. Effort levels are significantly higher than
enforceable levels (those dictated by pure monetary
self-interest) even though all parties know ex ante
that experimental employers cannot ex post reward
such behavior. Hannan (2005) also documents that
it can be rational for organizations to rely on norms
of reciprocity since, on average, higher wages lead
to higher surplus and higher firm (residual) profit.
Finally, Fehr et al. (1997) report that, if allowed to do
so, experimental employers also will reciprocate by ex
post rewarding employees who exert high levels of
effort and punishing workers who shirk (even though
both acts are costly to employers). Anticipating
this [reciprocal] behavior from employers, employ-
ees provide even higher levels of effort. Collec-
tively, these results demonstrate that reciprocity can
serve as effort elicitation and contract enforcement
mechanisms.

2See, in particular, Luft (1997) for an in-depth discussion
regarding how fairness and ethical concerns might affect
managerial accounting practices and procedures.



Chapter 17

Experimental Research in Managerial Accounting

The previous discussion raises a question regarding
how explicit incentive contracts, which frequently
are used to mitigate agency problems, affect recipro-
cal motivation. On the one hand, experimental
research demonstrates that incentive contracts
can enhance employees’ willingness to engage in
reciprocal co-operation (Coletti et al., 2005; Lazzarini
et al., 2004). Incentive contracts can be designed to
induce an employee to take actions that benefit others
in the organization. However, those benefiting from
the employee’s induced acts may attribute the be-
havior of the employee not to the control system
per se but to the inherent kindness of the employee. In
turn, this increases reciprocity (Coletti et al., 2005).

On the other hand, research suggests that incentive
contracts can actually reduce (crowd-out) employees’
willingness to engage in reciprocal co-operation (Fehr
& Gichter, 2001; Tenbrunsel & Messick, 1999). Em-
ployers using incentive contracts tend to rely on the
“stick™ (explicit penalties for non-compliance) rather
than the “carrot” (generous wage offers) as a means
for motivating employees, possibly creating an “at-
mosphere of threat and distrust” (Fehr & Giéchter,
1998, 2000b). Employees react negatively to this ac-
tion—their effort levels decrease significantly, as does
aggregate surplus.’! Experimental research in mana-
gerial accounting can help reconcile these competing
perspectives by providing important insights regard-
ing whether or more precisely when explicit contracts
based on managerial accounting information foster
or destroy reciprocity and co-operation.

2Fehr & Gichter (2001) also report that, while the overall
surplus was lower when incentive contracts were in place,
firm profit was actually higher because the provisions in the
incentive contract (a penalty paid by the employee to the
firm if the employee was caught shirking) allowed the firm to
retain a larger share of the smaller available surplus. That
said, the positive distributive effects from the employer’s
standpoint were not ubiquitous, and in numerous instances
the trust contract yielded higher firm profit than the incen-
tive contract. Moreover, future research is needed to exam-
ine whether this finding is parameter-specific or, more
generally, whether it replicates under alternative production
functions, incentive contracts, and tasks. As reported in
Fehr & Géchter (2000b, p. 177), such results may not gen-
eralize to settings where employers actually are allowed to
choose between explicit and implicit contracts (firm profit is
higher under the implicit contract). Finally, Fehr & Géchter
(2001) discuss that their experiment framed the explicit in-
centives as a penalty and that, if framed as a reward, explicit
incentives may not destroy, but actually enhance voluntary
cooperation. These observations underscore the importance
of examining how attributes (or types) of incentive schemes
affect cooperation.

Concepts such as reciprocity also relate to sugges-
tions made by Simon (1991) that individuals are mo-
tivated to work hard because they identify with an
organization’s goals, take pride in their work, and
exhibit loyalty to the organization (see also
Hirshleifer, 1977, Waller, 1994). Such notions may
help explain why the goal-setting literature finds that
specific and challenging goals, in and of themselves,
motivate individuals to achieve higher levels of per-
formance (Locke & Latham, 1990). Moreover, as
part of the employment relation, individuals may
simply obey authority, thus accepting (internalizing)
the duties and responsibilities commensurate with
their position and, thus, make decisions that are in
the best interest of the organization.

Numerous other social motives and values also
may affect the efficacy of managerial accounting
procedures and contracting within the firm. For ex-
ample, Arrow (1974, p. 23) suggests that there is an
element of trust in every transaction and that trust is
an “important lubricant of a social system.”?? Repu-
tational considerations also could lead to a reduction
in the deadweight loss associated with the inherent
nature of second-best contracts (Fama, 1980). As
Baiman (1990, p. 356) notes, reputation may serve
“as a substitute for or complement to formal gov-
ernance structures’” and has “a number of potentially
interesting managerial accounting implications.”

2 . . . . .
ZThere is an extensive literature on trust and its meaning.

Some authors treat trust in a calculative fashion and view it
as a subset of risk. Gambetta (1988, p. 217), for example,
refers to trust as “a particular level of the subjective prob-
ability with which an agent assesses that another agent or
group of agents will perform a particular action. When we
say we trust someone or that someone is trustworthy, we
implicitly mean that the probability that he will perform an
action that is beneficial or at least not detrimental to us is
high enough for us to consider engaging in cooperation with
him.” Presumably, the foundation for trust and the subjec-
tive probability likely are numerous: they could relate to the
economic incentives in place, social norms such as reliance
on reciprocity, values, history, culture, institutions, and so
on. Other researchers (e.g., Williamson, 1993) view trust as
being far less calculative and much more personal. For de-
tailed discussions of trust, its meaning, and its effects on
economic transactions see Coleman (1990), Gambetta
(1988), Kramer and Tyler (1996), and Williamson (1993).

ZThe construct reputation likely encompasses both pecuni-
ary and nonpecuniary elements. In repeated transactions,
individuals may wish to develop a reputation for “doing the
right thing” because the economic gains to doing so exceed,
for example, the costs associated with reneging (possible loss
of future profitable transactions) and writing and enforcing
detailed contracts. There also can be a purely social aspect
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Moreover, it is possible that trust and reputation
systematically alter the managerial accounting infor-
mation that is collected and used for performance
evaluation and motivation. Additional social motives
and values that seem important 