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SOCIAL NORMS AND THE THEORY OF THE FIRM

For decades, the economic theory of the firm referred to as agency theory has
dominated business research and education in the United States. Although
agency theory has been influential in accounting, finance, and managerial
economics, it lacks informal and nonfinancial controls. Douglas Stevens
resolves to enhance this theory through the incorporation of social norms.
Drawing on historical context related to the firm, the theory of the firm, and
social norm theory related to the firm, he demonstrates the importance of
social norms in the formation and development of free-market capitalism and
the firm. He also describes the latest theoretical, experimental, and archival
evidence to exhibit the growing body of research that incorporates social
norms into the theory of the firm. These foundations enable Stevens to create
a comprehensive roadmap of agency theory that will have strong implications
for practice and public policy.

Douglas E. Stevens studied experimental economics at Indiana University
while completing his PhD in accounting. His experimental and theoretical
research demonstrates how incorporating social norms enhances the theory of
the firm. His research has been published in leading academic journals includ-
ing The Accounting Review; Contemporary Accounting Research; Accounting,
Organizations and Society; Experimental Economics; Journal of Business Ethics;
Journal of Management Accounting Research; and Behavioral Research in
Accounting.
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Preface

This book is the culmination of more than twenty years of research, but it
reflects many insights learned from everyday life. Thus, a little background
may be in order. I graduated in 1981 with an undergraduate degree in
music from a small liberal arts college in southern Michigan where my
father was a business professor. I had married my college sweetheart my
senior year and the fewmusic-related jobs I could find did not pay the bills.
So, I tried my hand at a number of sales jobs, including restaurant supplies,
insurance and investments, and commodity futures. My insurance and
investment experience finally helped me land a job at a small bank in
northern Indiana as a loan officer. As I strived to work my way up at the
bank, however, I found that my Achilles heel was always my lack of
coursework in accounting and finance. To fill this hole in my knowledge,
I resigned my position at the bank in the fall of 1987 and entered an MBA
program at Purdue University (Krannert). So it is that this artsy-fartsy guy
ended up in business school with a bunch of engineers. After seeing a
suggested reading list forMBAs, I purchased Adam Smith’s classic book on
economics and public policy, The Wealth of Nations. I carefully read every
page, underlining important passages. It was my first taste of economic
thought, and it ended up being a good preparation for my graduate studies
in business.

My classmates and I began our MBA program at Purdue with the
normal fanfare and high hopes of capturing one of the coveted manufac-
turing jobs that the engineer-dominated school was known for. As a
former banker, I especially enjoyed our first finance class. Taught by an
energetic young professor, we learned modern finance theory dominated
by rational expectations and the efficient market hypothesis. One Tuesday
morning, however, the normally punctual professor was mysteriously
absent at the beginning of class. After what seemed like an eternity, the
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classroom door finally opened and in shuffled our young professor, his
lifeless eyes glued to the floor. He reached his desk at the front of the room
and slowly sat down. After gathering himself enough to speak, he stated
that stock markets around the world were crashing. He mumbled some-
thing about there not being any jobs for us at the end of our program and
the need for us to rethink our choice of leaving the workforce to get a
graduate degree in business. Given the events unfolding on world markets,
he said, the topic for the day seemed irrelevant. Eerily shaken and filled
with despair, he canceled class and shuffled back out of the room.

The previous day was October 19, 1987 – what was to become infa-
mously known as Black Monday. On that day, a panic sent stock markets
around the world plummeting, beginning in Hong Kong and spreading
west through Europe before crossing the Atlantic. When the panic hit the
United States, the Dow Jones Industrial Average dropped 22.6% – the
steepest one-day percentage drop in stock market history. None of this
made sense to any of us eager MBA students. The modern finance theory
that dominated our classes in accounting and finance left no room for
market inefficiencies. What was unfolding on world markets, therefore,
seemed beyond belief. Fortunately, the markets stabilized and recovered
their precrash levels by the time we graduated in 1989. I had earned good
grades and acquired an attractive job offer from Caterpillar. Therefore, I
did end up with one of the highly sought-after manufacturing jobs out of
Purdue. Above all, I had taken enough accounting and finance courses to
sit for the CPA exam a few years later, so the hole in my knowledge had
been filled. My transformation from a musician to a financial professional
was complete. However, my MBA degree had only whet my appetite for
knowledge. After receiving a doctoral fellowship from Coopers & Lybrand
(now PricewaterhouseCoopers), I entered a PhD program in accounting at
Indiana University after one summer at Caterpillar.

I found the same strong influence of modern finance theory among the
faculty at Indiana. In contrast to Purdue, however, the school had a
prominent group of accounting faculty who applied behavioral theory in
their research. Instead of applying theory in economics assuming that
individuals were fully rational, they applied theory in psychology suggest-
ing that individuals exhibited irrational biases and heuristics in their
decision making. These behavioral accounting researchers sought to
explain market bubbles and crashes and other economic phenomena
inconsistent with neoclassical economic theory. While thoroughly trained
in rational expectations and the efficient market hypotheses, I could not
forget Black Monday. Therefore, I was initially attracted to the new
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behavioral theory in accounting. One seminar in experimental economics
from Professor Arlington Williams in the economics department, how-
ever, changed all of that. A former PhD student of Vernon Smith’s at
Arizona, Arlie taught me that it was not necessary to abandon neoclassical
economic theory in my experimental research. I learned that experimental
researchers in economics were using lab experiments to test and extend
neoclassical economic theory. I was hooked. I spent more andmore time in
the economics department honing my new research specialty in experi-
mental economics.

It turns out that my graduate school days at Purdue and Indiana were at
the height of the influence of a neoclassical theory of the firm that emerged
out of the University of Chicago in the 1960s (Khurana 2007, Fourcade and
Khurana 2013). From this rigorous economic perspective, managers of the
firm were assumed to be self-interested opportunists motivated solely by
their own wealth and leisure. This was not a real concern, however, because
markets were also assumed to be fully efficient and able to discipline
manager behavior that conflicted with the wishes of shareholders. From
this perspective, the interests of other stakeholders of the firm such as
employees, suppliers, and local communities did not matter. As is true of a
fully developed research paradigm (Kuhn 1962), few researchers attempted
to challenge these underlying assumptions during the heady days of the
1980s and 1990s. Top academic positions and journal editorships went to
those who were steeped in the dominant paradigm out of Chicago. The
powerful influence of hiring and tenure decisions, along with publication
decisions at the top journals, perpetuated the paradigm. It would take
nearly two more decades of conflicting evidence, including the 2000 dot-
com market crash and the 2008 market meltdown, for the dominant
paradigm to be sufficiently challenged.

In addition to studying experimental economics with Arlie Williams in
the economics department, I studied trading volume behavior with Orie
Barron in the accounting department. I soon found out, however, that my
research put me at odds with the dominant paradigm from the Chicago
school. If markets were fully efficient from an informational perspective,
then trading volume could play little role in the financial markets. All that
mattered was stock price. In fact, the dominant paradigm left no role for
information asymmetry or disagreement among investors, and the market
could be characterized as a single investor. To complicate things further, I
developed a dissertation topic examining the effects of reputation and
ethics on budgetary slack in participative budgeting. This hadmany faculty
at Indiana wondering if I had torchedmy academic career by the end of my
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doctoral program. Looking back now, I was certainly swimming against the
current. Rather than receiving one of the coveted research university
positions upon graduation in 1995, I began my academic career at a
small public university in New England where I was given a heavy teaching
load and few resources to conduct my research.

My first publication used a noisy rational expectations model to demon-
strate how characteristics of analyst forecasts captured their heterogeneous
beliefs and important aspects of their information environment (Barron,
Kim, Lim, and Stevens 1998). It became one of the most heavily cited
papers in The Accounting Review. My second publication used an experi-
mental market setting to show that market prices and traders’ subject
beliefs underreacted to new information, and that trading volume reflected
heterogeneous beliefs and capital gains expectations among traders
(Gillette, Stevens, Watts, and Williams 1999). These early publications
allowed me to secure a visiting faculty position at the University of
Arizona in 1998 and an assistant professor position at Syracuse
University in 1999. I was finally teaching doctoral seminars and advising
PhD students in accounting. However, it would be three more years before
I got my dissertation published (Stevens 2002). It was just too big a leap at
the time. Recently, my research incorporating social norms into the theory
of the firm has appeared in top academic journals (Davidson and Stevens
2013, Douthit and Stevens 2015, Abdel-Rahim and Stevens 2018). I have
also published the first review paper of trading volume research with Linda
Bamber and Orie Barron (Bamber, Barron, and Stevens 2011). Thus, in
contrast to early expectations, I have been successful at publishing my
research challenging the dominant paradigm out of Chicago.

Despite the strong current it generated against my research early in my
career, I am grateful for the economic theory of the firm that emanated
from the Chicago school. It is hard to imagine where we would be today
without the rich insights garnered from that powerful theory. Rather than
ignore these insights, or attempt to lay a new foundation based on beha-
vioral biases and heuristics, my research builds upon the foundation laid by
neoclassical economic theory. Over my academic career, I have had the
privilege of working with prominent experimental economists while at
Indiana University, the University of Arizona, Florida State University,
and now Georgia State University. These economists have demonstrated
that it is possible to expand neoclassical economic theory without aban-
doning rational expectations or the rich insights from expected utility
theory. While the Chicago school used Adam Smith’s second book to
advance a neoclassical theory of the firm based upon opportunistic self-
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interest, researchers have recently returned to Adam Smith’s first book to
incorporate social norms into the theory. This research has expanded the
descriptive validity and usefulness of the theory of the firm. However, this
research effort is still young, and there is much work yet to be done.

The purpose of this book is to stimulate research incorporating social
norms into the theory of the firm. I take an incremental, foundational
approach that builds upon the rich insights of neoclassical economic
theory. In the first half of the book, I develop a foundation for this research
by presenting history and fundamental theory related to both the firm and
social norms. In the second half of the book, I present theoretical, experi-
mental, and archival evidence regarding the ability of social norms to
control opportunistic behavior within the firm. Throughout the book, I
also present the latest insights regarding Adam Smith frommy semester in
2011 as a visiting scholar at the Adam Smith Research Foundation at the
University of Glasgow. Neoclassical economists at the Chicago school
relied heavily on Smith’s second book when forming and defending their
economic theory of the firm. Smith’s first book, however, contains a
comprehensive moral theory based on culture and social norms. My
study of Adam Smith has convinced me that the same author to whom
neoclassical researchers turned when developing the theory of the firm can
be turned to again when incorporating social norms into that theory.
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