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1 Introduction 

 

Human behavior is often supposed to be rational when making decisions. Rationality 

seems to provide an objective picture of how people have to act and what they have to 

do to make sound decisions and judgements. However, rationality is often distorted by 

individual and psychological human factors. This distortion or divergence from rational 

patterns is called a cognitive bias. Cognitive biases are described as systematic patterns 

of deviations from rationality and standards when people make judgements about certain 

issues, whereas conclusions about other situations and members of society are 

supposed to be illogical (Haselton et al., 2005). Therefore, cognitive biases cause 

humans to make inaccurate judgements and to have a distorted perception leading to an 

illogical interpretation of situations which is commonly known as irrationality (Kahneman 

and Tversky, 1972; Baron, 2007). 

Certainly, also business decisions and judgements are not unaffected by these 

deviations from rationality. Decision makers are confronted with their own cognitive 

biases which lead them to make inaccurate judgements and bad decisions. The 

motivation of this master thesis is to investigate the presence of several cognitive biases 

in different fields of management accounting. A management accountant provides 

financial information to people inside the firm to help them in their decision-making 

process. The aim is to explore how decision makers are influenced by these cognitive 

biases and how these distortions affect the decision outcome as well as what 

researchers and practitioners are able to learn from these results. 

Hence, the research questions of this master thesis are twofold: (1) what is the role of 

cognitive biases in management accounting decision-making? (2) What are the 

implications provided by the current level of empirical research for both researchers and 

practitioners? After a broad and extensive search for related empirical literature, it 

crystallized that many different fields of management accounting are influenced by 

certain cognitive biases. Through an literature review I show that cognitive biases 

significantly influence managers when making management accounting related 

decisions. To the best of my knowledge, the following disciplines are affected: 

management control systems, managerial performance evaluations, cost allocation 

systems, transfer pricing, earnings management, and forecasting. The results of my 

master thesis will be discussed briefly below. 

Cognitive biases are partly embedded in strong underlying theories that are grounded 

in fundamental research in the field of psychology. The fact that people are loss averse 

is postulated by prospect theory (Kahneman and Tversky, 1979). The cognitive bias loss 
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aversion refers to people´s attitude to take risks in order to avoid losses. Moreover, 

prospect theory incorporates explanatory power of framing bias. Framing occurs when 

people reply differently to a single problem if the presentation of the problem varies. To 

provide a comprehensible introduction of how cognitive biases affect human behavior, 

Cheng et al. (2002) will be introduced within the theoretical section of this master thesis. 

They examined the effect of framing on general decision-making and should facilitate 

readers’ access to this topic. The study compared the explanatory power of three 

theories to explain framing. Although prospect theory is most commonly used, fuzzy-

trace theory exhibits the strongest explanatory power to predict framing with regard to 

their results. 

Apart from prospect theory, there is the cognitive dissonance theory formulated by 

Festinger (1957). This theory proposes that people suffer dissonance if they face a 

psychological dilemma when seeking for internal consistency. The theory describes how 

an individual´s behavior and attitude is affected if he or she feels confronted with several 

incompatible cognitions at the same time. If people feel this dissonance, they suffer a 

certain discomfort. This discomfort encourages people to find several ways to reduce 

their dissonance. They start to justify or rationalize their behavior by altering components 

of the cognitions in conflict, even though this may supposed to be irrational (Festinger, 

1957).  

In addition, this master thesis will discuss further cognitive biases that affect 

management accounting related issues, namely self-serving bias, self-justification bias, 

overconfidence, optimism, confirmatory bias and commitment, attentional bias, illusion of 

control, and the outcome effect. It is essential to understand these biases as they have 

significant impact on decision outcomes. After discussing and explaining them in the 

theoretical part, they will be embedded in the literature review of this thesis. This 

literature review highlights the role of cognitive biases in management accounting 

decision-making and shows that decision makers are highly affected by these 

irrationalities. As mentioned above, this regards to the following areas of management 

accounting: management control systems, managerial performance evaluations, cost 

allocation systems, transfer pricing, earnings management, and forecasting. 

Birnberg and Zhang (2011) revealed the impact of cognitive biases on the design of 

management control systems. They focused on the effect of a poorly performing 

economy on management control system choices and stressed the role of loss aversion 

in the context of the demand for accountability. According to Chen et al. (2015), 

designers of management control systems have to pay attention on forecast types and 

whether performance-based compensations are employed. The presence of 

performance-based incentives encourages managers to produce optimistic forecasts. 
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Moreover, performance evaluations are affected by cognitive biases. In particular, the 

outcome effect is responsible that evaluation ratings may be distorted (e.g. Ghosh and 

Lusch, 2000; Ghosh, 2005). In addition, the outcome effect influences performance 

evaluations of managers who are in charge of variance investigation decisions as the 

investigation outcome significantly impacts their ratings (Lipe, 1993). In contrast to the 

outcome effect, Cheng et al. (2009) found out that there are two factors that affect 

whether managers are willing to share private information during a project review, 

namely self-justification bias (resulted from high personal project involvement) and moral 

hazard. The results indicate that it may not be beneficial to link performance evaluations 

to project reviews as managers feel encouraged to withhold negative information that 

impairs their ratings. 

The studies of Jermias (2001, 2006) examined how cost allocation systems are 

affected by cognitive biases. His first study put emphasis on the effect of commitment 

and feedback on the judgement usefulness of new costing systems and highlighted the 

role of people´s resistance to change. His second article looked at how commitment to a 

particular course of action exacerbates overconfidence and resistance to change, and 

how these outcomes are able to be attenuated by making the decision maker 

accountable for negative consequences. 

However, cognitive biases are also embedded in transfer price negotiations. Empirical 

research scrutinized different biases in the context of transfer pricing policies. Luft and 

Libby (1997) investigated the effects of market prices and found out that self-serving bias 

related to fairness concerns has an effect on the negotiation process efficiency. Cheng et 

al. (2008), however, put the focus on framing effects and the negotiation partner´s 

objective about negotiated transfer prices, meaning whether he or she pursues high or 

low ‘concern-for-others’. 

Also an organization´s earnings management outcome is dependent of individuals who 

struggle with cognitive biases. In this context, Burgstahler and Dichev (1997) found out 

that loss aversion leads decision makers to actively manage their earnings in order to 

avoid reporting decreasing earnings or losses.  

Finally, this master thesis could detect effects of cognitive biases on forecasts. In the 

context of managerial forecasts, optimism and overconfidence are prevalent. Herrmann 

et al. (2008) investigated the interaction between analysts´ forecast optimism and 

international diversification of firms. They focused on a legal reform that became 

effective in 2000, the Regulation Fair Disclosure. Due to this reform, optimism in 

forecasts significantly mitigated or even disappeared. Sun and Xu (2012) stressed the 

role of accounting conservatism related to forecast optimism. They showed that if there 

was a greater level of conservatism in the previous year, managements´ current 
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forecasts would be more optimistic. Apart from optimism, Hilary and Hsu (2011) 

examined endogenous overconfidence in forecasts. They indicated that managers, who 

have experienced a recent success in accuracy in previous periods, would become less 

accurate in the subsequent period due to an upcoming overconfidence. In contrast to 

these studies, Durand (2003) studied forecasting abilities of firms. He found two firm-

level factors that affect accuracy and bias, namely the cognitive biases illusion of control 

and organizational attention.  

This master thesis contributes to that management accounting literature that relates to 

psychological issues. It provides a comprehensive overview of cognitive biases and how 

these influence human behavior. Based on two main underlying theories in decision 

literature, prospect theory and cognitive dissonance theory, the results find support for 

practical and theoretical implications for researchers and practitioners in the future. 

The remainder of this master thesis is structured as follows. Section 2 provides the 

theoretical background and explains prospect theory and cognitive dissonance theory 

before briefly portraying the relevant cognitive biases discussed in this master thesis. 

Then the research design will be explained shortly in section 3, before continuing with 

the literature review in section 4, the core part of this master thesis. Though a literature 

review I deduce the role of cognitive biases in management accounting decision-making 

from the current level of empirical literature. The individual subsections will be structured 

with regard to the different management accounting areas as described above. The 

empirical literature regarding cognitive biases in the context of management accounting 

will be introduced and intensively discussed in these subsections. Section 5 makes a 

comparison on the level of individual cognitive biases with regard to different fields of 

management accounting. This will result in a reverse perspective as it will be shown to 

the reader how a single bias can influence different fields of management accounting. 

Finally, section 6 is assumed to be a broadly conceived discussion where the most 

important implications for practitioners and researchers will be derived from the empirical 

results, before concluding what the reader can ultimately learn from this master thesis, 

pointing out its limitations, and giving prospects for future research. 

 

 

2 Theoretical Background 

 

Section 2 refers to broader, underlying theories of cognitive biases and aims to briefly 

explain relevant biases of this master thesis at an individual level. Two main theories will 

be introduced, namely, the prospect theory and the cognitive dissonance theory. Each of 
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them attempts to explain the roots of certain cognitive biases and how they take shape. 

Moreover, an empirical paper will be introduced to enhance readers’ understanding 

about how cognitive biases affect human decision-making. After focusing on these 

theories, further cognitive biases will be illustrated shortly that are relevant in this master 

thesis in order to provide a better understanding for the subsequent sections. 

 

 

2.1 Prospect Theory 

 

The prospect theory was postulated in the late 1970s by Kahneman and Tversky 

(1979) and is one of the most robust theories in psychology when trying to predict human 

behavior. This paper´s underlying motivation was a critique on the existing expected 

utility theory which relied on a descriptive model of risk facing decision makers (Von 

Neumann and Morgenstern, 1944). The researchers argued that there are particular 

pervasive effects exposed by choices among risky prospects that are not congruent with 

the idea of utility theory. In particular, they supposed that individuals show the tendency 

to underweight uncertain events compared to certain events. This propensity is known as 

the certainty effect which “contributes to risk aversion in choices involving sure gains and 

to risk seeking in choices involving sure losses” (Kahneman and Tversky, 1979, p. 263). 

Apart from the certainty effect, there is the isolation effect in which individuals simplify 

their choice among alternatives by rejecting those elements shared by these alternatives 

while choosing those components that distinguish the alternatives (Tversky, 1972). This 

results in a varying behavior if the presentation of the same choice is presented 

differently. 

Based on that, Kahneman and Tversky (1979) derived an alternative choice theory, 

namely the prospect theory. The idea was to allot value to losses and gains (not to final 

states) while decision weights instead of probabilities were employed. In addition they 

introduced a value function which is illustrated in figure 1. This value function is S-

shaped and indicates convexity for losses and concavity for gains while the slope for 

losses is higher than the slope for gains. The function is steepest at its central reference 

point. This implies that individuals display a risk-averse behavior for gains as the value 

function is concave and risk seeking behavior of losses as the value function is convex 

(Kahneman and Tversky, 1979). 
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Fig. 1: The Value Function (Kahneman and Tversky, 1979) 

Prospect theory proposes that individuals take their current situation as this particular 

central reference point. They start comparing their expected payoffs in the future with 

their reference point in order to make estimations about whether they will face a loss or a 

gain. As proposed, the theory considers individuals as loss averse, meaning that they 

tend to take risks to avoid losses (Kahneman and Tversky, 1979). Loss aversion is a 

cognitive bias that will be discussed in the context of certain management accounting 

fields during the subsequent sections (e.g. Birnberg and Zhang, 2011; Burgstahler and 

Dichev, 1997). 

According to Kahneman and Tversky (1979) and Tversky and Kahneman (1981), 

people reply differently to a single problem if the presentation of the problem varies. This 

effect is called framing. These two authors used prospect theory to examine framing 

which will be explained in more detail in a short while.  

However, subsequent empirical literature distinguished between three categories of 

framing, (1) standard risky choice, (2) attribute framing, and (3) goal framing (Levin et al., 

1998). However, each type has a different impact on decision-making. Firstly, the 

standard risky-choice framing effect is the most commonly used in management 

accounting literature. Secondly, attribute framing refers to an either positively (e.g. 

strengths of management control systems) or negatively (e.g. risks of management 

control systems) framed attribute of an event. And thirdly, goal framing influences the art 

of persuasion of communication (Chang et al., 2002). Framing will be discussed in the 

subsequent sections by introducing two papers, Lipe (1993) associated with managerial 

performance evaluations and Chang et al. (2008) linked to transfer pricing. 

Before resuming with cognitive dissonance theory, I decided to introduce the study of 

Chang et al. (2002) in order to strengthen the reader’s understanding and to facilitate his 

or her initial access to cognitive biases and particularly framing. Apart from prospect 

theory, this paper also makes an excursion to alternative theories that can be adapted to 
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predict framing effects. The study’s purpose was twofold. Firstly, the impact of framing 

effects on managerial decision-making was examined. Secondly, whether beside 

prospect theory, probabilistic mental models and fuzzy-trace-theory are able to explain 

framing effects was investigated. The research questions were answered by conducting 

two separate experiments associated with the classic Asian disease problem introduced 

by Tversky and Kahneman (1981). 

According to Kahneman and Tversky (1979) and Tversky and Kahneman (1981), 

framing effects will occur if people react differently to a particular problem if the 

presentation of the problem varies. Tversky and Kahneman (1981) used prospect theory 

to investigate the standard risky choice framing effect with the aid of the classic Asian 

disease problem which will now be briefly portraited (p. 453):  

 

“Problem 1:  

Imagine that the U.S. is preparing for the outbreak of an unusual Asian disease, 

which is expected to kill 600 people. Two alternative programs to combat the disease 

have been proposed. Assume that the exact scientific estimates of the consequences 

of the programs are as follows:  

 If Program A is adopted, 200 people will be saved. 

 If Program B is adopted, there is a 1/3 probability that 600 people will be 

saved and 2/3 probability that no people will be saved. 

Which of the two programs would you prefer? 

 

Problem 2:  

Imagine that the U.S. is preparing for the outbreak of an unusual Asian disease, 

which is expected to kill 600 people. Two alternative programs to combat the disease 

have been proposed. Assume that the exact scientific estimates of the consequences 

of the programs are as follows:  

 If Program C is adopted, 400 people will die. 

 If Program D is adopted, there is a 1/3 probability that nobody will die and 2/3 

probability that 600 people will die. 

Which of the two programs would you prefer?” 

 

Tversky and Kahneman (1981) showed the following: while problem 1 uses positive 

wording (“..will be saved”), 72 percent of the participants preferred the risk-averse 

program A over the risky program B (28 percent). Although, problem 1 and 2 are 

identical, problem 2, which is attached to negative wording (“..will die”), revealed unequal 

results. 78 percent of the participants preferred program D over program C (22 percent). 
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This inequality is caused by the framing effect that frames equal problems in different 

ways.  

As noticed, Tversky and Kahneman (1981) used prospect theory to examine framing 

effects. Prospect theory postulates that a person prefers the risky (certain) alternative 

over the certain (risky) one if he or she perceives the problem as a loss (gain). This 

preference is independent of the problem frame (negative or positive) (Kahneman and 

Tversky, 1979). Based on this, in a decision problem Chang et al. (2002) hypothesize 

that if information is supposed to be in a gain scenario/positive frame (loss 

scenario/negative frame), the decision maker prefers the certain (risky) alternative over 

the risky (certain) one. Moreover, they predict that if information of a decision problem is 

supposed to be in a gain scenario/negative frame (loss scenario/positive frame), the 

decision maker prefers the certain (risky) alternative over the risky (certain) one. 

Apart from prospect theory, Chang et al. (2002) examine the explanatory power of two 

further theories, namely, probabilistic mental models and fuzzy-trace theory. The theory 

of probabilistic mental models (PMM) is formulated by Gigerenzer et al. (1991) and aims 

to make predictions and explanations about individuals´ behavior in terms of 

overconfidence in judgements. The theory implies that people solve a two-alternative 

task by trying to develop a local mental model (LMM) related to that task and afterwards 

by employing this LMM to deal with the problem using both long-run memory and logic. 

They suppose a LMM to be effective if (1) long-run memories can regain information in 

order to compare alternatives, (2) there is no overlap in information features concerning 

these alternatives, and (3) logical operations can compensate for the lack of knowledge 

(Gigerenzer et al., 1991). When the use of a LMM is insufficient to solve the problem, a 

PMM with probabilistic information gathered from past memory has to be employed 

(Chang et al., 2002). 

Recall the Asian disease problem. When participants deal with program A and B, they 

may infer that with progressing time new medicine or vaccine will be developed to fight 

the disease. Hence, some people may be saved in addition to the 200 people formulated 

in program A. A may dominate B since the wording of A is positively framed while the 

wording of B is mixed. Similarly, D dominates C, as D´s wording is mixed, while C is 

negatively framed. Moreover, it is necessary to add that an important “condition of PMM 

in explaining the framing effect is that the certain option is described with incomplete 

information, which leaves room for decision makers to consider other possible variables 

relevant to the problem” (Chang et al., 2002, p. 46). In contrast to prospect theory, PMM 

looks at the problem frame (positive or negative), while the problem scenario (gain or 

loss) is irrelevant (Chang et al., 2002). 



9 

Based on PMM, Chang et al. (2002) predict that if information is supposed to be in a 

gain scenario/positive frame (loss scenario/negative frame), the decision maker prefers 

the certain (risky) alternative over the risky (certain) one. However, in contrast to 

prospect theory, they predict that if information of a decision problem is supposed to be 

in a gain scenario/negative frame (loss scenario/positive frame), the decision maker 

prefers the risky (certain) alternative over the certain (risky) one. 

The last theory that may affect framing effects is the fuzzy-trace theory (FTT), derived 

by Reyna and Brainerd (1990). In contrast to prospect theory, FFT yields a psychological 

function for outcome values and probabilities. The underlying assumption is that people 

make use of simplified entities of information while ignoring exact details (Reyna and 

Brainerd, 1991a). These simplified entities of information reflect individuals´ global 

patterns without specificity. They incorporate their own fuzzily processed preferences 

into the alternatives they choose from (Chang et al., 2002). Summarized, FFT refers to a 

purely qualitative relation among numerical values (not the values themselves) that have 

an impact on the final decision unless people are not able to simplify the alternatives 

because of information complexity (Chang et al., 2002). 

Related to the above mentioned, in case of FTT the researchers predict that if 

information is supposed to be in a gain scenario/positive frame (loss scenario/negative 

frame), the decision maker prefers the certain (risky) alternative over the risky (certain) 

one. Furthermore, they predict that if the information is supposed to be in a gain 

scenario/negative frame or in a loss scenario/positive frame, the framing effect will be 

zero. This is caused by the revised negation-formulation of A (400 people will “not” be 

saved) and C (200 people will “not” die) the researchers used to examine the presence 

of framing effects associated with FTT. 

Chang et al. (2002) test their hypotheses by conducting two experiments. Experiment 1 

is supposed to be a robustness check of the framing effect in management accounting 

context and to examine whether the three theories have explanatory power to predict 

framing. The results of the experiment reveal that the participants were committed to the 

framing effect. Moreover, all theories (prospect theory, PMM, and FTT) have the ability to 

predict framing bias. Nevertheless, if some information cannot be simplified, the framing 

effect will not exist. 

Experiment 2 compares these theories and scrutinizes which one most accurately 

explains decision behavior. Hereby, the researchers found evidence that although 

prospect theory is most commonly used, fuzzy-trace theory shows additional explanatory 

power with regard to the framing effect. FTT concludes that individuals mainly use 

simplified and summarized forms of information, rather than exact and precise 

information (Reyna and Brainerd, 1991a). They prefer to use qualitative patterns instead 
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of numerical outputs or probability values. Moreover, FTT suggests that individuals 

process information quantitatively if they are not able to capture the picture qualitatively 

(e.g. at a gist level). But if there are indifferent numerical outcomes of the different 

alternatives, Chang et al. (2002) could detect the individuals´ risk preference as the main 

driver in the decision-making process. 

 

 

2.2 Cognitive Dissonance Theory  

 

Cognitive dissonance theory was formulated in the 1950s by Festinger (1957) and 

refers to the individual´s psychological dilemma when seeking for internal consistency. 

This theory describes how an individual´s behavior and attitude is affected if he or she 

feels confronted with several incompatible cognitions at the same time. People feel 

uncomfortable when experiencing cognitive dissonance, meaning that they are facing at 

least two contradictory values, ideas, or beliefs. In addition, this dissonance also arises 

when either being committed to some plan of action that contradicts these values, ideas, 

or beliefs or new information contradicts these issues (Festinger, 1957). 

This discomfort encourages people to find several ways to reduce their dissonance. 

They start to justify or rationalize their behavior by altering components of the cognitions 

in conflict. Moreover, they neglect information and avoid situations that exacerbate their 

discomfort (Festinger, 1957). The aim to reduce dissonance is simultaneously 

associated with the appearance of cognitive biases. If people have to make choices 

between alternatives and they commit to a particular action, they may face dissonance 

about their choice in the near future, especially if the rejected alternative is more 

attractive as initially assumed. One way how people mitigate this discomfort resulting 

from dissonance is to search for information that confirms their initial choice and 

contemporaneously, disconfirms the rejected alternatives. This behavior is called 

confirmatory bias information search and is a typical means of attenuating cognitive 

dissonance. Among others, this phenomenon has been discussed in empirical literature 

in terms of overconfidence and resistance to change in the context of usefulness 

judgements of cost allocation systems (Jermias 2006). 

Furthermore, Ferstinger (1957) proposed that negative feedback about a former 

decision impairs the level of dissonance. People who receive negative feedback start to 

re-interpret or ignore such a feedback or even increase their commitment in order to 

attenuate their upcoming dissonance. Feedback as a driver for cognitive dissonance has 
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been examined in empirical literature (e.g. Jermias, 2001 in terms of activity-based 

costing or Cheng et al., 2009 linked to project reviews and performance evaluations). 

 

 

2.3 Explanation of Further Cognitive Biases 

 

Apart from prospect theory dealing with framing effects as well as loss aversion and 

cognitive dissonance theory involving confirmatory bias and commitment, this master 

thesis will discuss further cognitive biases with regard to management accounting issues 

in the subsequent sections. Therefore, this subsection is assumed to contribute to 

readers´ understanding of biases and should provide an overview of the remaining 

biases that were not yet discussed.  

 

 

Outcome Effect 

The outcome effect occurs when an individual evaluates the quality of a particular 

decision when the final outcome of the decision is already determined. This bias focuses 

on past outcomes that were weighted heavier compared to other information if the past 

decision was made well (Baron and Hershey, 1988). In the context of management 

accounting, the outcome effect is prevalent in managerial performance evaluations. As 

proposed, empirical literature on decision-making and human information processing has 

revealed that outcomes affect judgements. Several studies indicated that intervening 

outcomes cannot be easily ignored in the evaluation process of decision makers (Lipe, 

1993). Lipe (1993) investigated how outcome (and framing) effects influence 

performance evaluations of managers who were in charge of variance investigation 

decisions. The outcome of this variance investigation had a significant impact on their 

evaluation ratings. A different study showed that participants in an experiment gave 

different ratings to a committee´s decision after the outcome of the decision was reported 

(success or failure) in comparison to how they have evaluated before they knew the 

outcome (Brown and Solomon, 1987). Further studies related to outcome effects will be 

discussed in subsequent sections of this master thesis, namely Ghosh and Lusch 

(2000), Ghosh (2005), and Cheng et al. (2009).  

 

Overconfidence Effect 

Overconfidence refers to an individual´s subjective confidence level in his or her 

decisions and judgements. In terms of overconfidence, this subjective level is above any 
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objective accuracy of those decisions and judgements (Pallier et al., 2002). Hilary and 

Hsu (2011) argue that an overconfident person overstates his or her own capacity and 

considers own attributes above average.  

This bias will be discussed with regard of the implementation of cost allocation systems 

and forecasting. More particularly, two papers will be introduced in terms of costing 

systems, Jermias (2001) and Jermias (2006). As previously presented, cognitive 

dissonance theory will show an interplay with overconfidence as overconfidence results 

from commitment and corroborates from confirmatory bias information search. Apart 

from those, Hilary and Hsu (2011) who examined endogenous overconfidence (and self-

serving bias) in managerial forecasts will be part in a subsequent section. 

 

Optimism Bias 

Optimism can be defined as an individual´s deep belief that he or she is less vulnerable 

to negative events than others (O´Sullivan, 2015). According to Shepperd et al. (2002), 

optimism derives its origin from four factors: the individuals´ mood, their desired end 

state, the information about themselves in comparison to others, and their cognitive 

mechanisms. 

Optimism is a commonly observed bias in the field of forecasting. Sun and Xu (2012) 

investigated the role of accounting conservatism with regard to optimistic forecast bias 

while Herrmann et al. (2008) focused on the implementation of a legal reform 

(Regulation Fair Disclosure) as an appropriate means to mitigate analysts´ level of 

optimism in their forecasts for internationally diversified corporations. Apart from 

forecasting, Chen et al. (2015) investigated optimism effects as a severe concern for 

designers of management control systems.  

 

Self-Serving Bias 

Self-serving bias (or self-serving attribution) is defined as an individual´s need to 

enhance self-esteem (Myers, 2015). It is the tendency to attach success to own efforts 

and abilities, while detaching failure to external sources (Campbell and Sedikides, 1999). 

As proposed by empirical research, “there is considerable evidence that people are more 

likely to arrive at the conclusions that they want to arrive at, but their ability to do so is 

constrained by their ability to construct seemingly reasonable justifications for these 

conclusion” (Kunda, 1990, p. 480). People support scenarios that confirm the validity of 

their conclusion and identify those that disconfirm the validity of their conclusion as 

external noise (Hastorf et al., 1970). 
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In the following sections, two papers will be discussed that incorporate self-serving bias 

into the managerial accounting context. Hilary and Hsu (2011) approached self-serving 

bias (and overconfidence) in managerial forecasts and Luft and Libby (1997) looked at 

the impact of self-serving bias on the transfer price negotiation process between division 

managers. 

 

Self-Justification Bias 

Self-justification bias is closely attached to the theory of cognitive dissonance (Cheng 

et al., 2009). In the context of business, it postulates that managers often self-justify the 

existence as well as the continuation of a particular project if they have high personal 

responsibility for this project. Moreover, they search for information that confirms their 

view, rather than for those that disconfirms their view in order to attenuate their 

upcoming dissonance (Aronson, 1995). 

The paper of Cheng et al. (2009) will be introduced in a subsequent section. They 

investigated the linkage between project reviews and managerial performance 

evaluations and how this linkage is affected by self-justification bias and moral hazard as 

managers are likely to withhold that information during this process that could impair 

their ratings. 

 

Illusion of Control 

Illusion of control refers to an individual´s overestimation about the extent of his or her 

controllability. Due to this bias, a person becomes inaccurate in assessing risks 

(Schwenk, 1984), meaning the underestimation of risk increases with the person´s 

perception of control (Schwenk, 1986). Durand (2003) argues that “a manager´s positive 

misconception of control will lead to overestimating the ratio of success for a task” (p. 

823). Therefore, this cognitive bias causes managers to misinterpret exogenous 

variables. Based on findings of Hayward and Hambrick (1997), there are two main 

sources of illusion of control: (1) people think that they are able to affect the environment 

and (2) organizational self-perception.  

Illusion of control will be discussed with regard to forecasting. Durand (2003) 

investigated factors that influence forecast bias and forecast accuracy. They identified 

two firm-level factors which affect forecast bias and the magnitude of errors in forecasts, 

namely illusion of control and organizational attention. The latter also refers to a 

cognitive bias that affects forecasting accuracy which will be introduced presently. This 

paper of Duran (2003) is part of the section about forecasting and will be explained in 

more detail. 
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Attentional Bias 

Cognitive attentional bias leads to a decrease in ability (e.g. forecasting). An individual 

with weak attention to external conditions may reject relevant alternatives (Yates et al., 

1978). Ocasio (1997) argues that “the focusing of attention by organizational decision 

makers allows for enhanced accuracy, speed, and maintenance of information-

processing activities, facilitating perception and action for those activities attended to” (p. 

204).  

According to the study of Das and Teng (1999), attention problems can lead to three 

different consequences. Firstly, if firms put emphasis on limited targets, they cannot 

benefit from the full variety of alternatives. Secondly, exposure to limited alternatives 

which means that firms do not anticipate alternative situations which ends up in sample 

bias. And thirdly, they name the insensitivity to outcome which considers the imperfect or 

even neglected readjustment of estimates, although better information is received (final 

estimates are biased based on initial ones). They conclude that these three 

consequences reveal the problem of organizational attention leading to an inaccuracy in 

estimates. 

As previously mentioned, Durand (2003) focused on the investigation of attentional 

bias (and illusion of control). His study relates to forecasting and will be discussed in a 

subsequent section. 

 

 

3 Research Procedure 

 

Relatively considered, there is currently only a small number of empirical literatures 

that investigated cognitive bias effects in context of management accounting research. 

As the purpose of the master thesis is to elaboratively examine the role of cognitive 

biases in management accounting research by providing a broad literature review, the 

literature search has been provoking. On the one hand, the master thesis has always 

been written in a way to achieve highly scientific quality. However, on the other hand the 

quantity of appropriate papers to reflect a comprehensive picture of the relevance for 

management accountants was limited.  

According to VHB classification, I therefore primarily focused on scientific journals that 

are ranked as A+ or A in order to obtain sound quality. Using different databases as 

JSTOR, ProQuest, ScienceDirect, and those of the University of Vienna Library, I 

systematically detected 15 articles that were appropriate and necessary to conduct my 

research. Out of these subsequent 15 papers that will be discussed in the literature 
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review in detail were nine published in A+ or A journals, while six articles were released 

in journals classified by B or below (at least C). After the literature search was 

completed, the articles have been categorized into the management accounting areas 

management control systems, managerial performance evaluations, cost allocation 

systems, transfer pricing, earnings management, and forecasting. Hence, the conceptual 

focus was on fields of management accounting rather than psychological cognitive 

biases since this master thesis is addressed to business-related readers, not 

psychologists. In order to strengthen the findings and to stress the importance of 

cognitive biases in the decision-making process, I swapped the perspective when 

comparing the impact of a single bias on different management accounting subjects as 

discussed in section 5. Finally, I derived implications from the current state of empirical 

literature that should help researchers and practitioners in mitigating consequences of 

upcoming biases. 

 

 

4 Literature Review 

 

The following literature review is a means to extensively work out the role of cognitive 

biases in management accounting research. The structure considers that areas with 

some similarities are organized successively, e.g. managerial performance evaluations is 

ranked after management control systems, as managerial performance can be classified 

as an individual subpart of managerial control systems. Moreover, cost allocation 

systems and transfer pricing are structured successively. The structure within a single 

management accounting area is arranged upwardly according to the year of publication, 

if there is no relation between individual articles. After giving a brief introduction in each 

subsection, the relevant papers for the literature review will be introduced independently. 

 

 

4.1 Management Control Systems 

 

This subsection considers the effects of different cognitive biases on the design of 

management control systems. Two papers are discussed in this context, Birnberg and 

Zhang (2011) and Chen, Rennekamp, and Zhou (2015). The former investigates how 

betrayal aversion is influenced by different economic conditions and what the effects on 

management control systems designed by principals are. The latter measures the 



16 

interaction between the preparation of disaggregated forecasts and performance-based 

incentives, how this interaction affects the optimism and accuracy of forecasts, and how 

management control systems can reinforce this process in favor of the principal. 

 

 

Birnberg and Zhang (2011) 

Birnberg and Zhang (2011) examine two issues. Firstly, they measure the effect of 

changes in economic environment on the level of betrayal aversion where the economic 

condition is a dichotomous variable that can be either a downturn or an upturn. 

Secondly, they investigate how this affects principals´ management control system 

choices. Hence, this study focuses on disutility avoiding behavior meaning the principal´s 

demand for accountability.  

By going through a broader extent of empirical literature, they reveal that the 

management accounting related term accountability is a commonly emerging 

phenomenon in other disciplines such as sociology, where it is called betrayal aversion. 

Betrayal aversion (as a synonym for demanding accountability) refers to a person´s 

disutility in anticipating possible violations of their trust by others (Birnberg and Zhang, 

2011). Birnberg and Zhang (2011) want to show that the phenomenon betrayal aversion 

significantly influences judgement and the decision-making in organizations.  

Apart from betrayal aversion, this paper also incorporates the prospect theory 

formulated by Kahneman and Tversky (1979, 2000). Prospect theory proposes that 

individuals use reference points that are based on their current situation. They compare 

these reference points with expected future events (e.g. payoffs) in order to decide 

whether they will face a profit or a loss. The theory considers individuals as loss averse 

and assumes that they will accept risks in order to reduce or even avoid losses. Applying 

the theory to this study, principals are willing to accept the risk of being misappropriated 

by agents when having the possibility to get higher cash payments, especially in case of 

economic downturn as loss aversion increases (Birnberg and Zhang, 2011). 

This study is an extension to the existing empirical literature on betrayal aversion as it 

examines how this phenomenon and the effect on decision-making vary with altering 

economic environments. Indeed, this paper is based on prior research of Evans et al. 

(1994); however, they assumed the economy to be static and therefore neglected the 

impact of dynamic conditions on the demand for accountability.  

This provides strong practical implications when looking at our current global economic 

situation. Different economic conditions may affect individuals´ (e.g. agents) behavior, 

and hence, the requirements of management control systems designed by the principal. 

As documented by prior research, there is often a rise in fraudulent actions during 
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recessions (Smith, 2009; Lehmann, 2009). Birnberg and Zhang (2011) put emphasis on 

these psychological concerns and how they make fraudulent actions more likely during a 

particular economic situation. 

The research questions mentioned above are tested by conducting a task-based multi-

period experiment based on Evans et al. (1994). The principal participants were asked to 

choose one of two management control systems to control the agent participants. Agent 

participants had to report a project´s cash profit. According to Evans et al. (1994), the 

first system was restrictive and yields a lower expected payoff while the principle can be 

sure the agent reports correctly. The second system was liberal. The principle can 

receive a higher expected payoff while the agent´s honesty decreases as he or she 

misappropriates some proportion of the principal´s cash flow share. In contrast to Evans 

et al. (1994), this study extends this experiment to measure the demand for 

accountability when economy changes. In the middle of the experiment they altered the 

amount of project cash flows either up (control condition) or down (experimental 

condition) without informing the participating parties. 

The experimental results do not indicate a significant impact of the economic situation 

(change in cash flow) on the absolute level of the demand for accountability. However, 

the relative level of the demand for accountability in the principal´s decision-making is 

decreasing with lower cash flows (economic downturn). Birnberg and Zhang (2011) 

argue that those principals whose funds were misappropriated by agents before and 

after they perceive the unexpected decline in payoffs and who reported a similar level of 

aversion in the experimental post-stage, homogeneously switched to the liberal system 

in case of decreasing cash flows. This is obviously to improve their expected payoffs. 

In contrast to decreasing expected payoffs, principals significantly avoid changing their 

system when expected payoffs go up. Hereby, Birnberg and Zhang (2011) point out the 

tang of irony as both how the agents actually behave and how principals predict propose 

that dishonesty of agents rises with a decreasing amount of cash flow (economy 

downturn). 

In conclusion, the results of this study strengthen the presence of the demand for 

accountability/betrayal aversion and are consistent with idea that betrayal aversion in 

control system choices is dominated by loss aversion in case of economic downturn. 

However, betrayal aversion is not able to fully explain the results, as the absolute level of 

betrayal aversion remains constant (economic condition does not matter). The 

researchers consider a combination of prospect theory and betrayal aversion (when loss 

aversion meets betrayal aversion) as the most appropriate way to explain the individuals´ 

behavior when experiencing economic changes. According to the loss aversion element 

in prospect theory, principals face increasing concerns about suffering a loss when 
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economy performs poorly which decreases the relative importance of betrayal aversion. 

Moreover, in a line with prospect theory, losses loom larger than gains. Therefore, 

principals´ behavior is likely to remain if economy performs well than if economy 

performs poorly (Birnberg and Zhang, 2011). 

Birnberg and Zhang (2011) contribute to the existing management accounting literature 

as it strengthens the understanding about betrayal aversion and how these psychological 

issues combined with economic factors influence management control systems. 

Moreover, they use interdisciplinary theories from sociology and psychology to underpin 

the importance of the demand for accountability. 

 

Chen, Rennekamp, and Zhou (2015) 

This study scrutinizes the interaction between the preparation of disaggregated 

forecasts and performance-based incentives and how this interaction affects the 

optimism and accuracy of forecasts. In doing so, the researchers manipulate two 

variables, namely type of forecast and performance-based incentives. The type of 

forecast distinguishes between disaggregated and aggregated forecasts while 

performance-based incentives can be present or absent. 

As pointed out in this paper, it is very important to understand forecasts as they play an 

essential role in business decisions, e.g. financial reporting, compensation or capital 

budgeting. Hence, inaccuracy of forecasts can lead to disadvantageous outcomes in 

terms of cost management, production planning, and even the entire corporate 

performance (Bruggen et al., 2013). Among others, management control systems are 

designed to ensure or at least improve the accuracy of forecasts. Therefore, the principal 

has to be careful and precise when designing such a control system in order to elicit 

desired forecasts from the agent (Osband, 1989). Findings reveal that such management 

control systems are a commonly used instrument in planning and budgeting processes 

of firms (Merchant and Van der Stede, 2012).  

The level of aggregation regarding forecasts is an important design choice and part of 

the planning and budgeting system. As proposed by Merchant and Van der Stede 

(2012), the level of aggregation at which the principle evokes the agent´s forecasts 

differs significantly from firm to firm. According to classical economic theory, the level of 

aggregation will not determine the forecast information provided by a rational agent. 

However, psychological theory proposes that the forecast type might influence the 

forecast quality, whereas forecast quality is determined by accuracy and optimistic bias. 

Forecast accuracy increases with a diminishing deviation between the forecast and the 
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actual outcome. Forecast optimism refers to the tendency that the forecasted figures are 

generally too high compared to the actual outcome (Chen et al., 2015). 

Based on psychological, forecasting and accounting literature, Chen et al. (2015) 

postulate two predictions on forecast accuracy and forecast optimism. Firstly, they 

propose a positive relation between the preparation of disaggregated forecasts and 

forecast accuracy (in comparison to aggregated forecasts) if performance-based 

incentives are absent (in comparison to their presence). If there are no performance-

based incentives, managers producing disaggregated forecasts will have to consider 

particular forecast components more objectively and elaboratively. This should result in 

an improvement of accuracy compared to the preparation of aggregated forecasts. 

Secondly, Chen et al. (2015) predict a positive relation between the preparation of 

disaggregated forecasts and forecast optimism (in comparison to aggregated forecasts) 

if performance-based incentives are present (in comparison to their absence). The 

underlying intuition is that a manager whose compensation depends on performance 

may have the tendency and motivation to prepare optimistic forecasts. As the production 

of disaggregated forecasts considers a greater magnitude of information, recent 

empirical literature has proposed the following: a manager whose compensation is based 

on performance will probably gather this information in a biased way in order to approach 

his or her desired conclusion (Hales, 2007). 

Chen et al. (2015) tested their predictions by conducting an abstract laboratory 

experiment. The results of the experiment are consistent with the predictions mentioned 

above. Producing disaggregated (not aggregated) forecasts improves forecast accuracy 

when performance-based incentives are absent (not present). Moreover, prediction 

number two is confirmed. Disaggregated (not aggregated) forecasts and an increase in 

forecast optimism have a positive relation when performance-based incentives are 

present (not absent). 

The study contributes to the general understanding of unintentional biases with regard 

to the forecasting process. As highlighted by Chen et al. (2015), unintentional biases are 

much more difficult to deal with and rockier to mitigate compared to intentional biases, 

e.g. incentive-based biases. They provide an in-depth look in this matter where both 

users and preparers of forecasts can benefit from. Moreover, the results document the 

importance of a management control system design choice and demonstrate what 

unintended consequences regarding accuracy and optimistic bias preparer of forecasts 

may face.  
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4.2 Managerial Performance Evaluations 

 

This subchapter provides an overview about the impact of cognitive biases on 

performance evaluations of managers. The section consists of four studies, Lipe (1993), 

Ghosh and Lusch (2000), Ghosh (2005), and Cheng, Schulz, and Booth (2009). The first 

one examines how outcome and framing effect may change performance evaluations of 

managers who are in charge of variance investigation decisions. The second one 

indicates the effect of outcome on performance evaluations of retail store managers. The 

third one investigates the interplay between measures with different degrees of 

controllability that can be incorporated into managerial performance evaluations and the 

outcome effect. The last one is based on cognitive dissonance theory and agency theory 

and points out two factors that affect managers´ willingness to share private (negative) 

information during the project review stage and the role performance evaluations in this 

context. 

 

 

Lipe (1993) 

Lipe (1993) focuses on the cognitive effects of outcome and framing while examining 

how and why these effects influence performance evaluations of managers in charge of 

variance investigation decisions.  

Variance investigation decisions by managers refer to the notion of comparing 

expected costs when having two alternatives, either with or without variance 

investigations, while the alternative with higher expected costs will be eliminated (Lipe, 

1993). The expected costs are defined by (1) the investigation expenditure that consists 

of the costs of managers´ time and testing procedures, (2) the costs occurring to correct 

problematic findings (transform an out-of-control system to an in-control system), and (3) 

the incremental costs when managers fail to adjust out-of-control systems (Lipe, 1993). 

Managers have to make estimations of these costs as well as the appropriate 

probabilities. By doing so, they are supposed to derive the expected costs in order to be 

able to make an ‘optimal’ decision (Lipe, 1993). 

As noticed, there are two possible outcomes when making variance investigations, 

ether the system is in control or out of control. The former is basically satisfying for 

managers since investigation expenditure is spent to know that the system is in control. 

The latter is supposed to be problematic for managers as the system is out of control, 

although they spent the investigation expenditure. However, Lipe (1993) assumes that 

detecting a problem in a system can be beneficial for managers´ performance 
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evaluation. In either case, both the investigation results and the investigation expenditure 

has to be reported to superiors. They will base their performance evaluations on these 

outcomes (Lipe, 1993). 

Hence, Lipe (1993) predicts that the outcome effect is considered to have a substantial 

impact on managerial performance ratings. She gives a sound explanation of this effect 

by following its cognitive links. Firstly, the investigation outcome affects the individuals´ 

perception of the investigation´s benefits. Secondly, investigation expenditures 

associated with benefits are cost frames, while investigation expenditures without 

benefits are loss frames. Thirdly, superiors evaluate the performance of managers with a 

cost frame higher as those with a loss frame. This is consistent with prior empirical 

literature in the field of mental accounting, namely, how a frame is interpreted depends 

on the existence of a benefit or advantage associated with the expenditure (Kahneman 

and Tversky, 1984). Thus, the expenditure is perceived as costs if some benefit is 

attached and as a loss if not. 

As the information that managers decide to investigate is ex-ante, their evaluation 

should intuitively be based on this information (Edwards, 1984). However, prior empirical 

research revealed that also ex-post information has an impact on performance 

evaluation as it might be difficult to ignore some ex-post arising interventions when 

making evaluations (Baron and Hershey, 1988). In conclusion, Lipe (1993) argues that 

the evaluator may consider both the expected costs (ex-ante information) and the 

investigation outcome (ex-post information). Especially if the investigation discloses a 

problem, the managers’ actions will appear more appropriately resulting in better 

performance ratings compared to that there is no problem. 

According to these empirical findings, Lipe (1993) formulates the following hypotheses. 

Firstly, she predicts that there is a relation between the outcome of the variance 

investigation and managers’ performance ratings, and that these ratings will be higher if 

the system is detected ex-post to be out of control compared to a controlled system. 

Secondly, the outcome will be associated with perceived benefits and a benefit is 

perceived greater if the system is detected to be out of control compared to a controlled 

system. Thirdly, the investigation expenditures are considered as costs when associated 

with a perceived benefit and as losses when not. Fourthly, managers will be rated higher 

if the investigation expenditure is framed as costs than if framed as losses. The 

interdependencies of the four hypotheses are illustrated in figure 2 to facilitate the 

reader´s understanding. 
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Fig. 2: Hypotheses Relation (Lipe, 1993) 

 

In this study, the predictions are tested by comprehensive use of three conducted 

experiments consisting of participating members of the Institute of Management 

Accountants and students. The results reveal that both ex-post information (investigation 

outcome) and the evaluator´s decision frame have a significant impact on managerial 

performance evaluation (H1+H4). Moreover, managers receive higher ratings if 

investigations detect problems in the system. This provides strong evidence for the 

presence of the outcome effect. Apart from that, Lipe (1993) demonstrates that the 

investigation outcome interacts with the perceived benefits (H2). Finally, the results show 

that investigation expenditures with perceived benefits are cost framed and those without 

are loss framed (H3).  

In conclusion, the outcomes as cognitive bias effects on managerial performance 

evaluation are incorporated into a framework consisting of framing effects and the impact 

of mental accounting. 

 

Ghosh and Lusch (2000) 

This paper considers the outcome effect in the context of performance evaluation of 

retail store managers working for a retail chain. The researchers investigate how the 

outcome effect impacts the evaluation process of supervisors and how these evaluations 

about the managers´ performance lose objectivity being biased due to unfavorable 

outcome knowledge. According to their expectations, outcome determinants that can be 

influenced by store managers affect their performance evaluation, while external 

environmental determinants over which store managers have no control do not.  

However, Ghosh and Lusch (2000) found out that central management determinants of 

outcome (determinants that are only influenceable by top/central management) 

managers cannot influence, unexpectedly, affect their evaluations as well. This paper 

considers these outcome parameters and finds evidence about the existence of an 
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outcome effect, because if one of the stores fails in meeting its store targets, managers 

are negatively rated in their evaluations even if they cannot control these outcomes.  

Performance evaluations are necessary to control individuals in an organization while 

differentiating between objective (e.g. profitability) and subjective (e.g. a superior 

evaluates the subordinate´s performance) criteria. A correlation between these 

subjective evaluations of subordinates with objective determinants is identified by 

empirical literature (Bommer et al., 1995). A major reason for this imperfection is the 

outcome effect where the evaluator measures the manager´s performance on outcome 

(Hawkins & Hastie, 1990). They proposed that if outcome is positive (negative), 

superiors will have the tendency to assess their subordinates more positively (negatively) 

irrespective of the subordinates´ initial action which results in the outcome. The result is 

that the quality of the evaluation suffers as well as that managers will be inappropriately 

rewarded or penalized. 

Ghosh and Lusch (2000) focus on two research questions. Firstly, “are subjective 

performance evaluations of segment managers influenced by outcomes after 

controllability of these outcomes are taken into consideration?” (p. 412) and secondly, 

“are outcome effects robust across alternative measures of segment economic outcome, 

namely, sales and gross profit?” (p. 412). 

Different to prior research in which laboratory settings were considered, these 

researchers attempt to set up a methodology to test the outcome effect in the field in an 

actual multi-unit-business retail chain organization. This field study measures the 

outcome effect in performance evaluation, while outcome was gathered in two ways: a 

continuous economic parameter (sales and gross profit) and a dichotomous economic 

parameter (information whether this target profit was met or not).  

The methodology they set up divides the continuous economic parameters in 

controllable outcomes for store managers and outcomes they cannot control. As 

expected, the results indicate that the continuous economic outcomes, sales and gross 

profit, which managers can control, have substantial impact on their evaluations. Further 

as expected, sales and gross profit outcomes influenced by external environmental 

factors where managers have no control about, do not impact their evaluations.  

However, an unexpected result and inconsistent with the prediction was that even 

sales and gross profit outcomes exclusively controlled by central management and which 

are unaffectable by store managers influence their evaluation. As argued by Ghosh and 

Lusch (2000), one might consider this result as illogical, since store managers do not 

decide i.e. neither store size nor store location. However, they are assigned to a store 

location and the size of the facility is determined by the company´s central management, 

which is not random. In fact, they are assigned to stores based on personal 
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characteristics to meet some criteria, e.g. experience or performance (Libby and 

Frederick, 1990). Otherwise the manager would not be responsible for this particular 

store. The important aspect is the information content that these two evaluation 

determinants incorporate (i.e. location and size) regarding managers´ former ability to 

have a positive impact on the probability distribution of the store outcome. In conclusion, 

the information content of these two determinants is essential as well as whether 

managers are able to control or influence the determinants´ information content. Hence, 

location and size might be regarded as conditionally controllable factors by retail store 

managers as the information content is associated with conditional controllability 

(Demski, 1994). In conclusion, this explains why managers were given credit when 

evaluating these determinants. 

Besides the continuous economic determinants, the results regarding dichotomous 

determinants of outcome display that subjective evaluations of retail store managers 

were negatively affected. The study reveals strong evidence about the presence of the 

outcome effect as both target outcome knowledge and controllable/uncontrollable 

determinants of segment outcome were taken into account. Moreover, the robustness 

check of the outcome effect in subjective performance evaluations was fairly successful, 

since the findings of Ghosh and Lusch (2000) are congruent with prior experimental 

studies. Generally, this paper points out that the outcome effect is incumbent in industry 

settings and indicates robustness among different outcome measures. 

 

Ghosh (2005) 

This paper investigates how alternative measures with different degrees of 

controllability of retail store managers affect the outcome effect during the performance 

evaluation process. As alternative measures, the researcher quotes both financial and 

non-financial measures as return on investment, customer satisfaction, employee 

satisfaction, and sales per square foot. These measures are commonly used in the retail 

sector (Dunne and Lusch, 1999). Moreover, Ghosh (2005) examines whether a 

mitigation of the outcome effect can be achieved by requesting the evaluator to assess 

the manager´s controllability of these measures before the actual evaluation starts.  

“The outcome effect occurs when outcome knowledge systematically influences the 

evaluator´s assessment of the evaluated, irrespective of the quality of his or her initial 

decision resulting in the outcome” (Ghosh, 2005, p. 55). As already proposed, if outcome 

is positive (negative), superiors will have the tendency to assess their subordinates more 

positively (negatively) irrespective of the subordinates´ initial action resulting in the 

outcome (Hawkins and Hastie, 1990). 
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The purpose of managerial performance evaluations is to establish a mechanism for 

managerial control and motivation (Ghosh, 2005). According to prior research, the 

exclusive use of financial measures does not completely capture long-run managerial 

performance and does not force the motivation of the manager (Hemmer, 1996). After 

developing the balanced scorecard, non-financial measures became intensively popular 

(Kaplan and Norton, 1996). Firms started to implement an integrated system consisting 

of financial and non-financial measures to capture a more comprehensive picture of the 

entire performance (Ittner et al., 1997; Ittner and Larcker, 1998). 

Ghosh´s (2005) motivation was that despite far-reaching attention on the matter 

performance evaluation, empirical literature has not taken up the dimension of 

controllability in this context so far. Controllability refers to the manager´s degree of 

impact to influence a particular measure by his or her action (Demski, 1994). 

Controllability varies among alternative measures (Ghosh and Lusch, 2000). That is why 

it is important to consider the measures´ sensitivity and precision (Lambert and Larcker, 

1987). 

The predictions of this paper are as follows: Ghosh (2005) proposes that the outcome 

effect will rise with increasing controllability of managers and that the outcome effect will 

be stronger for non-financial measures than for financial measures. Moreover, the study 

predicts that the outcome effect will mitigate if the evaluator assesses the manager´s 

controllability of the outcome measure before the evaluation process starts. 

A questionnaire-based experiment was conducted to test the hypotheses in which retail 

store managers of well-established companies were participating. The distribution of 

these store managers was quite homogeneous in terms of tenure, number of 

subordinates and store size. All managers were also evaluated on non-financial 

measures.  

The results of the experiment demonstrate that an increasing controllability of the store 

manager´s outcome measure leads to an intensification of the outcome effect, whereas 

the increase is higher for non-financial measures compared to financial measures. 

Especially the measure employee satisfaction is first-ranked as highly controllable and 

exhibits a significant outcome effect. Second-ranked in terms of controllability is 

customer satisfaction, followed by sales per square foot and lastly, return on investment 

which is least controllable by managers. In addition, the experimental results reveal that 

if the evaluator assesses the controllability of the outcome measures before the actual 

evaluation starts, the outcome effect will be attenuated significantly across all measures. 
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Cheng, Schulz, and Booth (2009) 

This paper written by Cheng et al. (2009) examines two factors influencing managers´ 

willingness to share or withhold private information in the course of the project review 

stage of capital budgeting. Based on cognitive dissonance theory and agency theory, 

they reveal that both a high extent of managers´ responsibility and the application of 

project reviews for performance evaluations increase the probability that managers 

withhold private negative information. 

The role of knowledge transfer in the context of management accounting theory must 

not be underestimated, since knowledge is an essential organizational resource. 

Management accountants are responsible to manage this resource as faithfully as 

financially or physically tangible resources (Dess et al., 2004). The importance of 

management accountants peaks in helping an organization to learn from its past actions 

and is reflected in their presence during the project review process (Cheng et al., 2009). 

This study contributes to management accounting literature, since it investigates both 

agency theory and the effect of self-justification bias associated with personal 

responsibility on managerial decision bias. Prior research only put emphasis on either 

agency theory (Harrison and Harrell, 1993; Harrell and Harrison, 1994) or self-

justification bias (Staw 1976; Cheng et al., 2003) and neglected a combined approach. 

The purpose of project reviews is to force organizational learning and the improvement 

of future decision-making within the entire organization. Such project reviews enable 

managers to transfer knowledge obtained and experienced from former as well as 

current projects to other managers, and thus, improving the quality of project 

management in the future (issued by the International Federation of Accountants, 1994).  

But there is no guarantee that managers provide this information, especially if the 

information is private and can lead to negative financial consequences. As mentioned 

above, this paper investigates two factors that affect managers´ willingness to share 

information. Firstly, they name the degree of personal involvement that managers have 

associated with the project under review. Increasing their involvement can contribute to 

their higher level of project-specific knowledge compared to more independent 

reviewers. Apart from this, however, Cheng et al. (2009) propose that there are also 

negative aspects, such as self-justification bias, which decrease managers´ focus on 

project feedback. Therefore, the effectiveness of project reviews as an instrument for 

knowledge transfer can be attenuated (e.g. Aronson, 1995; Ryan, 1995). Secondly, they 

explore how performance evaluations linked to project reviews impact managers´ 

willingness to transfer information. They argue that project reviews used for managerial 

performance evaluations could lead to moral hazard problems, where managers act as 

agents who are incentivized to withhold private information. 
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The researchers predict that moral hazard will impact managers´ action whether they 

share private information or not irrespective of their level of involvement. Moreover, they 

propose that the level of personal responsibility and moral hazard will interact. 

By conducting a laboratory experiment, Cheng et al. (2009) could attest effects of self-

justification bias and moral hazard on managers´ willingness to transfer information 

during the project review stage. The results support both of their main effect predictions, 

self-justification bias and moral hazard. Managers who are highly responsible for project 

decisions show significantly lower willingness to share information than managers with 

less responsibility. Furthermore, if performance evaluation is the purpose of the project 

review, managers feel discouraged to share private negative information compared to 

the review purpose organizational learning. However, an interaction effect between the 

purpose of the project review and the managers´ responsibility level could not have been 

detected. 

According to the results, Cheng et al. (2009) derive their ‘most effective project review 

design’ as follows. They recommend a combination of a manager facing lower personal 

project responsibility where contemporaneously the project review process is fully 

independent from the managerial performance evaluation process. 

Their key contributions are the examination of project reviews which are vital 

components of the capital budgeting process. The researchers exhibit that both personal 

involvement and the review purpose have significant influence on managers´ willingness 

to share negative information during these reviews. The study reveals that a more 

comprehensive understanding about managerial behavior can be obtained by including 

both economic-based theories (e.g. agency theory) and psychological-related issues 

(self-justification bias). 

 

 

4.3 Cost Allocation Systems 

 

Now it will be discussed how commitment to a particular system triggers 

overconfidence and resistance to change and hence, affects the entire implementation of 

cost allocation systems. Among others, the task of a cost allocation system is to split up 

a bulk of costs into variable, semi-variable and fixed components. Jermias (2001) 

scrutinizes individuals´ judgement about the usefulness of a particular cost allocation 

system, namely, activity-based costing in comparison to traditional costing systems. This 

paper examines how these judgements are affected by confirmatory bias and feedback 

while highlighting the role of resistance to change. However, Jermias (2006) more 
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extensively focuses on overconfidence as a threat leading to higher resistance and how 

this bias can be mitigated by making managers accountable for negative consequences. 

 

 

Jermias (2001) 

Jermias (2001) examines how people´s judgement concerning the usefulness of 

particular cost allocation systems is affected by commitment, confirmation and feedback. 

Moreover, the role of resistance to change and innovation adoption is highlighted in this 

paper.  

Based on the theory of cognitive dissonance, Jermias (2001) predicts that due to 

commitment to some plan of action, people would ignore potential benefits and positive 

features of the rejected alternative. To reduce cognitive dissonance, people´s information 

search is biased in a way that reduces their upcoming dissonance. This indicates that 

people search for information that is consistent with their prior beliefs and knowledge. 

Prior beliefs and knowledge are essential factors influencing people´s subsequent 

decisions (e.g. Koehler, 1993; Swann and Read, 1982).  

As already scrutinized in prior empirical literature, individual cognitive factors play a key 

role when planning to introduce new initiatives. These innovations are often seen as a 

threat by middle management and employees (Nadler & Robinson, 1987). Individual 

factors often prevent enterprises from implementing advantageous innovations (Argyris 

and Kaplan, 1994; Sulivan and Smith, 1993). 

This paper investigates the judgement usefulness of costing systems, especially the 

differentiation between traditional costing systems (TCS) and the introduction of the 

alternative activity-based costing (ABC). ABC aims to provide sound information about 

the profitability of activities and relative product costs (Jermias, 2001). Researchers 

detected that, even though ABC has positive features as described, managers often 

refrain from introducing a new costing system (Argyris and Kaplan, 1994). One 

explanation for the lack of innovation in the field of management accounting is the 

intangibility of potential benefits of accounting initiatives compared to those of technical 

innovations (Dunk, 1989).  

In this paper, a laboratory experiment was conducted to investigate the motivations of 

resistance and what kind of mechanisms people employ to rationalize their decisions. 

Moreover, the experiment should detect the effects of commitment on people´s prior 

beliefs and knowledge as well as on confirmation and feedback associated with 

resistance to change. Structured in a commitment and a no-commitment group, each 

consisting of two subgroups (TCS and ABC), participants were randomly allotted into 

one of these four subgroups. There was always a match between TCS experimental 
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group and TCS control group, same for ABC groups. Commitment-participants were 

asked to choose a particular system. Among others, Jermias (2001) predicts that 

committed participants would rate the usefulness of a costing system that confirms their 

favored system higher than non-committed participants. Furthermore, he predicts that 

resistance to change is higher when people are committed to a particular system rather 

than those just assigned to a system. With respect to measuring the feedback effect, his 

prediction is that if people receive positive feedback, they will not have any ambition to 

change. However, if people get negative feedback, they will start to rethink as they might 

feel under pressure.  

According to the proposition of Jermias (2001), the experiment has replicated and 

extended the established empirical literature in terms of cognitive dissonance, 

confirmatory bias, and change in management accounting. The results in detail will be 

discussed below. 

Firstly, the experimental results are congruent with former empirical research 

concerning confirmatory bias (e.g. Koehler, 1993; Mahoney, 1977). People with 

commitment to a costing system value a system consistent with their chosen system as 

more useful than the rejected one. This explicitly confirms the predictions of the cognitive 

dissonance theory stated by Ferstinger (1957) and Aronson (1968), namely that people 

overstate their chosen system while downgrading the rejected one.  

Secondly, what has been neglected so far by management accounting literature was 

the incorporation of feedback into the context of cognitive dissonance theory. The study 

reveals that committed people ignore negative feedback with regard to their former 

decisions. However, if people get positive feedback, both groups indicate a high degree 

of resistance to change, irrespective of commitment. Jermias (2001) attempt to explain 

the result. He argues that committed people with positive feedback do not feel any 

dissonance since they do not face the danger of losing the image of being a smart 

person. However, if committed people face negative feedback, they feel discouraged to 

reduce their inertia level. The results pose significantly higher inertia levels for committed 

as for non-committed people in case of negative feedback. Moreover, the inertia level of 

committed people is significantly indifferent regardless whether they receive positive or 

negative feedback. While again being consistent with the predictions of the cognitive 

dissonance theory, Jermias (2001) argues that committed people start to rationalize their 

initial decisions when receiving negative feedback which then leads to higher resistance 

to change compared to non-committed people. 

Thirdly, this paper is a contribution to existing studies of changes in management 

accounting by recognizing individuals as a cause for resistance. The study reveals both 

the underlying motivations of resistance to change and the mechanisms people use to 
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resist change. People´s resistance to change is embedded in their view of themselves as 

clever and intelligent individuals. Any information that contradicts this view has the 

disposition to be ignored. People only take the information that confirms their supported 

conclusion while neglecting those which contradicts their preferred conclusion. They 

outreach their desired conclusion by upheaving the usefulness of their preferred system 

and downgrading the usefulness of the rejected one. 

Lastly, Jermias (2001) examines the matter of objectivity of decisions. Generally, 

people are aware of the necessity of objectivity when making sound decisions. However, 

this study exposes that people´s decisions are unconsciously prejudiced biased by their 

desired conclusion. 

 

Jermias (2006) 

Jermias (2006) examines the impact of a manager´s commitment to a specific chosen 

course of action on his information search, called confirmatory bias. Confirmatory bias 

describes the propensity to support information that is congruent with the person´s view 

and to understate negative elements concerning this view. Managers who are committed 

to a preferred alternative will engage in confirmatory bias information search. That 

means that they strengthen their initial view resulting in an increasing unwillingness to 

admit wrong past decisions in the future and hence in an increasing resistance to change 

(Nemeth and Rogers, 1996). Commitment is a phenomenon that creates overconfidence 

with regard to the system chosen. Furthermore, the effect of accountability as a 

mechanism for mitigating this overconfidence effect and as a strategy to overcome 

resistance to change is part of this paper (Jermias, 2006). 

Jermias (2006) has been a pioneer in the field of involving individual psychological 

factors, potential biases and cognitive processes in the context of resistance to change 

regarding management decision-making. Most of the research puts emphasis on 

organizational – not psychological – issues that provoke resistance (e.g. Kelly and 

Amburgey, 1991; Libby and Waterhouse, 1996; Lakomski, 2001), provide mechanisms 

that enforces resistance (e.g. Ashforth and Mael, 1998; Broadbent et al., 2001), and how 

to fight resistance to change (e.g. Argyris and Kaplan, 1994; Morrow, 1999; Pietersen, 

2002). 

The researcher investigates how commitment affects managements´ judgement about 

the practicability and usefulness of cost allocation systems. He took the matter cost 

allocation because of its essential practical implications for managers. According to prior 

research, cost allocation is associated to be very important in managers´ minds in order 

to be able to make serious business decisions (Atkinson, 1987; Fremgen and Liao, 

1981). 
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Additionally, the study deals with accountability as an instrument to mitigate 

overconfidence and resistance to change. Jermias´ (2006) study is consistent with the 

predictions of Lerner and Tetlock (1999) and it induces accountability linked with 

instructions that (1) put focus on value of making sound decisions, (2) the decision 

maker is sure he or she is able to make good decisions, and (3) the decision maker is 

aware of being accountable for the decisions he or she made.  

Figure 3 shows a research framework based on a model set up by Cooper and Fazio 

(1984), which was extended by Jermias (2006). In general, it indicates both the issue of 

commitment on judgement usefulness regarding cost allocation systems and the impact 

of accountability as an attenuating mechanism on overconfidence and resistance to 

change. It demonstrates the following: according to cognitive dissonance theory, 

managers who choose their preferred cost allocation system might suffer post-decision 

conflicts caused by disadvantageous issues of the chosen system and advantageous 

issues of the rejected system. This will end in biased information search that supports 

the chosen system and contemporaneously ignores information that is not congruent 

with the chosen system. Figure 3 also reveals the effect of accountability in mitigating 

overconfidence as well as resistance to change. Managers who receive negative 

feedback about their judgements will examine whether they are responsible for the 

outcome as well as if they are accountable for negative consequences (Jermias, 2006). 

There are three scenarios in which managers will act differently. Firstly, if the manager is 

not responsible for the negative outcome, he or she will shift the consequences to 

external sources. Secondly, if he or she is responsible but not accountable, he or she will 

start to rationalize his or her decision leading to both overconfidence and resistance to 

change. Thirdly, if the manager is responsible and accountable, he or she will tend to 

rethink his or her decision once again and will start to evaluate the rejected alternative 

more objectively (Jermias, 2006). 
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Fig. 3: Research Framework of Jermias (2006) based on Cooper and Fazio (1984) 

 

Jermias (2006) conducted an experiment to test the following predictions incorporated 

in figure 3 differentiating between predictions regarding judgement about the usefulness 

of costing systems (H1a-c), the effects of accountability on overconfidence (H2a-c), and 

resistance to change (H3a-c).  

In conclusion, H1a-c is about the interaction between commitment and costing 

systems. Among others, committed managers would give higher (lower) usefulness 

scores to a particular costing system if it is (in)consistent with the favored one compared 

to those in prevailing no-commitment scenarios.  

H2a-c predicts that accountability and commitment will significantly interact with each 

other. The confidence levels of committed managers are higher if they are not 

accountable for the decisions they make compared to the confidence levels of managers 

who are accountable for the consequences. Furthermore, Jermias (2006) predicts that 

accountability would attenuate the effect of commitment on confidence levels. 

The design and procedure of the experiment will not be explained in detail, since it is 

not necessary to understand the results. It is important to know that the experiment was 

feedback-based and divided into a pre-feedback stage and a post-feedback stage. The 

first stage´s purpose was to demonstrate the confirmatory bias effect on individual 
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judgement. The second stage examined the effect of accountability on particular 

confidence estimates as well as managers´ inertia to change when receiving negative 

feedback for the decisions made, comparing committed managers and those who are 

assigned to the system. The results will be discussed below. 

The results were mostly consistent with his predictions. Managers with commitment to 

some cost allocation system indicate biased information search in favor of their chosen 

system; however, he cannot find any significant result whether managers will downgrade 

positive features of the rejected system. Furthermore, the study reveals that 

overconfidence and resistance to change is caused by commitment to a particular 

costing system as well as the fact that accountability can be used to attenuate these 

outcomes. Accountability decreases the degree of resistance to change and mitigates 

overconfidence significantly for managers who have chosen their plan of action. The 

experiment shows that managers with higher confidence levels feel encouraged to 

rethink their choice when making them accountable for negative consequences which 

reduces their confidence levels automatically. These negative consequences lead them 

to gain higher willingness to consider aspects of the rejected alternatives in future 

decision-making processes.  

The results point out that commitment has a strong impact on resistance to change. 

Committed managers who are accountable for their decisions have significantly higher 

resistance to changes than managers who did not commit to some plan of action while 

being accountable for negative consequences of their decisions. 

Jermias (2006) has provided an important contribution to the prospective management 

accounting literature. His study states a research framework that examines the effects of 

commitment on managers´ judgements related to the utility of cost allocation systems. 

Additionally, he has introduced accountability as a mechanism to stem resistance to 

change and overconfidence. The purpose was to provide a better understanding of the 

underlying motivations of resistance to change associated with the cognitive processes 

behind. 

 

 

4.4 Transfer Pricing 

 

Transfer pricing is a commonly used control mechanism in balancing both economic 

concerns and social issues by divisions working independently (Kachelmeier and Towry, 

2002). The subsection discusses two papers which focus on the impact of cognitive 

biases on transfer price policies, namely Luft and Libby (1997) and Chang, Cheng, and 
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Trotman (2008). The former examines the role of self-serving bias in transfer price 

negotiations. The latter points out how framing effects govern the negotiation process. 

 

 

Luft and Libby (1997) 

Luft and Libby (1997) examine how judgements of experienced managers about 

accounting profit information and effects of market prices affect negotiated transfer 

prices. The motivation of this paper is to investigate factors that influence transfer price 

negotiations and to deepen the understanding of outsourcing concerns requested by 

management accounting and practicing managers. Conventional economic theory 

predicts that the market price is a main determinant for negotiated transfer prices, 

determining the reservation price among negotiation partners with outside options. This 

is quite intuitive, since it is unprofitable for the seller to charge less and for the buyer to 

pay more as both can trade at outside markets (Harsanyi, 1987). 

Information about product costs goes hand in hand with transfer price settings by 

central management. A problem in this context can arise if division managers are able to 

transact their procurement and sale in both the outside market and the firm itself (Luft 

and Libby, 1997). Product costs as well as consequential accounting profits play an 

important role, even if there are market prices. The reason for this is that division 

managers compare their profits. These profits impact their transfer price estimates. 

Prices leading to heterogenous divisional profits of homogeneous divisions (in terms of 

profitability and size) tend to be ‘unfair’, even if they are comparable with market prices. 

‘Fairness’ issues as well as accounting information do not only influence the final transfer 

price, but also the costs of the entire negotiation process. Recent negotiation research 

has revealed that ‘fairness’ as an important driver for the negotiation process and the 

participants´ perception of what a ‘fair’ price is results in self-serving biases. Self-serving 

bias is a form of egocentrism that occurs when people tend to value an outcome more 

favorable as being ‘fairer’ when resolving conflicts (Thompson and Loewenstein, 1992). 

Especially, in existence of an external market in which the market price is above a 

price that leads to equal profits for both divisions, the seller would perceive the market 

price to be a ‘fairer’ transfer price because of the resulting higher profit generated by the 

selling division. In contrast, the buyer would expect a price to be ‘fairer’ that is close to 

the equal-profit price between the two divisions (Luft and Libby, 1997). This transfer price 

expectation gap leads to an inefficient negotiation process. 

According to prior laboratory experiments (Haka et al., 1996) and bargaining game-

theory models (Linhart et al., 1992; Kennan and Wilson, 1993), persistent bargaining and 

inefficient outcomes result from bargainers´ imperfect knowledge about the reservation 
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price of his or her opponent. Therefore, market prices are supposed to be an aid to partly 

solve the knowledge problem about reservation prices, to mitigate the self-serving bias, 

and thus to minimize bargaining costs and personal dispute (Luft and Libby, 1997). 

Luft and Libby (1997) formulate the following predictions. Firstly, if the market price and 

the equal-profit price deviate, the transfer price and reservation price will differ 

significantly from the market price in the direction to the equal-profit price. Secondly, 

buyers estimate prices lower than sellers do. Thirdly, the buyers-sellers-price-gap 

increases with a higher deviation between market price and equal-profit price. Fourthly, 

they predict that a higher deviation between market price and equal-profit price will lead 

to a greater variance in sellers´ finally negotiated transfer prices and his or her 

reservation prices. Finally, a higher deviation between market price and equal-profit price 

will lead to a greater variance in buyers´ estimates of sellers´ reservation prices and the 

negotiated transfer prices. 

These predictions were tested by conducting an experiment participating 55 

experienced managers. In this experiment both reservation prices and final negotiation 

prices were gathered.  

The findings show that managers with much experience do not overestimate the 

impact of market prices on divisional managers´ request about their profit situation 

compared to each other. Market prices affect both transfer price estimates and 

managers´ reservation price. However, they reveal that this impact is significantly weaker 

if the market price leads to an inequality of profit distribution among divisions (as profits 

become ‘unfairly’ distributed). Such profit comparisons have a negative effect on 

individuals´ judgements and thus, on the entire bargaining process since efficiency 

suffers. 

They further show that it might be difficult to estimate the other party´s position over the 

crude information of market prices, since they are not an unambiguous basis for this 

estimation. Therefore, the mere existence of an external market does not solve the 

transfer price problem. 

Moreover, the study reveals an increase in variance and self-serving bias of managers´ 

estimated prices when the divergence between market price and equal-profit price is 

high for both divisions. This results in a more inefficient path to achieve an agreement on 

final negotiated transfer prices. 

 

Chang, Cheng, and Trotman (2008) 

This paper examines two factors that are assumed to impact transfer price negotiations 

of managers. Firstly, framing as either a potential gain or a potential loss and secondly, 

whether the negotiation party´s objective encompasses high or low concern-for-others. 
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The former refers to the impact of particular accounting information on managers´ 

perception about transfer prices and how this perception is moderated by the extent this 

accounting information is framed (Chang et al., 2008). Framing refers to subjective 

cognitive schemes where people assess situations they are in. When people are 

adopting these frames, they tend to avoid or pursue following actions (Lewicki et al., 

2005). 

Negotiation is a commonly used approach to set transfer prices in organizations 

(Ghosh, 2000). Although external markets are available, contemporaneously, transfer 

price negotiation is seen as a powerful control mechanism in balancing both economic 

concerns and social issues by divisions working independently (Kachelmeier and Towry, 

2002). Such negotiations influence managers´ own as well as other divisional profits. As 

examined by Luft and Libby (1997), transfer prices are not only affected by economic 

issues (e.g. market prices) but also by behavioral concerns (e.g. ‘fairness’).  

However, negotiating managers are confronted with heterogeneous expectations 

concerning what a ‘fair’ price is as self-serving bias exists which harms the entire 

negotiation process (Luft and Libby, 1997). Recent negotiation research has revealed 

that ‘fairness’ as an important driver of the negotiation process and the participants´ 

perception of what a ‘fair’ price is result in self-serving biases. As already mentioned, 

self-serving bias refers to a form of egocentrism that occurs when people tend to value 

an outcome more favorable as being ‘fairer’ when resolving conflicts (Thompson and 

Loewenstein, 1992). As noticed, in existence of an external market in which the market 

price is above a price that leads to an equal profit for both divisions, the seller would 

perceive the market price to be a ‘fairer’ transfer price because of the resulting higher 

profit generated by the selling division. In contrast, the buyer would expect a price to be 

‘fairer’ that is close to the equal-profit price between the two divisions, as the buyer 

strives to minimize costs (Luft and Libby, 1997). This transfer price expectation gap 

leads to an inefficient negotiation process. 

Chang et al. (2008) predict that the two factors mentioned above will affect managers´ 

awareness of the negotiation context and therefore, how they will interpret both 

economic and social consequences of accounting information. The researchers propose 

that managers are more concerned about loss avoidance than increasing gains, while 

buyers and sellers are more likely to put their emphasis on maximizing divisional profits 

when given a loss frame than a gain frame. 

They suggest the loss frame as it has a substantial impact on managers´ negotiation 

judgements since potential losses make managers more concerned about their outcome 

and this can result in strengthening their self-serving bias. Apart from this, they expect 

the managers´ level of concern for their outcome to be affected by the negotiation 
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partner´s objective. If the negotiation partner is expected to have a high concern-for-

others attitude, the manager will show higher willingness to reduce his or her own profit 

up to a certain proportion and hence, will accept a less attractive transfer price (Chang et 

al., 2008). 

The results of the experiment of Chang et al. (2008) reveal that a loss frame in 

comparison to the gain frame exacerbates the self-serving-bias effect of the manager 

which leads to an enhancement of the transfer price expectation gap between buyers 

and sellers. Moreover, as the experiment was conducted with market prices higher than 

equal-profit prices, the researchers indicate significantly lower managers´ expectations 

about transfer prices when negotiation partners pursuing high concern-for-others 

compared to partners with low concern-for-others. 

Additionally, the transfer price can be divided into a reservation price and a price 

premium (=reservation price minus estimated transfer price). The results display that a 

loss frame strengthens the seller´s reservation price which influences the final transfer 

price judgement. By contrast, the other party´s objective has no impact on the 

reservation price, but the results show that if sellers have partners with high level of 

concern-for-others, they will show a higher propensity to accept a lower price premium. 

 

 

4.5 Earnings Management 

 

This subchapter refers to loss aversion in the context of earnings management. Firms 

pursue professional earnings management in order to avoid decreasing earnings as 

earnings is one of the most important figures regarding capital markets and hence, for 

investors. The article below intends to find out whether, how, and why firms refuse to 

report decreasing earnings and losses. The researchers attempt to answer this question 

using prospect theory formulated by Kahneman and Tversky (1979).  

 

 

Burgstahler and Dichev (1997) 

This paper intends to find evidence whether, how, and why organizations attempt to 

avoid reporting decreasing earnings and losses. This is a quite common phenomenon in 

the field of earnings management. Recent empirical literature has shown that firms 

breaking a sustained earnings growth suffer an average 14% drop in abnormal stock 

return in the year they broke the pattern (DeAngelo et al., 1996). In conclusion, one may 
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understand why firms have the strong incentive to manage earnings in order to avoid 

decreasing patterns (Burgstahler and Dichev, 1997).  

Whether firms avoid reporting diminishing earnings and losses is supposed to be 

reflected in pooled cross-sectional distributions of scaled earning changes and levels of 

earnings. The researchers run a statistical test to investigate this distribution. It indicates 

that “frequencies of small earnings decreases and small losses are abnormally low 

relative to adjacent regions of the distributions, while the frequencies of small earnings 

increases and small positive earnings are abnormally high” (Burgstahler and Dichev, 

1997, p. 101). The researchers measure that 8-12% of the organizations which pre-

managed small earnings declines fix their earnings to obtain increasing earnings. 

Moreover, 30-44% of the organizations which pre-manage small losses fix earnings to 

obtain positive earnings. This reveals a higher concentration by management to avoid 

losses than to avoid decreasing earnings. 

Answering the question of how firms manage their earnings to avoid reports of 

decreasing earnings and losses is the second motivation of this paper. Burgstahler and 

Dichev (1997) document that earnings increase by manipulating the figures changes in 

working capital and cash flow from operations. They identify that firms with large 

amounts of current assets and current liabilities prior to earnings manipulation are 

confronted with relatively low costs to manage earnings via changes in working capital 

compared to firms with small amounts of current assets and current liabilities. They give 

an intuitive example: imagine a firm with a lot of receivables. For this firm it is less costly 

to pretty up earnings through receivables. Therefore, firms with low costs of earnings 

management are more likely able to shift from negative pre-managed earnings to 

positive post-managed earnings. 

Finally, the paper attempts to explain why organizations avoid reporting decreases in 

earnings and losses. Their paper proposes two possible explanations. Firstly, managers´ 

avoidance to report decreasing earnings and losses is grounded in opportunism. 

Managers want to decrease costs arising from transactions with stakeholders while 

knowing that they use information-processing heuristics that are quite superficial 

(Burgstahler and Dichev, 1997). Secondly, their suggestion is based on prospect theory 

(Kahneman and Tversky, 1979). Prospect theory is associated with loss aversion and 

postulates that utility maximization can be achieved by shifting a relative or absolute loss 

to a gain, even though this is associated with risk. Utility maximization in the context of 

earnings management means to report positive earnings growth and hence is the most 

significant incentive to avoid reporting decreasing earnings and losses. 
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4.6 Forecasting 

 

The final part of section 4 refers to forecasting and how cognitive biases as 

overconfidence, optimism, self-serving bias, attentional bias, and the illusion of control 

affect forecasting outcomes. Durand (2003) investigates characteristics that may affect 

forecasting ability and how these characteristics influences bias and accuracy. 

Herrmann, Hope, and Thomas (2008) look at the implementation of a legal reform, 

namely Regulation Fair Disclosure and how analysts´ optimistic forecasts are reduced by 

this reform. Hilary and Hsu (2011) discuss whether self-serving bias affects recently well-

predicting managers to become overconfident in the future. And lastly, Sun and Xu 

(2012) stress the role of accounting conservatism in earnings forecasts. 

 

 

Durand (2003) 

This paper focuses on differences of forecasting abilities among organizations. Durand 

(2003) formulates his two research questions as follows. Firstly, he examines firm 

characteristics (e.g. employee education) that have an impact on their forecasting ability. 

Secondly, he investigates the extent how these characteristics affect both forecasting 

bias and forecasting accuracy. In short, the study proposes a linkage between firms´ 

characteristics, the organizations´ illusion of control, and organizational attention to firms´ 

estimation biases. 

Firms´ ability to forecast is a distinctive organizational capability (Makadok and Walker, 

2000). Organizations that overinvest due to overoptimistic forecasts will have higher 

overheads and fixed costs, resulting in decreasing overall performance. Organizations 

that underinvest due to too pessimistic forecasts will have problems in matching future 

demand, resulting in losing competitiveness (Makadok and Walker, 2000). 

Combining the evolutionary tradition with cognitive theory indicates that past decisions 

as well as past performance significantly affect firms´ ability to forecast exogeneous 

parameters (Durand, 2003). As proposed by Greve (1999), individuals tend to ignore the 

mean distribution when deriving the future from the past. That means, if the performance 

in period one is above the mean, the performance in period two is likely to decrease, 

considering performance to be normally distributed. However, for well-performing firms, 

some randomness is incorporated into their current performance that has a positive 

effect on their results. Tversky and Kahneman (1974) conclude that when a future 

scenario is wrongly associated with past changes, this may induce some 

representativeness of information that is used in forecasts which reinforces inaccuracy. 
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Empirical research differentiates between two principle processes when firms produce 

forecasts, namely illusion of control and attentional bias (Schwenk, 1984). Illusion of 

control is a cognitive bias and refers to an underestimation of risk (Schwenk, 1984). A 

greater perception of having control leads to an increase in likelihood of underestimating 

risks (Schwenk, 1986). The sources of illusion of control are twofold. Firstly, it originates 

from the perceived ability to affect the environment and secondly, from the organizational 

self-perception (Hayward and Hambrick, 1997). 

Cognitive attentional bias leads to a decrease in forecasting ability. An individual with 

weak attention to external conditions may reject relevant alternatives (Yates et al., 1978). 

According to the study of Das and Teng (1999), attention problems can lead to three 

different consequences. Firstly, if firms put emphasis on limited targets, they cannot 

benefit from the full variety of alternatives. Secondly, exposure to limited alternatives 

which means that firms do not anticipate alternative situations can end up in sample 

bias. And thirdly, they address the insensitivity to outcome which considers the imperfect 

or even neglected readjustment of estimates, although better information is received 

(final estimates are biased based on initial ones). They conclude that these three 

consequences reveal the problem of organizational attention leading to an inaccuracy in 

estimates. 

After testing the two research questions, the results indicate that organizational illusion 

of control and organizational attention have a significant effect on forecasting bias and 

accuracy in estimates. Moreover, the study identifies a positive relation between 

organizational illusion of control and positive forecast bias. Regarding organizational 

attention, the study assesses that both positive forecasting bias and the magnitude of 

errors can be reduced by investing more in market information. Finally, negative forecast 

bias increases with an enhancement in relative investments in staff capabilities (i.e. 

employee education). Unexpectedly, the same is true for the magnitude of errors. 

 

Herrmann, Hope, and Thomas (2008) 

The motivation of this paper is to examine how the implementation of Regulation Fair 

Disclosure (Reg FD) affects sell-side financial analysts´ optimistic forecast bias for multi-

nationally diversified organizations. In line with recent empirical research (e.g. Duru and 

Reeb, 2002), analysts prepare highly optimistic forecasts if the company´s operations 

are international in a great magnitude.  

Analysts are supposed to be experts in interpreting and processing of accounting 

information. Their purpose is to provide information about future developments to 

investors (Schipper, 1991). This role gains importance with an increasing number of 
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internationally operating firms. As complexity enhances with growing organizations, 

accounting information becomes increasingly multilateral (Herrmann et al., 2008).  

International diversification increases volatility of earnings as global factors (e.g. 

exchange rate risk, political risk, and competition) impact firms´ operations (Herrmann et 

al., 2008). Moreover, businesses abroad are associated with constraints in terms of 

culture and language. Finally, severely differences in accounting systems or political 

restrictions can break organizations in predicting foreign earnings (Duru and Reeb, 

2002). 

One explanation why financial analysts act optimistically in their forecasts is that they 

try to maintain a good relationship with the company´s management in order to obtain 

access to sensitive managerial information (Ke and Yu, 2006). As documented by Libby 

et al. (2007), optimistic bias is significantly more distinctive if analysts foster a sound 

relationship with management compared to if their motivation is just to be accurate in 

their predictions. 

Reg FD is a provision which became effective in 2000 in the U.S. implemented by the 

Securities and Exchange Commission (SEC). It regulates the disclosure rules for large 

U.S. companies. The main objective is to abolish favored access to information material 

to a particular party. Firms are no longer allowed to selectively release information to 

these parties, e.g. financial analysts. Reg FD forces firms to intentionally disclose their 

information to all stakeholders simultaneously (unintentional disclosures within 24 hours). 

This dilutes analysts´ motivation and incentive to provide optimistic forecasts, since they 

do not have to try to gain favor with management any longer (Herrmann et al., 2008). 

Considering this legal reform, Herrmann et al. (2008) predict that Reg FD diminishes 

analysts´ incentive to provide optimistic forecasts as they do not need to ‘cozy up’ to 

firms´ management any longer to get access to more sensitive managerial information.  

In order to test the prediction, they set up a model consisting of multinational firms in 

1996-2004 (excluding 2000, the implementation of Reg FD). The sample with 2,875 firm-

year observations in 1996-1999 corresponds to the pre-Reg FD period. The sample with 

2,782 firm-year observations in 2001-2004 corresponds to the post-Reg FD period. 

Firstly, this model measures bias based on the works of Duru and Reeb (2002) where 

positive (negative) bias results reveal the analysts´ forecasting optimism (pessimism). In 

this model, “bias equals the consensus forecast of year t earnings at the end of year t-1 

minus actual earnings for year t, scaled by stock price at the time of the forecast” 

(Herrmann et al., 2008, p. 184). Secondly, to test how forecast bias interacts with the 

degree of international diversification, Herrmann et al. (2008) run a regression. 

Additionally, Herrmann et al. (2008) conduct a sensitivity test to measure the association 

between international diversification and forecast accuracy. 
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The findings reveal that due to Reg FD, the average forecast bias attenuates through 

the entire sample. Moreover, the results demonstrate a positive and significant relation 

between forecast optimism and international diversification during the pre-Reg FD period 

1996-1999. This relation significantly decreases and even vanishes with the 

implementation of Reg FD for the post-Reg FD period 2001-2004. This concludes that 

Reg FD is a provision that mitigates analysts´ willingness to prepare optimistic forecasts 

for multinational firms to please management. Finally, the sensitivity test documents an 

enhancement in the relation between multinational firms and forecasting accuracy in the 

post-Reg FD period. 

The results of the study by Herrmann et al. (2008) supports the introduction of Reg FD, 

since temporally equal access to information leads to a mitigation of optimism bias in 

analysts´ forecasts as they lose their incentive to overstate the predictions in order to 

please management. This enhances forecasting quality in general. 

 

Hilary and Hsu (2011) 

Hilary and Hsu (2011) examine whether self-serving bias affects managers who have 

forecasted well in the recent past to become overconfident about how successful they 

will predict future earnings. Further, they explore the influence of cognitive biases on 

managerial credibility and hence, whether external market participants (e.g. investors 

and analysts) may be aware of these overconfidence effects in forecasts. The 

researchers focus on dynamic and endogenous overconfidence rooted in past 

managerial forecasting performance and varies with the temporal length of forecasting 

success. Hereby, rather than on cross-sectional variations, the emphasis is put on time-

series analyses measuring the short-run dynamics of management forecasts. 

The study conducts a framework that incorporates the interaction between self-serving 

bias and ‘static’ overconfidence. Kunda (1990) gives a sound explanation of the cognitive 

process of self-serving bias (or self-serving attribution), namely, “there is considerable 

evidence that people are more likely to arrive at the conclusions that they want to arrive 

at, but their ability to do so is constrained by their ability to construct seemingly 

reasonable justifications for these conclusions” (p. 480). People support scenarios that 

confirm the validity of their conclusion and identify those that disconfirm the validity of 

their conclusion as external noise (Hastorf et al., 1970). 

‘Static’ overconfidence refers to a person´s tendency to overestimate his or her own 

capacity and hence, evaluates his or her skills as above average (Hilary and Hsu, 2011). 

According to recent empirical studies, 65-80% (depending on the study) of people have 

considered themselves as above average (Peterson, 2007). Apart from ‘static’ 

overconfidence, there is the ‘weighted effect’ which describes the use of private versus 
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public information. In this study, overconfident managers ‘weight’ their private information 

as more valuable and accurate as it actually is and do not rely on public signals (Hilary 

and Hsu, 2011). 

In this context, self-serving bias leads managers who have successfully forecasted 

earnings in the recent past to attribute too much of their success to their ability (and not 

that they have been successful by chance). The result is a suboptimal overconfident 

behavior regarding their ability to forecast accurately. Consequently, managers will 

‘weight’ their own private information higher than public information (e.g. market prices, 

analyst comments), although they may serve as alert signals (Hilary and Hsu, 2011).  

Based on this background, the study´s framework predicts the following. Firstly, if these 

cognitive biases exist, managers will probably overestimate private information which will 

result in less accurate future forecasts. As a consequence, this will decrease the 

probability that the manager´s subsequent forecast will be better than consensus 

forecasts prepared by financial analysts. Secondly, Hilary and Hsu (2011) pose the 

question how the reaction of investors and financial analysts will look like when being 

confronted with forecasts produced by overconfident managers. They expect that 

managers who forecasted more accurately in the past will enjoy higher reputation by 

these outside participants, since accuracy is associated with high managerial skills. 

Thirdly, the framework predicts that forecasts produced by managers after a short-term 

success in terms of predicting figures accurately will reveal decreasing quality compared 

to forecasts issued by a manager who did not experience such a positive series. And 

lastly, the researchers expect a less significant reaction of market participants if they 

recognize a forecast issued by an overconfident manager than to those produced by a 

manager who does not indicate overconfidence. 

Hilary and Hsu (2011) run a model to test these hypotheses by regressing forecast 

errors on the number of accurate estimations in the last four quarters. The data sample 

consisted of 5,768 quarterly predicted management forecasts distributed between 1996 

and 2007. The results confirm their predictions. Managers who predicted their earnings 

accurately in the last four quarters become less accurate in the prediction of their future 

earnings. In short, they assess a positive correlation between current forecast error and 

past success, and this effect is both economically and statistically significant. 

Furthermore, they find a greater deviation between these managers and the consensus 

analyst forecast. Thus, managers tend to underestimate public signals (in relation to their 

private information) when having had a successful series of accurate forecasts in the 

recent past. Finally, the study underpins that investors and financial analysts can identify 

overconfidence effects on forecasting characteristics, resulting in a weaker reaction to 

these forecasts. 
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This paper contributes to the existing literature about overconfidence and extends this 

cognitive bias by introducing a short-term dynamic dimension rather than just focusing 

on the static phenomenon. Different to existing empirical research, Hilary and Hsu (2011) 

treat overconfidence as endogenous rather than exogenous (Barber and Odean, 2001), 

since this bias appears in management´s behavior and should not be written off as an 

entirely exogenous characteristic. Ultimately, instead of cross-sectional predictions, this 

approach is based on time-series predictions. 

 

Sun and Xu (2012) 

This study contributes to research on both accounting conservatism and management 

earnings forecasts and pursues the following two purposes. Firstly, it examines if the 

information in historical accounting conservatism is entirely incorporated by management 

earnings forecasts. Sun and Xu (2012) explore management forecast failures for the 

current-year earnings associated with accounting conservatism for the preceding year. 

Secondly, the study investigates drivers for why managers fail to adjust for historical 

conservatism effects regarding earnings for the current year, namely by looking at how 

the interplay between management forecast errors and accounting conservatism differs 

with managers´ opportunistic incentives, the difficulty to predict earnings appropriately, 

and the company´s litigation risk. This contributes to our understanding of possible 

reasons for conservatism-related optimistic bias. 

Earnings forecasts serve managers to empower their reputation for financial 

transparency, to adjust their expectations about market earnings, and to reduce litigation 

risk (Sun and Xu, 2012). The question is if some particular elements of accounting 

systems such as conservatism have an impact on management forecast bias. 

Accounting conservatism points to a more intense verification to identify good news as 

gains as to identify bad news as losses in earnings. Hence, some bad news as losses is 

detected more timely in earnings (Basu, 1997). 

As managers make decisions about financial and accounting issues, they are likely to 

have valuable information concerning both firm´s operating business and accounting 

policies. Therefore, Sun and Xu (2012) firstly predict that managers possess a deeper 

understanding of the firm´s accounting conservatism for future earnings as other market 

participants have, and hence, are able to adjust forecasts for the effect of conservatism. 

But contemporaneously, the researchers argue that managers´ information about firms´ 

future earnings might incorporate noise, since the corporate environment as well as the 

entire current economic situation may be uncertain.  

Moreover, they stress managers´ self-serving incentives as a probably much stronger 

driver for the outcome of managers´ forecasts than the incentive to predict future 
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earnings accurately. Therefore, earnings forecasts are prone to errors associated with 

historical accounting conservatism. Following that, the second main prediction of this 

paper is that the underestimation by managers of the implications of historical 

conservatism for prevailing earnings will lead to an optimistically biased forecast with 

earnings predicted higher as actually generated. 

Sun and Xu (2012) run an empirical regression analysis consisting of 7,236 firm-year 

observations between the years 1997 and 2008. To measure accounting conservatism, 

their methodology is based on Basu´s (1997) C_Scoret-1 conservatism measure of the 

previous year which has been extended by Khan and Watts (2009). It is a measure for 

firm-year specific conservatism reflecting earnings´ attitude in identifying bad news as 

losses faster than good news as gains. The extension by Khan and Watts (2009) was to 

incorporate the relation between conservatism and firm characteristics as leverage, 

market-to-book ratio, and size. The C_Scoret-1 variable is then an independent variable 

in the regression equation to measure the dependent variable, namely management 

earnings forecast errors. 

The regression results reveal that accounting conservatism in the preceding year is 

negatively linked to forecast errors for current-year earnings. The researchers interpret 

this result as a generally existing underestimation of historical conservatism implications 

by managers´ forecasts with regard to current-year earnings. In conclusion, they find 

evidence for optimistic bias in earnings forecasts. Moreover, the data of the regression 

output shows that this negative linkage is more significant for firms with higher earnings 

volatility, more general forecasts, and longer operating cycles. 

They also attest that litigation risk is no means of attenuating the negative association 

between accounting conservatism and managerial forecast errors. Conclusively, the 

study demonstrates that earnings forecast difficulty, and not any opportunistic incentives, 

is the main cause why managers fail to entirely incorporate information about historical 

conservatism in their forecasts. 

This paper strengthens the understanding of optimistic bias in the field of management 

earnings forecasts. Moreover, it confirms how relevant accounting conservatism for 

earnings forecasts is. According to the results that managers do not fully incorporate 

implications of accounting conservatism into their forecasts, Sun and Xu (2012) provide 

practical implications for investors and other stakeholders. In any case, they should 

strongly consider firms´ accounting conservatism when assessing their management 

earnings forecasts. 
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5 Fields of Management Accounting – Bias-Comparison  

 

Section 5 elaborates a comparison on the level of single cognitive biases in context of 

management accounting areas. In other words, it systematically examines the effects of 

an individual bias on different fields of management accounting theory. Hence, the 

perspective will now be changed. To obtain a more comprehensive comparison, some 

biases were summarized in the subsequent subsections as they are very similar in their 

nature. This particularly concerns the two subsequent pairs overconfidence/optimism 

and self-serving bias/self-justification bias. Additionally, the effects of outcome, framing, 

and loss aversion will be discussed in this section. Organizational illusion of control and 

organizational attention will not be discussed since each has only been appeared in one 

paper and hence, only influences one subject of management accounting theory which 

makes a comparison pointless. 

 

 

5.1 Overconfidence and Optimism 

 

These two terms often prejudice individuals in the preparation of accurate forecasts 

(Hilary and Hsu, 2011; Sun and Xu, 2012; Herrmann et al., 2008), individuals´ 

judgements about the implementation of new initiatives (e.g. cost allocation systems) 

(Jermias, 2001; Jermias, 2006), and in the design of management control systems 

(Chen et al., 2015).  

More particularly, overconfidence is a severe outcome when making a commitment to 

some plan of action as examined by the studies of Jermias (2001, 2006) with regard to 

cost allocation systems. Based on the theory of cognitive dissonance (Festinger, 1957; 

Aronson, 1968), individuals who commit to a particular system will search for biased 

information that confirms their judgment. Contemporaneously, they neglect information 

that disconfirms their decisions. Hence, they become blind to potential benefits of the 

rejected system and neglect negative features of their chosen one. The higher the 

degree of commitment, the higher the individuals´ overconfidence about their judgement 

which exacerbates resistance to change, consequently. Due to overconfidence, people 

stop reflecting themselves and their judgements which can lead to disadvantageous 

outcomes. An appropriate means to ‘debias’ is to make individuals accountable for 

negative consequences of their decisions. Accountability mitigates the effects of 

commitment and overconfidence and makes decision makers reflect themselves and 
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their judgements. As a consequence, they still consider features of rejected systems 

after they chose their preferred one. 

Apart from costing systems, overconfidence also affects forecasts. As proposed by 

Hilary and Hsu (2011), individuals who have done a good job in past forecasts may 

become overconfident in their ability to predict earnings just as well in the future. This 

recent success in predicting makes managers insensitive to reflect their true ability and 

underestimate that their past accuracy might be explained as luck or randomness. Based 

on the empirical results, managers who were successful and accurate in predicting 

earnings in the previous four quarters have lost accuracy in their subsequent forecasts 

and contemporaneously, are perceived differently by outside parties (e.g. investors or 

financial analysts). 

In addition to overconfidence, forecasts are also influenced by optimism bias. The 

findings of Sun and Xu (2012) confirm that there is a positive relation between optimistic 

forecast bias and accounting conservatism in the previous year. Accounting 

conservatism explains that accountants need to have a higher degree of verification to 

define good news as gains compared to bad news as losses (Basu, 1997). They found 

strong empirical evidence that there is a negative association between accounting 

conservatism in the previous year and managements´ forecasting accuracy for the 

current fiscal year (Sun and Xu, 2012). This relation suggests an underestimation of the 

impact of historical conservatism, resulting in optimistic forecast bias.  

Besides these results, further empirical research examined the effect of international 

diversification on analysts´ optimistic forecast bias and how this optimism could have 

been attenuated by the implementation of the legal reform Regulation Fair Disclosure 

(Reg FD) (Herrmann et al., 2008). Analysts´ optimism emerges in their attempt to please 

management as they intend to achieve individual access to more sensitive information 

management is not willing to disclose. They need to have this information as operations 

of internationally diversified groups are highly complex. As proposed by Libby et al. 

(2007), optimistic bias increases significantly with a better relationship between analysts 

and management. This individual access to corporate information has been demolished 

by the introduction of Reg FD in 2000 that stipulates the simultaneous disclosure (not 

selected any longer) of information to all stakeholders and analysts by law (Herrmann et 

al., 2008). The researchers could detect that after Reg FD was introduced, optimism bias 

declined significantly and even disappeared making this reform successful in mitigating 

cognitive bias effects. 

Lastly, closely related to forecasting and performance evaluations, also management 

control systems might not be unaffected by optimistic bias. Among others, management 

control systems are designed to improve managements´ forecast accuracy. The study of 
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Chen et al. (2015) investigated the interaction of the preparation of disaggregated 

forecasts and managerial performance-based incentives and its impact on optimistic 

forecast bias and accuracy. To answer their research question, they manipulated two 

variables, forecast type (aggregated or disaggregated) and performance-based 

incentives (present or not). In terms of optimism, they found that the preparation of 

disaggregated forecasts leads to increases in forecast optimism if performance-based 

incentives were applied. The reason is that managers have both the opportunity and the 

motivation to predict optimistically. In other words, to produce disaggregated forecasts, 

more complete information has to be considered. Managers whose compensation is 

based on performance will have the incentive to search for information that is biased and 

congruent with their desired conclusion (Hales, 2007). 

As discussed, overconfidence and optimism can lead to severe consequences. 

Overconfidence exacerbates resistance to change which makes organizations more rigid 

and less flexible in adjustments to changing external or internal conditions. Moreover, 

overconfidence and optimism have a significant impact on the entire forecasting 

procedure. Managers may become too overconfident if they have experienced recent 

success in their past forecasts, resulting in a distorted perception of their objective ability 

to predict accurately. However, there are legal reforms to attenuate e.g. analysts’ 

optimism when forecasting earnings of international diversified firms. Finally, also the 

designers of management control systems must be aware of optimism bias in order to 

encourage managers to forecast more accurately. 

 

5.2 Outcome Effect 

 

By its nature, outcome bias is closely linked to framing in many respects, as how an 

issue is framed has an impact on the perceived outcome. Nevertheless, the following two 

subchapters will try to differentiate between the two effects in terms of different 

management accounting fields. The outcome effect is discussed in the context of 

performance evaluations. This subsection briefly compares three empirical studies 

dealing with the outcome effect in managerial performance evaluations. In the context of 

performance evaluation, the “outcome effect occurs when outcome knowledge 

systematically influences the evaluator´s assessment of the evaluate, irrespective of the 

quality of his or her initial decision resulting in the outcome” (Ghosh, 2005, p. 55). 

Lipe (1993) analyzed the outcome effect (and mainly framing) on variance investigation 

decisions of managers. She indicated that decision outcomes often affect performance 

evaluations. Moreover, this study revealed that managers in charge of variance 
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investigation decisions would be evaluated better if they could detect problems in the 

system. This is exemplarily for the outcome effect.  

Ghosh and Lusch (2000) focused on the outcome effect as well. They investigated how 

unfavorable outcome knowledge affects supervisors when evaluating the performance of 

their retail store managers. According to expectations, they found confirmation that those 

outcome determinants that are influenceable by managers affect the evaluations and 

that external determinants that are not influenceable by managers do not. But 

unexpectedly, this study unfolded that outcome determinants with regard to central 

management issues that are again not influenceable by store managers have an impact 

on their evaluations. Hence, they found strong evidence for the outcome effect as 

managers who were not able to meet pre-defined targets were negatively evaluated by 

supervisors, even though managers could not impact the outcome. 

Ghosh (2005) examined whether particular performance measures as return on 

investment, sales per square foot, employee satisfaction, and customer satisfaction with 

different degrees of controllability by managers exacerbate or mitigate the outcome 

effect. His findings were that outcome effects increase with managers’ controllability of 

outcome, whereas this increase is more significant for nonfinancial measures (employee 

and customer satisfaction) than for financial measures (return on investment and sales 

per square foot).  

Summarizing, performance evaluations seems to be a domain for the outcome effect. 

Individuals tend to evaluate based on particular outcome determinants. Direct 

controllability by managers does not seem to be necessary when evaluating them as 

considering central management decisions (Ghosh and Lusch, 2000). However, 

alternative empirical literature could detect a positive association between outcome 

effects and controllability (Ghosh, 2005). The conclusion is that individuals should 

critically scrutinize pure outcomes instead of making fast judgements as external 

conditions rather than the evaluated himself or herself may be responsible for the 

outcome. 

 

5.3 Framing Effect 

 

As mentioned at the beginning of the previous subsection about the outcome effect, 

there is some association between effects of outcome and framing. How some issues 

are framed has a substantial impact on the outcome perceived. According to Kahneman 

and Tversky (1979) and Tversky and Kahneman (1981), the framing effect occurs when 

people respond differently to a single problem if the presentation of the problem varies. 
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In the following part, two papers will be compared in terms of how the framing effect 

influences managerial accounting issues, namely, performance evaluations (Lipe, 1993) 

and transfer pricing (Chang et al., 2008). 

Firstly, Lipe (1993) examined framing (and the outcome effect). As this study 

investigated both cognitive biases in the context of performance evaluations of managers 

who make variance investigation decisions, it is necessary to fall back on outcomes once 

again. The researcher´s prediction of the outcome effect can be derived when 

considering the following: (1) the investigation outcome will affect perceived benefits of 

the investigation, (2) expenditures caused by these investigations that are associated 

with benefits will be framed as costs and those without benefits will be framed as losses, 

and (3) managers with cost frames are evaluated better than those with loss frames 

(Lipe, 1993). Hence, the outcome effect is not independent of framing. The results of the 

study acknowledged these predictions. The experiment revealed that investigation 

expenditures perceived as benefits were cost framed and those without perceived 

benefits were loss framed. Moreover, how expenditures were framed significantly affect 

managers´ performance evaluations.  

Secondly, Chang et al. (2008) examined the association between framing and transfer 

price negotiations, whereas self-serving bias plays a role as well. In particular, they 

focused on two factors that are assumed to affect individuals´ judgments in transfer price 

negotiations. These factors are framing (as a gain or a loss) and the objective of the 

negotiation partner (high or low concern-for-others). The experimental results showed 

that a loss frame affects the negotiation judgments and impairs division managers´ self-

serving bias. The researchers suggested that this is caused by the higher degree of 

managers´ concerns about their outcome since they do not want to face any further 

losses. This exacerbates self-serving bias. 

In conclusion, managerial accountants are assumed to be ‘better equipped’ with a 

deeper understanding of how to deal with framing effects. These studies show how 

framing affects different subjects of management accounting. Managers´ performance 

evaluations are significantly affected by how an outcome is framed (cost or loss) (Lipe, 

1993). Furthermore, also transfer price negotiations face problems caused by framing 

effects and how these outcomes reinforce individuals´ self-serving bias (Chang et al., 

2008). 
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5.4 Loss Aversion 

 

Loss aversion is a bias embedded in prospect theory (Kahneman and Tversky, 1979). 

The theory considers individuals as loss averse and assumes that they are willing to take 

risks in order to avoid a certain loss. Now, two studies of different management 

accounting areas will be compared dealing with loss aversion. The first one is 

Burgstahler and Dichev (1997) which discusses loss aversion in the context of earnings 

management. The second one is Birnberg and Zhang (2011) which focuses on betrayal 

aversion (and loss aversion incorporated in prospect theory) associated with 

management control systems. 

Burgstahler and Dichev (1997) revealed that organizations actively manage earnings in 

order to avoid declines or losses. The interesting issue was to spot why firms do so. 

They examined individuals´ motivation why they are loss averse and their explanation is 

twofold. Firstly, they make use of prospect theory (Kahneman and Tversky, 1979). 

Prospect theory associated with earnings management proposes that individuals can 

maximize their utility (and hence, maximizing their incentives to manage earnings) when 

obtaining a shift from an absolute or relative loss to a gain. Secondly, they use 

managers´ opportunistic behavior to explain loss aversion. As decreasing earnings have 

to be reported to stakeholders (because they are interested in), managers face additional 

transaction costs. Contemporaneously, managers assume stakeholders to have limited 

knowledge that is only based on heuristics, rather than on deeper understanding. This 

induces managers to avoid reporting decreasing earnings. 

Apart from earnings management, Birnberg and Zhang (2011) put emphasis on 

betrayal aversion which is labeled as demand for accountability in the context of 

accounting. This involves the investigation of agents´ disutility avoiding behavior, 

meaning principals´ need or demand for an internal mechanism that protects him or her 

against ‘cheating’ agents. In other words, it is the principal´s demand for accountability 

(betrayal aversion). They examined whether the extent of betrayal aversion is influenced 

by changing economic conditions (downturn or upturn) and how this affects principals´ 

management control system choices. The experimental results of this study unfolded 

that changed economic conditions do not affect the absolute level of betrayal aversion. 

However, its relative importance on management control system choices decreases 

(remain constant) in an economic downturn (economic upturn). Indeed, as the absolute 

level of betrayal aversion remains constant when economy changes, betrayal aversion is 

insufficient in explaining the experimental results. Birnberg and Zhang (2011) suggest 

that if economy changes, prospect theory (loss aversion) and betrayal aversion in 



52 

combination explains agents´ behavior best. According to the loss aversion element in 

prospect theory, principals face increasing concerns about suffering a loss when 

economy performs poorly which decreases the relative importance of betrayal aversion. 

Moreover, in line with prospect theory, losses loom larger than gains. Therefore, 

principals´ behavior is more likely to remain constant if economy performs well than if 

economy performs poorly (Birnberg and Zhang, 2011). 

Summarizing, loss aversion is born out of prospect theory. As discussed above, this 

bias can affect firms´ earnings management as well as designers of management control 

systems. Prospect theory is a mighty instrument that helps to understand individuals´ 

manner in order to know how to control and correct certain outcomes resulting from this 

behavior. 

 

5.5 Self-Serving Bias and Self-Justification Bias 

 

Lastly, two papers in terms of self-serving bias and self-justification bias will now be 

compared. The first article from Luft and Libby (1997) refers to managers´ judgements 

about transfer price negotiations and relates this issue to self-serving bias. The second 

article from Cheng et al. (2009) focuses on the effects of self-justification bias and moral 

hazard on performance evaluation outcomes. 

Luft and Libby (1997) investigated how transfer price negotiations are affected by 

experienced managers´ judgements in terms of market price effects and divisional 

accounting information. As a market consists of sellers and buyers, price expectations 

among these parties may differ. Sellers want to maximize prices, while buyers seek 

small prices. Therefore, the matter of ‘fairness’ plays a key role. In an internal market 

between two divisions, the market price may considerably differ from a price that offers 

equal profits to both divisions. In association with cognitive biases, this paper found 

evidence that a great divergence between market price and equal-profit price offered to 

both divisions significantly exacerbates self-serving bias in managers´ price estimates. 

This results in tougher and costly negotiations leading to efficiency declines. 

Based on cognitive dissonance theory and agency theory, Cheng et al. (2009) explored 

two factors influencing managers to share or withhold private information when being 

confronted with project reviews. The first factor referred to the degree of involvement the 

manager has to the project under review. The higher the manager´s project involvement, 

the higher the level of his or her project-specific knowledge in comparison to 

independent reviewer. Cheng et al. (2009) suggested that this can lead to negative 

outcomes as self-justification bias. Self-justification bias encourages managers to ignore 
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negative feedback related to the project which decreases the effectiveness of the project 

review (Aronson, 1995; Ryan, 1995). The second factor under investigation was how 

managers´ willingness to share information is affected by performance evaluations linked 

to project reviews. The researchers argue that if project reviews are employed as a 

means to measure managerial performance, moral hazard problems can occur as 

managers have the incentive to withhold negative private information that impairs their 

ratings. The experimental results support their predictions as both factors influence 

managers´ willingness to share knowledge during the project review stage. However, 

they could not find evidence for their prediction that these two factors are interactive. 

Instead, they are additive and separately add to management biases regarding negative 

project information. 

As proposed by empirical literature, self-serving bias and self-justification bias can 

result in adverse outcome. On the one hand, transfer price expectation gaps can lead to 

self-serving bias as targets are heterogeneous among divisions, resulting in inefficient 

negotiation processes. On the other hand, self-justification bias (degree of involvement in 

a project) and moral hazard are threats that impact managers´ willingness to share 

private information as the results of their performance evaluations might depend on this 

information. Hence, the researchers recommend avoiding a linkage between project 

reviews and measuring managerial performance. 

 

 

6 Discussion and Conclusion 

 

Section 6 is a discussion about the implications for management accounting derived 

from the current state of empirical literature. The aim is to indicate a broad and 

comprehensive picture of the effects of cognitive biases on the management accounting 

fields as previously mentioned. Moreover, the purpose is to provide recommendations 

and what both practitioners and researchers can benefit from these findings. As the 

implications are wide-ranging through the different fields of management accounting, this 

section will be structured equally in terms of the management accounting subjects as 

discussed in section 4. After that, a brief conclusion is attached to explain what the 

reader can ultimately learn from this master thesis while pointing out its limitations and 

giving prospects for future research. 
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Management Control Systems 

The findings of Chen et al. (2015) provide strong practical implications for management 

accountants designing management control systems, namely for those eliciting internal 

forecasts from managers. If there are no performance-based incentives, managers 

producing disaggregated forecasts will have to consider particular forecast components 

more objectively and elaboratively. This should result in an improvement of accuracy 

compared to the preparation of aggregated forecasts. Moreover, a manager whose 

compensation is depending on performance may have the motivation to prepare 

optimistic forecasts. As the production of disaggregated forecasts considers a greater 

magnitude of information, recent empirical literature has proposed that these managers 

will probably gather this information in a biased way in order to approach his or her 

desired conclusion (Hales, 2007). Therefore, designers of management control systems 

might critically rethink the linkage between the preparation of disaggregated forecasts 

and performance-based compensation for managers with regard to output 

appropriateness. The implications are far-reaching for a wider range of disclosures which 

are prepared by managers. More particularly, current research argues that how 

information is disaggregated may affect both verbal (e.g. conference calls) and textual 

(e.g. management discussion and analysis) disclosures (Chen et al., 2015). 

 

Managerial Performance Evaluations 

Lipe´s (1993) findings have important implications for both managers who were 

evaluated based on the outcome of their variance investigation decisions and their 

evaluators. As discussed, this study examined the effects of outcome and framing on 

performance evaluations of managers making variance investigation decisions. The 

outcome of the investigation affects whether the investigation expenditure is framed as 

costs (if perceived benefits exist) or as losses (if no perceived benefits exist). In 

consequence, the manager with a cost frame received higher performance ratings 

compared to those with a loss frame. Especially, the experimental results revealed that 

managers who were able to detect problems in the system were evaluated more 

favorably which is manifested in the outcome effect.  

In conclusion, both evaluated managers and the evaluators have to be aware of 

cognitive biases. With regard to the outcome effect and according to the experimental 

results, managers may feel encouraged to detect problems in a system (which they 

usually know better than the evaluator) in order to receive higher evaluation ratings, even 

though a ‘real’ problem does not exist. This motivation caused by the outcome effect has 

to be considered by the evaluators when they make their assessments. 
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Contemporaneously with regard to the framing effect, evaluators have to be aware of 

how benefits are perceived since losing objectivity might be a potential consequence that 

diminishes the managers rating. 

 

As examined in their paper, Ghosh and Lusch (2000) revealed that store managers´ 

evaluations were subjectively and negatively affected by supervisors´ unfavorable 

outcome knowledge. The outcome effect is responsible for this result. The researchers 

derived some important implications for management accounting research with regard to 

this effect. Firstly, they revealed the prevalence of the outcome effect in an industry 

setting (e.g. retail multi-unit businesses) as well as its robustness across outcome 

measures. Secondly, they conclude that managers´ responsibility should interact with 

controllability. In other words, managers should not be penalized or rewarded for 

external factors that influence store performance, irrespective of managers´ actions. 

Certainly, managers have impact on store performance; however, the evaluator is often 

not able to estimate the extent of the managers´ influence. Therefore, Ghosh and Lusch 

(2000) argue to give some credit to managers for these outcomes in advance. 

 

Later in an additional paper, Ghosh (2005) examined how alternative evaluation 

measures (financial and non-financial) with different degrees of controllability of retail 

store managers affect the outcome effect during the performance evaluation process. 

According to this study, there are two implications in the context of the design of 

managerial performance evaluation concepts.  

Firstly, if a specific outcome measure is used in such a system, the evaluator has to be 

informed about the decision process as well as about the outcome itself. By having this 

information, the evaluator will be able to scrutinize the controllability of the outcome 

measure which allows him or her to approach the process of the explicit controllability 

assessment of the outcome. The empirical results revealed that the outcome effect 

decreases if assessing controllability of the outcome measures is prior to the evaluation.  

Secondly, this study has implications for contracting and designers of balanced 

scorecards which embodies an integrated system consisting of both financial and non-

financial (in this study: customer satisfaction and employee satisfaction) measures. 

When setting up a contract, performance measures for incentives and evaluations 

should aim to motivate the manager to act in the best interest of the owner. However, the 

empirical literature proposes that a single manager often has moderate impact on broad 

financial figures. Even if he or she can influence a particular financial figure, this figure 

will not automatically serve as an appropriate means of motivation (Hemmer, 1996). 

Incorporating incentives based on non-financial measures can help to facilitate 
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contracting as the magnitude of the manager´s true actions is captured better compared 

to the exclusive use of financial measures (Ghosh, 2005).  

 

Cheng et al. (2009) examined two factors that influence managers´ willingness to share 

or withhold private information in the course of the project review stage of capital 

budgeting. Based on cognitive dissonance theory and agency theory, they reveal that 

both a high extent of managers´ responsibility and the application of project reviews for 

performance evaluation increase the probability that managers withhold private negative 

information.  

The consequence of the former argument is difficult to mitigate, since the degree of 

involvement a manager has to the project seems to be a necessity in order to generate 

project-specific knowledge. The resulting self-justification bias that causes managers to 

lose focus and ignore negative project-relevant feedback is quite difficult to deal with. A 

means to solve the problem can be by contracting in order to encourage project 

managers to act in the best interest of their superior (e.g. to act with more transparency).  

However, when looking at the latter argument, designers of control systems should 

consider whether applying project reviews for managerial performance evaluation is 

reasonable as managers feel encouraged to withhold project-relevant information that 

would harm their ratings which exacerbates the moral hazard problem. In addition, the 

project review is simultaneously losing body when managers avoid providing complete 

information. 

 

Cost Allocation Systems 

The experimental results of Jermias (2001) showed that individuals´ commitment to a 

particular costing system significantly influences their judgments about the system´s 

usefulness. Committed individuals only evaluate a subset of what they know in order to 

find support for their favored conclusion. Therefore, their resistance to change increases, 

even though, they face negative feedback.  

Jermias (2001) derived important implications from these results. Firstly, the possibility 

for people to participate and to pick out their desired system increases their commitment 

to what they have chosen. Secondly, when being committed, people stop challenging 

which leads to an insensitivity about potential benefits of the rejected system. And thirdly, 

even receiving negative feedback does not change people´s confidence levels about 

their choice. As proposed, this is in line with Kunda (1990) who argued that it might be 

dangerous to apply motivated reasoning (reasoning which is biased due to prior beliefs) 

when making important decisions. As supposed by Aronson (1973), cognitive 

dissonance theory is a means to reduce resistance to change. He claimed that “if human 
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beings had a pervasive, all-encompassing need to reduce all forms of dissonance, we 

would not grow, mature, or admit to our mistakes. …But obviously people do learn from 

experience. They often do tolerate dissonance because the dissonant information has 

great utility. As utility increases, individuals will come to prefer dissonance-arousing but 

useful information” (p. 52). 

Moreover, the results also have implication for change processes. The researcher 

points out the role of participation. Initial commitment to innovations is induced when 

people are allowed to participate in such a change process (e.g. by providing them the 

possibility to pose their own opinions). This participation signals that they are valued and 

involves people which supports their encouragement. In the course of the 

implementation of activity based costing, Cooper et al. (1992) revealed that resistance to 

change decreases with people´s active involvement in change processes. Similar results 

were measured by Sagie et al. (1990), namely that people who had the possibility to 

participate in strategical and tactical concerns related to a substantial change showed 

decreasing levels of resistance. 

 

However, Jermias (2006) indicated that commitment to a costing system affects the 

desirability of both the preferred system and the rejected one, and that committed people 

become overconfident in their chosen system. The result is an increasing resistance to 

change. The researcher quoted accountability for negative consequences as an 

instrument to mitigate resistance levels. 

Especially accountability has strong practical implications. As proposed, the behavior 

of a manager depends on circumstances. As previously explained, there are three 

scenarios in which managers will act differently. Firstly, if the manager is not responsible 

for the negative outcome, he or she will shift the consequences to external sources. 

Secondly, if he or she is responsible but not accountable, he or she will start to 

rationalize his or her decision leading to both overconfidence and resistance to change. 

Thirdly, if the manager is responsible and accountable, he or she will tend to rethink his 

or her decision once again and will start to evaluate the rejected alternative more 

objectively (Jermias, 2006). Hence, the application of accountability can serve as an 

essential means for organizations to attenuate overconfidence and resistance to change. 

 

Transfer Pricing 

Luft and Libby (1997) dealt with self-serving bias in the context of transfer price 

negotiations and how managerial concerns about relative profits affect their behavior. 

The results of their study indicated that a greater divergence between the market price 

and the divisions´ equal-profit price exacerbates both self-serving bias in managers´ 
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transfer price estimates and variance, resulting in inefficiency of the negotiation process. 

Moreover, they even found out that experienced managers perceive the impact of market 

prices to be limited when divisional managers compare their profits. Luft and Libby 

(1997) concluded “that market price is not necessarily an unambiguous basis for the 

estimation of the other party´s position” (p. 227). Indeed, market prices influence 

managers’ reservation prices as well as their transfer price estimates; however, the 

results showed significantly less impact of market prices if they are resulting in an ‘unfair’ 

distribution of divisional profits. 

Therefore, the mere presence of external markets may not be a universally appropriate 

means to resolve transfer pricing problems. Consider the following: the accounting 

department provides data about a reference point that significantly deviates from the 

market price. Then, the estimation problem by bargaining-maximizing managers 

becomes more severe. In this case, organizations should consider whether such a 

negotiated transfer price policy is reasonable as it could be quite costly (Luft and Libby, 

1997).  

 

Among others, Chang et al. (2008) revealed that division managers´ self-serving bias is 

exacerbated by loss frames and that a loss frame increased the expectation gap of 

transfer prices among buyers and sellers in an organization. This gap results in the 

different positions of buyers and sellers. A buyer aims to minimize prices while a seller 

aims to maximize prices. The larger the gap, the more severe the consequence for the 

negotiation process efficiency, resulting in increasing costs for the entire organization. 

This study has vital implications for management accounting research. Having a 

deeper understanding about the differences in expected transfer prices between buyers 

and sellers, and how these parties perceive the negotiation context can help to diminish 

disputes and to save costs of an inefficient negotiation process (Luft and Libby, 1997). 

Moreover, the findings indicate how loss framed information exacerbates the buyer-

seller-expectation-gap and hence, can be a substantial benefit for organizations.  

They note that management accounting systems can either by design or even 

unintentionally impact managers to take in various frames. Chang et al. (2008) name a 

quite intuitive example. Practitioner literature supports customer profitability information 

to enhance negotiation with customers (Kaplan and Cooper, 1998) where negotiators 

can use ‘price menu’-lists with service levels and the attached costs (Kaplan and 

Anderson, 2007). Under these conditions, management accounting information can be 

used to induce gain frames or loss frames. Subsequently, incremental costs increases 

with each service level (e.g. additional costs of $500 for every additional sales visit 

requested by customers) as well as incremental cost savings (saved costs of $500 for 
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every sales visit reduced) can be documented in management accounting reports. 

Chang et al. (2008) suggest inducing a loss frame for the former and a gain frame for the 

latter.  

Moreover, the study´s result indicated the importance of concern-for-others for the 

whole organization. They highlighted that it is essential to communicate a positive 

objective to the negotiation partner. In other words, their findings exhibited that 

managers have lower price expectations if their opponents are perceived to pursue high 

concern-for-others. Then, they accept a less favorable price which is beneficial for the 

negotiation process. 

 

Earnings Management 

Burgstahler and Dichev (1997) found strong empirical evidence that organizations 

actively manage (or ‘manipulate’) decreasing earnings and losses. 8% to 12% of the 

organizations which participated in this study manipulate pre-managed decreasing 

earnings to report increasing earnings. And 30% to 44% of these organizations 

manipulate pre-managed negative earnings to report positive earnings.  

There are practical implications, namely, to know how and why organizations are able 

to ‘pep up’ their earnings´ look. The researchers could detect two components that were 

used, changes in working capital and cash flow from operations as explained in more 

detail in section 4. They further provide possible explanation why firms do so. Firstly, 

firms are not willing to report decreasing earnings and losses in order to save transaction 

costs in terms of stakeholder communication, since managers consider stakeholders’ 

understanding to be heuristic-based and limited. Secondly, they apply prospect theory in 

the context of earnings management which proposes managers´ aversion to both 

relative and absolute losses. 

 

Forecasting 

Durand (2003) tested differences in forecasting abilities of firms. They identified two 

factors influencing bias and errors in forecasting estimates, namely organizational 

illusion of control and organizational attention. While positive forecasting bias increases 

with higher illusion of control (disproportional self-perception), investing more in relevant 

market information is a means to decrease positive forecasting bias. Moreover, higher 

organizational attention improves forecasting accuracy and hence, minimizes the 

magnitude of errors in estimates. 

Firms´ ability to forecast is a distinctive organizational capability (Makadok and Walker, 

2000). Organizations that overinvest because of too optimistic forecasts will have higher 
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overheads and fixed costs, resulting in decreasing overall performance. Organizations 

that underinvest because of too pessimistic forecasts will have problems to match future 

demand, which might result in losing competitiveness (Makadok and Walker, 2000).  

Hence, there is an interaction effect between forecasts and further investments. Both 

optimism and pessimism can lead to paths which are uneconomical for organizations as 

they might face classical overinvestment and underinvestment problems. 

 

Hilary and Hsu (2011) looked at managers´ behavior if they have experienced recent 

past success in forecasting. In particular, they researched short-term dynamics of 

managerial forecasts and put emphasis on managerial overconfidence with regard to 

managers´ ability to proceed this forecasting success. Their findings indicated that 

managers, who were successful in predicting in the last four quarters, became less 

accurate in the subsequent period. Contemporaneously, the divergence between 

managers´ earnings predictions and consensus forecasts prepared by financial analysts 

increased with forecasting overconfidence. The specificity of this study is the treatment 

of overconfidence. Hilary and Hsu (2011) treated overconfidence as dynamic and 

defined this bias as endogenous whereas its intensity is affected by the length of 

success. This endogeneity is intuitive as overconfidence is a result of an individual´s 

behavior. Instead of responding to public signals, managers are disproportionally 

confident in their own estimates. This results in less accurate forecasts for subsequent 

earnings predictions.  

In addition, Hilary and Hsu (2011) examined how managerial overconfidence affects 

managers´ credibility upon investors. They found evidence that investors´ reaction 

decreased to forecasts prepared by overconfident managers. Their findings have a 

strong counterintuitive implication for practitioners. Consider that there are two managers 

with homogeneous skills. Only one of them has experienced success in prediction in the 

recent past. According to the findings of Hilary and Hsu (2011), investors may respond 

stronger to future forecasts of the manager who were historically ‘less accurate’ as he or 

she will not incorporate overconfidence effects in their future predictions. 

 

The study of Sun and Xu (2012) revealed that an organization´s accounting 

conservatism in the last year increases managerial forecast optimism. The findings 

proposed “that managers generally underestimate the implications of historical 

conservatism for current-year earnings in their forecasts, resulting in optimistic earnings 

forecasts” (Sun and Xu, 2012, p. 65). Moreover, they examined how this optimism varies 

with difficulty in accurate predictions, firms´ litigation risk, and managers´ opportunistic 

incentives. The results confirmed that the difficulty in making accurate predictions is the 
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main driver why managers flop to fully consider historical accounting conservatism in 

their predictions. This provides implications to information receivers who should consider 

an organization´s accounting conservatism when evaluating managerial earnings 

forecasts. This can be an aid to identify optimistic behavior of the forecasting parties. 

Finally, they could identify a negative relation between decreasing forecast accuracy and 

increasing conservatism, especially for firms with higher earnings volatility, more general 

forecasts, and longer operating cycles (Sun and Xu, 2012). 

 

Conclusion 

The purpose of this master thesis was to point out the role of cognitive biases in 

management accounting research. After conceptualizing a literature review that provides 

the current stand of empirical literature with regard to cognitive bias effects in 

management accounting theory, I show that these effects cause individuals to make 

decisions and judgements that deviate significantly from rationality. The general belief 

that ‘business people’ normally base their decisions on rational reasoning and objective 

accuracy seems to be contradicted when cognitive biases occur. They stop reflecting or 

challenging their decisions, start to overestimate their personal capabilities and impact, 

become disproportionally optimistic about future concerns, or manipulate outcome in 

favor of themselves. In other words, individuals’ rationality is often limited and self-

interest gets them to stop acting in the interest of others or the entire organization. These 

cognitive bias effects are prevalent in many different fields of management accounting as 

researched during the last two decades and reviewed in this thesis. Moreover, the 

implications for theoretical and practical management accountants must not be 

underestimated as they can be seen as some kind of recommendations and a helpful 

means to attenuate or even wipe out bias effects. 

After reading this master thesis, people should have understood the impact of cognitive 

biases on individual decisions made by humans. Readers might have comprehended the 

underlying roots of these biases and why they arise. Therefore, I consider the results of 

my master thesis to be a contribution to the general understanding of cognitive biases as 

well as their influence on management accounting in particular.  

Nevertheless, this master thesis faces a particular limitation. As I said, to the best of 

my knowledge, I attempted to capture a comprehensive picture of the effects of cognitive 

biases in management accounting literature. However, the limitation is linked to the 

matter of completeness of this picture. Hence, it might be possible that some papers of 

researchers were not considered in this master thesis, even though they would be 

relevant as they examined cognitive biases in management accounting related subjects. 
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The prospects for future research could be to focus on a literature review about the 

influence of cognitive biases on decision makers of other accounting bodies, rather than 

management accounting. Among others, this includes financial accounting, tax 

accounting, and auditing. For example in terms of financial accounting, cognitive biases 

related to annual report narratives are prevalent. Keusch et al. (2012) investigated self-

serving bias in annual report narratives and the impact of economic crises. However, 

recent research has also focused on framing effects on financial accounting information 

(Tian and Zhou, 2015). With regard to auditing, Messier Jr. et al. (2014) examined 

status-quo bias effects on accounting standard types. In conclusion, if these issues were 

examined and then combined with the results of this master thesis, a holistic overall 

picture of cognitive bias effects on accounting in general can be captured that 

strengthens the understanding about the influence of psychological distortions on 

decision-making processes. 
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Appendix 

 

Abstract 

This master thesis examines the role of cognitive biases in management accounting 

decision-making and derives implications from the current level of empirical research. 

Cognitive biases are defined as systematic patterns of deviations from rational behavior 

and standards which cause people to make inaccurate judgements and bad decisions 

(Haselton et al., 2005). Through a literature review, I show that cognitive biases are 

prevalent in different subjects of managerial accounting. To the best of my knowledge, I 

found that biases affect decision makers of the following areas: management control 

systems, managerial performance evaluations, cost allocation systems, transfer price 

negotiations, earnings management policies, and forecasting. Many of these cognitive 

biases are manifested in robust psychological theories as prospect theory and cognitive 

dissonance theory. Therefore, empirical research finds support to derive strong 

implications for researchers and practitioners as discussed in this master thesis. 

 

 

Zusammenfassung 

Diese Masterarbeit untersucht die Bedeutung von systematischen Fehlentscheidungen 

(cognitive biases) im Bereich Management Accounting und leitet auf Basis des 

derzeitigen Standes der empirischen Literatur wichtige Auswirkungen ab. Dieses 

systematisch fehlerhafte Verhalten tritt durch Abweichungen vom rationalen Denken 

sowie gegebenen Normen auf, welches Menschen zu verzerrten Urteilen und 

suboptimalen Entscheidungen verleitet (Haselton et al., 2005). Im Zuge eines 

Literaturüberblicks zeige ich, dass diese ‘Biases‘ in verschiedenen Management 

Accounting-Gebieten allgegenwärtig sind. Dabei handelt es sich im Detail um folgende 

Bereiche: interne Kontrollsysteme, Leistungsbeurteilung von Managern, Systeme zur 

Kostenverrechnung, Verhandlungen über Transferpreise, Ertragsmanagement und 

Accounting-Prognosen. Viele dieser ‘Biases‘ entspringen gewichtigen Theorien aus dem 

Gebiet der Psychologie wie etwa der Prospect Theory (im Deutschen die Neue 

Erwartungstheorie) und der Theorie der Kognitiven Dissonanz. Dadurch lassen sich 

wichtige Management-relevante Auswirkungen vom derzeitigen Stand der Empirie 

ableiten, welche im Laufe dieser Masterarbeit eingehend diskutiert werden. 

 


