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ABSTRACT

This study focused on a sample of managerstherhotel industry in the U.S. The
objective of the study was to examine the propensitydate slack through the interaction of
budgetary participation, information asymmetry, and budgetamyhasis. The results of the
study indicated there was a link between participation adddiary slack dependent on
information asymmetry and budget emphasis. The results sutpgeé budgetary slack was
lowest when information asymmetry, participation, and budggthasis were high, and that
budgetary slack was highest when the predictors were low.

KEY WORDS: budgetary slack; budgetary participation; information asgtrynbudget
emphasis; agency theory

INTRODUCTION

Merchant (1985a) and Horngren (2002) explained that budgetary séscne of the
primary unsolved issues in the budgetary control provégisamson (1964) stated that
managers try to control the budget process by introducing siactheir budgets. Schiff &

Lewin (1968) examined sales budgets and discovered thasafgade can easily influence
sales objectives. Also, Lowe & Shaw (1968) reported thlasdorecasting was a means for the
creation of budgetary slack.

According to Onsi (1973), 80 percent of managers indicatedhéna bargained for slack
in their budgets. Onsi also stated that there wassilplity that operating budgets were likely to
have slack in them. The amount of slack varies owex and between companies, but Schiff &
Lewin (1970) explained that slack might account for as nasc?0-25 percent of a division’s
budgeted operating expenses.

Merchant (1985a, p. 201) defined slack as “thessx@kthe amount budgeted in an area
over that which was necessary.” Lukka (1988, p. 282) stas¢cthudget with slack was one in
which the “figure had been intentionally made easiexctueve in relation to the forecast.”
Therefore, slack is comprised of an underestimatior\w@nues and/or an overstatement of costs.
This would indicate some anticipation on the part of sdibates on the level of these revenues or
costs. This type of anticipation was suggested in the tlefirof slack utilized by Young (1985).
Young indicated that slack was the amount by which subatel understate their resource
ability when given the possibility to determine work stadddyy which their performance could
be examined. Waller (1988) described slack as the excessoafrces over and above those
needed to finish an assignment. Dunk (1993) referred to satleatated amount in the budget
to make goals easier to accomplish.

Prior research on budgetary slack showediaaagers had motives to operate in a slack
environment. The research on budgetary slack considebsitlyet as a manifestation of its
environment and, therefore, assumes that managers wvilhasudgeting process to bargain for
slack budgets (Schiff & Lewin, 1970). According to Schiff & Lewil970), managers will
create slack in budgets through a process of understaegues and overstating costs. The
objective of this study was to examine the relationshipvéen budgetary slack, budgetary
participation, budgetary emphasis, and information asymynrethe hospitality industry.



LITERATURE REVIEW AND THEORETICAL DEVELOPMENT

Agency theory was used to explain the nature of budgeterk 81 the hotel industry.
Agency theory explains how best to organize relationshipgich one party (the principal)
determines the work that another party (the agent) under(gksenhardt, 1989). The theory
states that under conditions of incomplete informatiech @ncertainty, which characterize most
business settings, two agency problems arose: adverseosedew moral hazard. Adverse
selection is the condition under which the principanma ascertain if the agent accurately
represents his or her ability to do the job for whiclohehe is paid. Moral hazard is the
condition under which the principal cannot be sure ifatpent has put forth maximum effort
(Eisenhardt, 1989).

Agency theory had been used to explain slack behavioe inutigetary process. Agency
theory focuses on how to design an incentive contcatitat the total gains are maximized,
relative to: information asymmetry between principal agdnt, pursuit of self-interest by the
agent, and environmental uncertainty affecting the owganirthe agent’s decisions (Choudhury,
1985). Slack can occur when managers participate iexaess consumption of perquisites” or in
a “tendency to shrink.” Slack was the possible “shrinkinghavior of an agent (Baiman, 1982).

Agency theory supports the four major variables used srsthidy. The dependent variable
was budgetary slack. The interactions of the independeiatbles (budgetary participation,
budgetary emphasis and information asymmetry) were evdlt@téheir impact on budgetary
slack.

Budgetary Slack

Companies use budgets for planning and controlling their opesafi herefore, budgets are
an important tool for management in forecasting the éutdia business (Onsi, 1973). There are
two main reasons for inaccuracy in a budget. One reasuold Wwe by error, the other by design
(Young, 1985). This study was concerned with budgetary shdukh was one of the causes of
budgetary inaccuracy due to design. Cyert & March (1964) defirgahizational slack as the
difference between the resources available to thedmdithe resources necessary to maintain
the organization. Onsi (1973) stated that budgetary slacksespigeeither the amount of
additional resources managers purposely construct iruttgeh or the amount by which they
wittingly understate productive capability. Schiff & Lewt970) indicated that, through the
process of understating revenues and overstating castagers can create budgets with slack.

It was generally assumed that budgetary slack was detaihterorganizations, but it also
had been beneficial in certain instances. Schiff & InefB68) discovered that management can
and does create slack to achieve attainable budgets andite Espurces for furthering their
personal goals and desires. Schiff and Lewin also stiaé¢dlack creation was universal with
managers in companies that were profitable or nontphidi, stable or growing. They implied
that it served management’s self-interest to hawek stecluded in the budget.

Budgetary Participation
Agency theory had been used to explain budgetary partiaipdtiagee (1980) explained

that the anticipated payoff to principals (superiors) wareased with access to information held
by agents (subordinates) before preparing the budget. Bgipating in the budget preparation



process, the agent gives the principals an opportunagdess information which allows agents
to communicate or reveal some of their private infoimnethat may be incorporated into the
standards or budgets, against which their performance wo@ddheated (Magee, 1980;
Baiman, 1982; Baiman & Evans, 1983). However, agents ntaeweal all their private
information, which could lead to budgets with slack incoapea (Christensen, 1982; Pope,
1984; Merchant, 1985b; Young, 1985). Therefore, the participatiagemts in the budgetary
process may give principals access to private informaéind information asymmetry may give
rise to an increase in slack due to participation irbtiggetary process.

A major concern of researchers in this study wasth®atise of the participative budgetary
could result in the creation of slack into budgets (A&tEEppen, 1985). Budgetary participation
was the means by which subordinate managers influence @tal share in the decision making
process with their superiors on matters that affest tareas of responsibility (Milani, 1975;
Brownell, 1982a, 1982b). The effects of participation have blee subject of considerable
research with respect to job satisfaction, motivatferformance, job attitudes and many other
criterion variables (Brownell, 1981; Brownell & McInnd€86; Chow, Cooper, & Waller, 1988;
Leung & Dunk, 1992). While these studies on participation fquogitive individual and/or
organizational results, the conclusion with respectutigbtary slack was not positive.

Brownell & Mclnnes (1986) explained that subordinate manageaysattempt to negotiate
a budget’s slack if they have an expectation gained &aner participation in the budget setting,
and that formal rewards were linked to budget achievemenpartitipative budgetary settings,
managers will aspire to control performance measuategriated in their budgets to achieve what
they perceive as attainable budgets, the outcome of wigcd bargain budgets comprised of
varying amounts of slack (Schiff & Lewin, 1968).

Lowe & Shaw (1968) stated that managers built slack irio budgets as a means of
protecting their personal interests, and that it wasnalt economic behavior for them to do so.
Schiff & Lewin (1970) proposed that if subordinates perctiesr compensation as being
dependent upon budget achievement, they might aim to lzekeis their budgets. Schiff &
Lewin (1968, 1970) argued that budgets were the primary perfoenamsessment criterion
employed in business organizations, and since subordirfedasparticipate in their formation,
the budget negotiation process may then act as a vetraleahipulating slack.

Budget Emphasis

Since managers were pressured to achieve their budgetsdtbeee is a likelihood that
they would create budgetary slack (Merchant, 1985a). Thésyre, applied from supervisors,
was budget emphasis (Hofstede, 1968). When the achieveméntigeted goals were
emphasized, the normal tendency was to incorporatie isiacthe firm’'s budgets (Lowe &
Shaw, 1968).

The main reason for subordinate managers’ effortsitd slack in their budgets was to
increase their payoff chances. If subordinate manggeceived their rewards as dependent on
budget attainment, they would tend to build slack into thedglets through the participation
process (Lowe & Shaw, 1968; Schiff & Lewin, 1968, 1970; Waller, 1988refore, budget
emphasis in performance evaluation may encourage budgéeky(Baiman & Lewis, 1989).

Information Asymmetry



Agency theory shows that information asymmetry mayimely change the extent to
which participation leads to slack in budgets. Informasisymmetry arises when subordinates
(agents) possess information that affects the degsimeess between subordinates and superiors
(principals) (Baiman & Evans, 1983; Penno, 1984; Coughlankén&it, 1985). Magee (1980)
mentioned that the budgetary process could be improverthdipals were aware of local
information held by subordinates before the budgets mae. Baiman (1982), Chow, et al.
(1988), Blanchard & Chow (1983), and Waller (1988) stipulatedinrsime organizations,
subordinates have had more access to accurate infonngatiine factors influencing
performance measurement than their superiors did. BaSntarans (1983) suggested that in
firms in which subordinates had such information, pgiton based management control
systems allowed subordinates to reveal or communmatate information, which was then
incorporated into the standards or budgets against whichpgréarmance was evaluated.

Both Christensen (1982) and Baiman & Lewis (1989) stgg¢hat subordinates were
likely to negotiate slack in their budgets if budget emphasisinformation asymmetry were
high. However, Penno (1984) and Waller (1988) mentionedfthatiget emphasis was high
and information asymmetry was low, then subordinat@sldvhave the desire to develop slack,
but would not be in a position to secure it in their buddgets subordinates to have the incentive
to build slack in their budgets, there must be high ppdiion in the budget-setting process
(Lukka, 1988). If participation is low, the chances for sdbwmte managers to build slack into
their budgets significantly diminish, regardless oflthe| of information asymmetry and budget
emphasis present. Therefore, prior research inditdaaefigh (low) participation with high
(low) information asymmetry and high (low) budget emphasiuld likely produce high (low)
budgetary slack. Based on the information presentedoftbeving hypothesis was stated:

H: There is a positive interaction between budgetarygyzation, budget emphasis and
information asymmetry that could influeboelgetary slack.

RESEARCH METHOD

In this section, the framework for the study of thatiehship among the variables is
established. The measures for the variables used cam@fi@mmstudies. To test the hypothesis
stated above, the mathematical model presented beleswseal:

Y=lp+ b X1+ bpXo+ 3 Xs+ X1 Xz + b5 X1 X3+ s Xo X3+ by X1 X2 Xzt e
where:
Y = budgetary slack;
X1 = budgetary participation;
X2 = information asymmetry;
X3 = budget emphasis;
X1 X2 = two way interaction of budgetary participation anainfation asymmetry;
X1 X3 = two way interaction of budgetary participation and buegephasis;
X2 X3 = two way interaction of information asymmetry and budgraphasis;
X1 X2 X3 = three way interaction of budgetary participation andrmgation asymmetry and
budget emphasis;
by = the population’s y-intercept;



b, through b = are the slopes of the population regression line; and,
€ = error term, or residual.

M easurement of Variables

The tendency to create slack variable was measure by usgig (1973) 4-item 7-point
Likert-scaled instrument, which concentrates on thersliate’s desires to create slack. This
instrument was used by the majority of studies on budgstaci utilizing questionnaires. For
example, several researchers (i.e, Merchant, 1985aj,N89#4; Nouri & Parker, 1996; Lali,
Dunk, & Smith, 1996) reported satisfactory Cronbach alphisssts (i.e, .7, .75, .75, and .74,
respectively) when using it. Onsi (1973) did not report Crohladpha statistics.

Budgetary participation was assessed using Milani’'s (1975§-itgooint Likert-type
scale instrument. The importance of budgetary participat@smeasure from (1) extremely
unimportant to (7) extremely important. This instrument lbeein examined and used many
times by management accounting researchers (Brownell, 1982, Bi@8#ell & Hirst, 1986;
Chenhall & Brownell, 1988; Frucot & Shearon, 1991; BrowneDé&nk, 1991; Harrison, 1992;
Dunk, 1993; Lau, et al., 1995; Nouri & Parker, 1996). These stab@sed that this instrument
had repeatedly produced high internal consistency as mddsuthe Cronbach alpha statistic.
Support for using this type of instrument in measuring budgptaticipation was also found in
other studies (Hofstede,1968; Brownell, 1982; O’Connor, 1995).

Budget emphasis was measured using a modified version of Hd[®s\A872) instrument.
Hopwood'’s instrument consists of 8-items, all measurea &point Likert-scale. The
instrument was used in this research because it wassextly used to measure managers’
evaluative styles (Otley, 1978; Brownell, 1982, 1985; Brow&etlirst, 1986, Brownell &
Dunk, 1991; Harrison, 1992; Dunk, 1993, Lau & Buckland, 2000, 2001). Fputipeses of this
study, only the item “Meeting the budget” was used as auneaf budget emphasis (Hopwood,
1972, p.160). However, Harrison (1992) modified Hopwood'’s itemeting the budget” to “My
ability to meet budgeted targets in the short run.” Tldesor this instrument was (1) not
important to (7) very important. This study used Harrisomslifications to measure budget
emphasis because it was deemed to be a more appropadare for hotels.

Information asymmetry was evaluated using Dunk’s (1993) instturid@e instrument
was constructed in a manner that supported the measurentemdafons in which the superiors
have more information than their subordinates. Fanmgite, the scale of the first item was
supported by (1) “My superior has much better informatioml’ @) “I have much better
information.” Therefore, an answer of (I) on thislscghows that the superior was more
knowledgeable than the subordinate was, while an answ&) sfiows the subordinate was more
knowledgeable than the superior was. Therefore, suboedirdgsire to create slack was
associated with the amount of knowledge that they psasdeasglative to that of their superiors.

Sample Selection

A sample of 100 hotels was selected randomly from therfsan Hotel and Lodging
Association (AHLA) listing. Hotels selected from thengple had a minimum of 350 rooms. It
was expected that hotels with 350 rooms and above wouldlikelgthave departmental
managers for Accounting, Rooms, and Food & Beverage.detr & the 100 hotels selected, a



guestionnaire with a cover letter and reply-paid self-adddesavelope was mailed to each of
the three departmental managers.

RESULTS

Two follow-up letters with questionnaires were mailedtoytromote a higher response
rate. This follow-up also verified that the targeted aggans had responded to the questionnaire
themselves. The total number of responses received wabr@/responses were not used
because they were incomplete. This resulted in 88 ugabiionnaires, a 29 percent response
rate. Responses to mail questionnaires are generallyapdaa return of less than 40 percent
common (Kerlinger, 1986). Therefore, the expected respatseanged from 20 to 40 percent
(Shields and Young, 1993). The respondents’ mean age was 37thearaverage length of
experience was 14 years, and they held their curreniquesdn average for 3.8 years.
Descriptive statistics for the measures are preserahe 1. The Cronbach alpha values
obtained indicate high internal consistency (Allen & Y£879). Consistent with Nunnally
(1978), Cronbach alpha coefficients of 0.50 to 0.60 are aaduledor exploratory research.

Tablel
Descriptive Statistics: Dependent and Independent Variables

Theoreticahctual Cronbach
Variable Mean S.D. Range Range Alpha
Budgetary slack 13.812 4.786 4-28 4-26 0.7352
Budgetary participation 30.981 6.936 6-42 6-42 876Q.
Information asymmetry 31.762 5.703 24-42 24-42 0.7756
Budget emphasis 5.683 1.142 1-7 2-7 N/A

The regression model was used to analyze thdaitahe three-way interaction. The
regression analysis used an alpha level of 0.05. Thisi@stent with conventional guidelines in
accounting research (Kerlinger, 1986). Tests were conductetstwe that the inherent
assumptions of the selected regression models used atisfeed. The normal probability plots
of the residuals of the regression models indicatedileatormality assumption was satisfied.
The plots of the residuals against the corresponding {itesdiicted) values indicated that the
assumptions of the homogeneity of variance of resicaraishe appropriateness of the linear
models were not breached.

It was predicted that budgetary slack would be affectedéthtlee-way interaction of the
independent variables. The three-way interaction wagsepted by the term X1 X, X3. Table
2 shows the results of the interaction indicating thavas significant (value = -.033; p < .005)
and negatively related to the propensity to create sldwkoverall model explains 31 percent
(R?) of the variation in budgetary slack (p = 0.001). There neaiiterpretation made pertaining
to the results for significance tests of the maie@# and the two-way interaction terms because
the variables were not measured on ratio scales (Boath 1978).



Table?2
Regression of Slack on Participation, Information Asymmetry, and Budget Emphasis

Parameter
Variable Coefficient Estimate S.D. t-statistics p-values

Intercept ob 190.610 87.521 2.271 0.010
Budgetary participation (X ) -5.293 2.673 -2.76 0.032
Information asymmetry (X B -6.035 2.691 -2.36 0.006
Budget emphasis (X P -29.210 15.110 -2.14 0.011
X1 X Xz sb 0.791 0.561 2.89 0.020
Xo X Xz 6 b 0.914 0.485 2.63 0.005
X1 X X2 X X3 7 b -0.033 0.016 -2.57 0.005

Note: R°=0.31; n = 87; E 5.12; p = 0.001.

Southwood (1978) illustrated that the coefficients ofm&dfects and lower-order
interaction terms together with their t-statistiasrevarbitrary if ratio scales were not utilized.
Southwood explained that by transforming the origins efmleasurement of the predictors, their
partial regression coefficients can be adjusted saliegtequal zero. Therefore, no decisive
origin can be given to non ratio-scaled data.

In Table 2, bwas significant and negative, indicating that slack lwaswhen
participation, information asymmetry, and budget emphvasis high. The result was opposite of
the expectation proposed in the literature reviewpdstive connection between budgetary slack,
participation, budget emphasis, and information asymmeéhig finding was further examined
through the use a three-way interaction of slack sdz@®sd on participation, information
asymmetry, and budget emphasis. Table 3, which showsdae, standard deviation, and sample
size for budgetary slack in each category, indicatésthek was lowest when all the independent
variables were high, and highest when all the predigters low. The data shown in Table 3 was
used to draw the three-way interactions shown in Figjuiighese two graphs suggest that slack
was lowest when information asymmetry, participateond budget emphasis were high, and that
slack was highest when the predictors were low. The g@pbshow that slack was higher
when budget emphasis was low.

Table3
Three-Way Interaction Showing M ean Scores for Budgetary Slack

High Participation Low Parpation
Mean (S.D.) Me&.)
High budget emphasis:
Low information 13.3 (4.101 13.3 (3.522)
asymmetry (n=13) (n=13)



High information 11£2336) 15.9 (5.437)

asymmetry (a8 (n=11)
Low budget emphasis:

Low information 13.9 (4.823 17.2 (6.567)

asymmetry (S)= (n=28)

High information 17.0621) 16.1 (5.110)

asymmetry (n=6) (n=9)

Note: S.D. = standard deviation

Figurel
Three-way Interaction Between Budget Emphasis, Participation and Information
Asymmetry Affecting Slack.
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B. Low Information Asymmetry
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CONCLUSION

Although the results of the study indicatest¢hwas a link between participation and
budgetary slack dependent on information asymmetry and budgétsis, it was opposite
(negative) to the expectation suggested by the literaguiew. The results indicate that
coefficient iy of the three-way interaction was significant (vedu€.033; p<0.005) and
negatively related to the propensity to create slack.,Tihd&l not support the hypothesis stated.
However, the lack of support for the hypothesis does notedig the theory and model used in
this study.

The results have important theoretical andtjod implications. From a theoretical
perspective, they provided a plausible explanation for budgsiaek. The theory indicates a
link between participation and budgetary slack across twablas: superiors’ budget emphasis
in their assessment of subordinate performanceshanektent of information asymmetry
between superiors and subordinates. Therefore, whenipation, budget emphasis, and
information asymmetry are high (low), slack will be higdw). Support was obtained for low
(high) when the predictors were high (low).

From a practical aspect, the model and results obtasne important implications for the
budget preparation process in the hotel industry. Thédtseslidate the usefulness of
participative budgeting, and offer little support for thecsgietion that high participation could
influence an increase in slack when the other twoigtiead are high. In spite of the fact that
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participation could encourage subordinates to incorporatk st their budgets, the results
suggest that participation alone may not be sufficieim. findings indicate that slack reduction
results from participation, except when the budget esiphs low.

Any attempt to generalize the results to other dependeables or functional areas and
sectors beyond the hotel industry should be viewed withiaza As with most research studies,
this study has a number of limitations. The sampleéHisrstudy was based on departmental
heads of functional areas in hotels. The generaligabf the findings of this study is restricted
to similar levels of management and types of organakarther research at lower levels of
management (for instance, at a supervisory level), nedg glifferent results.

Notwithstanding these limitations, this study tested dehand theory to explain the
propensity to create slack by subordinates, an impaatahtomplex area of management
accounting research. The integration of the reseasidece on participation, information
asymmetry and budgetary emphasis with the area of budgddakycreation broadens the
understanding of the conditions under which slack creatand likely be prevalent.
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