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Abstract

This thesis investigates a range of operational reasons to budget, their relation to the
fixed budget and rolling forecast forms, and their relationships with selected
organisational characteristics. Notwithstanding repeated practitioner and academic
criticisms of budgeting, budgets appear to be used by most organisations. Why do
organisations continue to budget, if budgets are repeatedly criticised? Prior research
has suggested that most budget research, and budget criticisms relate to a budget’s
use for performance evaluation. Following Hansen and Van der Stede (2004), this
thesis argues that the disconnect between the high use, and low perceived usefulness
of budgeting in practice may be explained by considering the impact of other non-
evaluation operational reasons to budget used in practice. This rationale is
investigated through three inter-related studies, using a combination of quantitative
cross-sectional survey and qualitative case data.

The first study investigates the importance of ten operational reasons to budget, for
the fixed budget and rolling forecast forms. Findings show that organisations
conduct budgeting for a range of reasons, and that non-evaluation operational
reasons to budget such as “control costs”, “coordinate resources” and “board of
director monitoring” are more important than the “staff evaluation” reason to budget
most often studied in existing research. The first study also found that this range of
operational reasons to budget were important for both fixed budgets and rolling

forecasts.

The second study investigates relationships between the importance of four of the
ten operational reasons to budget (coordinate resources, formulate action plans, staff
evaluation and business unit evaluation), and three major organisational
characteristics (strategy, autonomy and uncertainty) for both budget forms. The four
operational reasons to budget were an elaboration of the two broader operational
reasons to budget (operational planning and performance evaluation) proposed by
Hansen and Van der Stede (2004). Findings show that contingency relationships
between the four operational reasons to budget and organisational characteristics are
often different to that found in or implied by prior research. Also, in many
instances, relationships for the two detailed reasons to budget within each of Hansen
and Van der Stede’s (2004) broader reasons and organisational characteristics were
different. This supports the need to consider more detailed operational reasons to
budget in future budget research.

The final study investigates an organisational setting where a dominant non-
evaluation reason to budget had a different contingency relationship to that found in
existing budget research. Existing research has argued that in low uncertainty
conditions, organisations with a high level of budget emphasis require high budget
participation (Lau, et al. 1995). The case organisation operates in low uncertainty
conditions, and has high budget emphasis. However, it attained significantly
increased budget benefits when it changed from high to low levels of budget
participation. The main reason for this difference is that prior research has



conceptualised and measured budget emphasis predominantly from the perspective
of a budget’s use for staff evaluation. However, the case organisation primarily uses
budgets for resource coordination. [ts pattern of budget emphasis is more complex,
being low for staff evaluation but high for resource coordination. The case
emphasises the need for budget research to consider a range of operational reasons
to budget other than staff evaluation, in order to understand the nature of the
contingency relationships between organisational characteristics and established
budgetary variables such as budget emphasis and participation. Different
operational reasons to budget appear to impact the nature of these contingency
relationships, and therefore, should be acknowledged in budget research.

Overall, this thesis confirms that a range of operational reasons to budget are
regarded as important by organisations, and that reasons such as “coordinating
resources” and “formulating action plans” are often more important than staff
evaluation, the dominant reason considered in extant budgeting studies. This may
impact the nature of contingent relationships found in existing research.

X1



1 Introduction

1.1 Objective and motivation

The objective of this thesis is to investigate the range of operational reasons to
budget regarded as important by organisations, their relation to different budget

forms, and their linkages to organisational characteristics.

Budgeting is one of the most prevalent management accounting techniques used
in organisational practice. Consistently, research has shown the proportion of
organisations using budgets to be above 90% (Ekholm and Wallin, 2000), and in
some cases as high as 97% (Umapathy, 1987). However, budgeting is
increasingly viewed with scepticism by practitioners (Hansen, et al. 2003;
Jensen, 2003). A report by Neely, et al. (2001) released by Accenture
consultants identified significant problems caused by budgeting in organisations.
The research community has also supported this focus, evidenced by academic
research in Europe (Wallander, 1999; Jensen, 2003) and North America
(Hansen, et al. 2003; Hope and Fraser, 2003) that discuss the implications of

budget criticisms for organisations.

The fact that budgeting is used by most organisations, but is also significantly
criticised by practitioners appears contradictory. Why is a management
accounting technique that is so strongly criticised, used by most organisations?
First, it may be that budgeting is embedded in organisations but not used

properly (Jensen, 2003). Second, budgeting may be useful on balance but



possess intrinsic technical faults (Wallander, 1999) or behavioural faults (Jensen,
2003; Argyris, 1952) which are difficult to rectify. Third, certain types of
organisational characteristics and budgetary characteristics may lend some
organisations to be better suited to budgeting in comparison to others (Chenhall,
2003). Finally, variations in the reasons for an organisation to budget may
impact the types of benefits, or problems created by budgeting (Hansen, et al.

2003; Hansen and Van der Stede, 2004).

This thesis focuses on the third and fourth rationales to examine the apparent
paradox between budget use (high) and perceived usefulness (low). The third
rationale is chosen because it has been widely investigated in academic research,
and therefore provides a foundation for establishing further research through this
thesis. There has been much budget research that has adopted a contingency
perspective, as reviewed in Chenhall (2003). However, this stream of research

has been argued to have inconsistent findings.

One of the reasons proposed for this inconsistency is a lack of consideration of
the fourth rationale, which is an acknowledgement that the relationships between
organisational characteristics, budget importance and perceived budget
usefulness may vary across different reasons to budget (Hansen and Van der

Stede, 2004).

In a recent budgeting study sponsored by the Consortium for Advanced
Manufacturing International (CAM-I) practitioner group (Hansen, et al. 2003),

practitioners in Europe and North America differed in their approaches on



tackling fundamental problems in the traditional budgeting process. The first
approach (ABB — Activity Based Budgeting) recommends that we should
improve budgeting by focussing on the planning function of budgeting and adopt
an activity focused approach, while the second approach (BB — Beyond
Budgeting) argues that budgeting should be abandoned altogether, due to
perceived irreconcilable issues associated with the use of budgets for
performance evaluation. This thesis investigates the extent to which
organisations may attempt to do both — consider reasons to budget other than
performance evaluation such as operational planning, without abandoning the
budget due to the deficiencies associated with its use for performance evaluation.
While prior studies have anecdotally considered different motivations for
budgeting in organisations (Barrett and Fraser, 1977), systematic empirical
investigations of multiple reasons to budget has not been conducted in extant

research, with the exception of Hansen and Van der Stede (2004).

Most contingency studies in budgeting use antecedent, intervening and
moderating variables to consider the relationships between budgets and
dependent/outcome variables (Luft and Shields, 2003). Depending on the nature
of antecedent, intervening and moderating variables, different budget outcomes
result. However, relationships between these variables are not clear in existing
budget research (Chenhall, 2003). Though patterns are found across some
studies, anomalies remain (Chenhall, 2003). This may be partially explained by
the nature of the modelling of relationships across budget studies in management
accounting research (Luft and Shields, 2003; Shields and Shields, 1998). It may

also be explained by the fact that, in existing research, the full range of



organisational reasons to budget has not been mapped, and gaps remain in our
understanding of the parameters defining budget use in organisations (Hansen

and Van der Stede, 2004; Hansen, et al. 2003).

Following from the above, the “reason to budget” framework developed by
Hansen and Van der Stede (2004) attempted to observe a wider set of reasons for
budgeting which include, but are not limited to, performance evaluation.
Building upon Chenhall (2003) and Hansen, et al. (2003), Hansen and Van der
Stede (2004) argued that a reason for inconsistent and often contradictory
findings in existing budget research is due to its focus on a budget’s use for
performance evaluation reasons only. In their exploratory study, Hansen and
Van der Stede (2004) highlighted that organisations with reasons to budget other
than evaluation, for example operational planning, may show different and
sometimes opposite relationships to organisational and budgetary characteristics,

than when evaluation is assumed to be the dominant reason to budget.

Hansen and Van der Stede (2004) argued that their list of two strategic
(communication of goals and strategy formation) and two operational
(operational planning and performance evaluation) reasons to budget should be
researched further in order to establish a more complete typology of reasons to
budget. This thesis attempts to achieve this, by providing more detailed
categories of reasons to budget within the two operational reasons to budget

proposed by Hansen and Van der Stede (2004).



The thesis focuses on the operational reasons to budget framework, as existing
contingency research has focused on performance evaluation, one of the two
operational reasons identified by Hansen and Van der Stede (2004). Operational
budgeting practice has also been researched more extensively than strategic
budgeting in organisations, as evidenced by much of the budgeting literature’s
focus on job related tension (Argyris, 1952; Hopwood, 1972; Otley, 1978),
Reliance on Accounting Performance Measures (RAPM) (Hartmann, 2000) and
participative budgeting (Shields and Shields, 1998) research areas. Therefore,
focusing on operational reasons to budget provides a more established
foundation to develop research on reasons to budget, than the strategic reasons to

budget.

Also, to investigate all four of Hansen and Van der Stede (2004)’s reasons to
budget is beyond the scope of this thesis. Hansen and Van der Stede (2004)
argued that “each reason to budget may be the subject of many studies in their
own right”(p.436), alluding that even a sequence of related articles in this area
are better directed at examining a limited set of reasons to budget as opposed to
considering all the possibilities of strategic and operational reasons. The
expanded set of operational reasons to budget put forth in this thesis will be
investigated and analysed over a series of three related empirical studies

(chapters 3, 4 and 5).



1.2 Thesis core constructs

1.2.1 Reasons to budget

In this thesis, three core constructs are studied. The first, is the reasons to
budget construct as explained above, incorporating ten operational reasons to
budget. The ten operational reasons to budget were developed from those in
existing research and through discussions with industry practitioners in pilot
work conducted for this thesis. These ten operational reasons to budget are

investigated in the first of three studies conducted in the thesis'.

In the second study, the two operational reasons to budget suggested by Hansen
and Van der Stede (performance evaluation and operational planning) are
expanded to four more detailed operational reasons to budget sourced from the
ten operational reasons to budget used in the first study. Two of the four relate
to the operational planning reason to budget proposed by Hansen and Van der
Stede (2004). They are resource coordination and formulation of action plans.
The other two relate to performance evaluation, the second operational reason
proposed by Hansen and Van der Stede (2004). They are staff evaluation and

business unit evaluation.

1.2.2 Budget forms

The second core construct is budget forms. In organisations to date, two

predominant budget forms have been proposed to exist. The first is the fixed

' The focus on alternative operational reasons to budget does not consider the various alternative
symbolic expressions which may be associated with budgeting, caused by informal interactions
(Arwidi and Samuelson, 1993) and different linguistic mechanisms in the budget process
(Samuelson, 1986). While such symbolic expressions may be relevant to budget use in practice,
their consideration is outside the scope of this thesis.



budget. It is usually constructed annually and has been widely assumed to be the
form of budgeting used by organisations in academic research, beginning with
Argyris (1952). The second is the rolling budget or forecast, a newer budgeting
phenomena that has not been investigated in budget research (Haka and
Krishnan (2005) being the exception). Rolling budgets or forecasts are mainly

discussed in anecdotal, case based practitioner publications.

A rolling budget or forecast is a continuously updating forecasting method (Haka
and Krishnan, 2005) conducted over fixed, short term periods. This enables an
organisation to regularly budget ahead for a set term, For example, an
organisation may prepare a rolling budget or forecast 18 months into the future,

by updating (rolling over) each month.

When used independently to a fixed budget and regarded as the main driver for
the planning and control functions of organisations (usually requiring the
abandonment of the fixed budget form), such budgets are termed rolling budgets
(Leone, 2003). However, when used in tandem with fixed budgets, and
supporting the fixed budget as an additional resource of information for planning

and control in organisations, the same budgets are termed rolling forecasts.

As fixed budget use is very high in organisations (Ekholm and Wallin, 2000) and
the rolling form is a recent innovation (Barrett, 2003), most organisations are
expected to use rolling forecasts rather than have moved over to full rolling

budgets. Due to the exploratory nature of this thesis, and as its focus is primarily



on reasons to budget, the broader concept of rolling forecast is used as a contrast

to the more traditional budgeting form of fixed budgets.

1.2.3 Organisational characteristics

The final core construct is organisational characteristics. Organisational
characteristics represent the antecedent conditions which effect how operations
are conducted in an organisation. Specifically, three major organisational
characteristics are considered in this thesis; uncertainty, organisational strategy
and task autonomy. Uncertainty and organisational strategy are selected as they
have been commonly examined in existing budget research, and their
relationship to the importance of conducting budgets has been widely
acknowledged in existing research (Govindarajan and Gupta, 1985; Brownell
and Hirst, 1986; Brownell and Dunk, 1991). Task autonomy is selected to
compare how tightly organisations use budgets to monitor and control individual
behaviour (Lau, et al. 1995), and relates to the notion of organisation structure.
When an organisation provides greater task autonomy to staff, how will the
importance of budgets be affected? On the one hand, greater autonomy may lead
to less budget importance, as greater autonomy implies lower staff control, and
the use of budget to monitor or evaluate staff will be less. However,
organisations may also use budgets as broad boundary setting devices for staff,
who are given greater autonomy. The plausibility for both rationales will be

investigated, in relation to different reasons to budget.

By sequentially investigating the interaction between the reasons to budget,

budget forms and organisational characteristics constructs through three research



papers, this thesis attempts to increase understanding of the use of budgeting in

organisations. This is graphically depicted in Figure 1.1.

Figure 1.1: Thesis core constructs

Organisational
characteristics
Strategy

Environmental Uncertainty

Autonomy

CH.4 (SURVEY),

Reasons to budget
1. Operational planning

e Coordinate resources

o Formulate action plans
2. Performance evaluation

e Staff evaluation

e Business unit evaluation

CH.5 (CASE)

A

CHAPTER 3 (SURVEY)

\ 4

Budget forms
Fixed Budget
Rolling forecast

1.3 Research framework and questions

The starting point for this thesis, is the investigation of the assertion by Hansen

and Van der Stede (2004) that performance evaluation has been the main reason

to budget, considered in existing research. To examine this, a chronological

overview of research discussing operational reasons to budget is presented,

beginning with Argyris (1952). The aim of this review is to support the validity

of the argument that performance evaluation has been and remains the primary

reason to budget considered in existing research, and that reservations regarding

budgeting are largely related to its use for performance evaluation (Hansen, et al.

2003). In conducting this review, the relationships between budget use and




different organisational characteristics will be noted. Also, the discussion of
fixed budgets and rolling forecast forms will be acknowledged, and the
implications of using these budget forms will be considered. Overall, this
review indicates support for the assertion by Hansen and Van der Stede (2004).
The performance evaluation reason to budget was by far the predominant reason
considered in existing research. Given literature support for this proposition, the
first empirical study investigates two of the three core constructs used in this

thesis.

The first study has three objectives. Objective 1 investigates the relative
importance of different operational reasons to budget in organisations. This is
important, as the predominant focus on performance evaluation in existing
research is acceptable, if it is also observed in practice to be the dominant reason
to budget. If organisations generally regard the performance evaluation reason
to budget as more important than the non-evaluation reasons to budget, then non-
evaluation reasons to budget will be less relevant to investigate. Chapter 3
therefore investigates if alternative operational reasons to budget are regarded as
important by Australian organisations. To investigate objective 1, this study
identified 10 operational reasons to budget. The 10 reasons to budget were

identified from prior research and from discussions with practitioners.

The second objective of the first study is to observe the adoption of the fixed
budget and rolling forecast forms, to validate the extent to which they exist in
Australian organisations. Given the abundance of budget criticism, the role of

fixed budgets in organisations requires investigation. Such budgets may no

10



longer be as prevalent as found in past studies (Ekholm and Wallin, 2000;
Umapathy, 1987). In fact, rolling forecasts are argued to be a budget form that
provides decision useful information to organisations (Haka and Krishnan, 2005)
relating to organisational learning, and anecdotal practitioner studies comment
on the growth in their use (Bogiages, 2005). Rolling forecasts are also argued to
be potential substitutes for the traditional fixed budget, leading to speculation
amongst practitioners that greater rolling forecast use in organisations could lead
to a reduction in fixed budget use (Lynn and Madison, 2004). The second
objective of this study, therefore, investigates the relative use of these two

budget forms in organisations.

The third objective of the first study is to investigate the relationship between the
reasons to budget construct and the budget forms construct. As rolling forecasts
may play either a role alongside fixed budgets in organisations, or in part or in
full substitute for them, then rolling forecasts may or may not be based on the
same reasons to budget as fixed budgets. This thesis undertakes a comparison of
the reasons to budget for both budget forms, in order to better understand why

organisations undertake both.

Of the ten reasons to budget considered for the first two objectives, four are
selected to investigate the third objective. The reduction of reasons to budget for
the third objective is necessary in order to allow the first study to build upon
prior research on alternative operational reasons to budget (Hansen and Van der
Stede, 2004). The four reasons to budget (coordinate resources, formulate action

plans, staff evaluation, and business unit evaluation) were considered because of

11



their relation to the “operational planning” or “performance evaluation” reason
to budget categories used by Hansen and Van der Stede (2004). The remaining
six reasons to budget were excluded for two reasons. First, these reasons to
budget did not wholly exist in either one of these categories. For example, the
“cost control” reason to budget scored highly amongst respondents. However,
cost control may relate to both operational planning or performance evaluation.
Thus it did not neatly fit into the structure of analysis being used in this thesis,
and was not considered. The second reason for excluding some of the ten
reasons to budget, is that the importance scores of reasons to budget were lower
than the four reasons to budget selected, which meant their impact on
organisational behaviour was arguably less. For example, the “manage
production capacity” operational reason to budget clearly relates to operational
planning, but it’s importance score was statistically significantly lower than the
“coordinate resources” and “formulate action plans” reasons to budget that were
ultimately selected for the operational planning category used in this thesis. The
exception to this rule, is the “staff evaluation” reason to budget. Though it did
not score highly, it was included as the comparison of performance evaluation

and non-evaluation reasons to budget is a central component of this thesis.

In summary, the three research questions considered in the first study are:

RQ1: What is the importance of different operational reasons to budget to
organisations?

RQ?2: To what extent do fixed budgets and rolling forecasts exist in
organisations, and do they complement or substitute for each other?

RQ3: How do different operational reasons to budget relate to the fixed budgets
and rolling forecasts forms?
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Results from the first study (chapter 3) suggest that operational planning reasons
to budget are regarded as being more important than performance evaluation
reasons. This is observed for both fixed budgets and rolling forecasts.
Performance evaluation, the predominant reason for budgeting that is assumed in
existing budget research (Hansen, et al. 2003; Hansen and Van der Stede, 2004),
is not regarded to be the most important reason by Australian organisations, for
both rolling forecasts and fixed budget forms. Also, the vast majority of
organisations (97%) continue to use a fixed annual budget, and most of these
organisations (65%) use a rolling forecast to support their fixed budget. Of the
organisations that use rolling forecasts, more than 95% continue to use a fixed
budget. Therefore, contrary to many practitioner claims, the first study finds that
rolling forecasts are mainly used as supplements to a fixed budget, and not as a
substitute. The first study also finds that if organisations use budgets for
performance evaluation, they are used more for business unit evaluation, than
staff evaluation. This further supports the notion that budget use for staff
evaluation, as identified by Argyris (1952), can be detrimental and organisations
instead should focus on a budget’s use for operational planning, and for
evaluating the performance of business units generally, as opposed to staff

individually.

Upon establishing that a range of alternative reasons to budget are used in
organisations, and that operational planning reasons to budget are regarded as
equally or more important than performance evaluation reasons to budget, the
second paper (chapter 4) considers the relationships between three organisational

characteristics and four operational reasons to budget, for the fixed budget form



and the rolling forecast form. In doing so, this study contributes to research on
alternative reasons to budget in a number of ways. First, the study observes the
relationship between operational reasons to budget in greater detail than that
considered in Hansen and Van der Stede (2004), the only other study that has
explicitly investigated different reasons to budget and their relationship to
organisational characteristics. Secondly, the rolling forecast form is treated
differently in this study, when compared to Hansen and Van der Stede (2004).
In their study, rolling forecasts were classed as a budgetary characteristic,
whereas in this study, rolling forecasts are treated as an alternative form to fixed
budgets, and their relationship to the uncertainty organisational characteristic is
observed. This is conducted, because there are arguments that rolling forecasts
are directly influenced by the nature of organisational characteristics (Haka and
Krishnan), and that they are a viable alternative to fixed budgets. This requires
the study of rolling forecasts separately to fixed budgets, and not only as a
budgetary characteristic within a broader budgeting system, as was conducted by

Hansen and Van der Stede (2004).

Finally, Hansen and Van der Stede (2004) constructed their study as an
exploratory piece, noting that alternative reasons to budget existed, and that in
some instances, there were differences in the way different reasons to budget
related to organisational and budgetary characteristics. No propositions or
hypotheses were presented. Instead, the notion of different reasons to budget
was put forth by Hansen and Van der Stede (2004), opening an avenue for
further research in this area. Building upon Hansen and Van der Stede (2004),

the second study of this thesis takes a more deductive approach, constructing
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propositions to predict relationships between organisational characteristics and
reasons to budget across both budget forms, and a more detailed list of
operational reasons to budget. For the above three reasons, the second study

attempts to extend the findings of Hansen and Van der Stede (2004).

In summary, the second study investigates the fourth and fifth research questions

of the thesis:

RQ4: How do organisational characteristics relate to different reasons to
budget?

RQS5: How are the relationships between organisational characteristics and
alternative reasons to budget different for fixed budgets and rolling
forecasts?

The results from Chapter 4 find that different reasons to budget do relate to

organisational and budgetary characteristics in different ways, for both fixed

budgets and rolling forecasts. Some relationships found are also counter to that
expected, based on prior research. By considering operational reasons to budget
in more detail, more precise relationships are also found between reasons to
budget and organisational characteristics. In investigating the relationship
between uncertainty and reasons to budget for the rolling forecast form, it was
found that the importance of the reasons for conducting rolling forecasts did not
positively relate to uncertainty, and in some instances, showed an inverse
relation between the level of uncertainty and the importance of conducting
rolling forecasts. This was an unexpected result, as most studies on rolling
forecasts have argued for greater rolling forecast importance and use when

higher uncertainty environments exist (Haka and Krishnan, 2005).
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Chapter 3 and 4 collectively investigated the relationship between the three core
constructs, using a cross-sectional survey approach. The final phase of the thesis
(chapter 5) uses a case setting to consider how the use of operational planning
reasons to budget relates to the environmental uncertainty organisational
characteristic differently, in comparison to the staff evaluation reason to budget,
established in prior research (Lau, et al. 1995). By considering a case study
which shows a budget outcome that is not expected in existing budget research
for fixed budgets, this case study emphasises the importance of studying non-
evaluation reasons to budget, and the need to expand the existing definition of
established budget variables such as budget emphasis, to more completely

capture operational reasons to budget in organisations other than staff evaluation.

The third study (Chapter 5) describes how an organisation operating in a low
uncertainty conditions with a high budget emphasis, reduced its budget
participation, in order to generate improved budget outcomes. Prior budget
research has found that in low uncertainty conditions, high budget emphasis is
associated to high budget participation (Lau, et al. 1995; Brownell and Hirst,

1986).

The cause for this different result is the reason to budget considered, when
defining budget emphasis. Prior research consistently uses the “superior
evaluative style” measure developed by Hopwood (1972) and modified by
Brownell and Hirst (1986) to determine budget emphasis. This measure only
focuses on the use of budgets for staff evaluation, to determine budget emphasis.

However, the case organisation investigated in Chapter 5 predominantly uses
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budgets for resource coordination, an operational planning reason to budget, and
to a lesser extent, for business unit evaluation. The budget emphasis on staff
evaluation is low but high for resource coordination. This difference is argued to

contribute to the different contingency result.

From a staff evaluation perspective, the case setting in Chapter 5 was consistent
with prior budget results. If budget emphasis is viewed from the perspective of
staff evaluation, as has been conducted in prior research, then the case
organisation has a low budget emphasis. Therefore, in the low uncertainty
conditions observed, the low budget emphasis for staff evaluation relates to a
low level of budget participation, which improves performance. However, this
description only partially explains the case. Overall, the organisation does not
have low budget emphasis. It places a high level of budget emphasis on resource
coordination. Furthermore, the reasons for budget participation being low do not
relate to the lack of incentive for staff to participate when there is a low budget
emphasis for staff evaluation (Lau, et al. 1995). It relates to the greater
predictability of budgets, which reduces the need for staff to participate in the
budget process. This rationale is not only related to budget emphasis for staff
evaluation, but broadly to other budget emphasis reasons, such as coordinate

resources.

The case illustrates how budget emphasis in organisations may be high and not
require budget participation from staff, because budgets may be important for
reasons other than staff evaluation, such as resource coordination. This

perspective has not been put forward in existing research, largely because budget

17



emphasis has been defined solely using the staff evaluation reason to budget.
The importance of considering alternative operational reasons to budget such as
coordinating resources was not considered by Lau, et al. (1995), who constructed
their research arguments from a stream of studies that primarily assumes staff
evaluation to be the main reason to budget. When the budget emphasis is for
reasons other than staff evaluation, the relationships change between uncertainty,

budget emphasis and budget participation.

The use of a case study method is deliberate, and chosen for a number of
reasons. First, the few studies that have investigated alternative reasons to
budget have been survey based. In order to provide a greater level of detail and
richness to the debate on how different reasons to budget relate to organisational
characteristics, a case approach is necessary. Second, by providing a more
grounded analysis of how an organisation’s choice of reasons to budget may be
affected by organisational characteristics, unexpected variables outside the scope
of those investigated in the first two studies may be discovered. Finally, the
consideration of relationships between organisational characteristics and
budgetary variables using different research methods in order to observe the

consistency of results strengthens the findings from the thesis.

In summary, the objective of the third empirical study is to highlight how an
organisation which has a reason to budget other than performance evaluation,
yields optimal outcomes that are contrary to that expected in existing research.

Overall, the research question used for this chapter is:
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RQ6: How does a consideration of different reasons to budget alter
observed contingency relationships between environmental
uncertainty, budget participation and budget emphasis?

1.4 Conclusion

In conclusion, the thesis addresses the importance of budgets in organisations by
considering a set of operational reasons to budget for both rolling forecast and
fixed budget forms, across a range of organisational characteristics, using both a
survey and case approach. By doing so, the importance of budgeting may be
seen to exist, in ways that go beyond a budget’s use for performance evaluation.
This should inform the research community about why budgets may continue to
be used and regarded as important in organisations, even though budgeting may

be heavily criticised.

Overall, the thesis is structured as follows. Chapter two provides a broad
literature review which is applicable to all three studies, and focuses on
investigating the assertion that performance evaluation is the main reason to
budget investigated in budgeting research to date. Upon supporting this, chapter
three (first study) examines a list of reasons to budget, and selects four for
further investigation, which relate to the two operational reasons to budget
proposed by Hansen and Van der Stede (2004). The relative importance of these
reasons to budget are also considered, and the operational planning reason to
budget is found to be more important to organisations, than the performance
evaluation reason budget. Also, relationships between reasons to budget and the
two budget forms are surprisingly similar, and rolling forecasts are found to be

supplements to the fixed budget, as opposed to substitutes.
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Chapter four (second study) then considers the reasons to budget and budget
form constructs with the organisational characteristics construct, and finds
different relationships between organisational characteristics and the four
reasons to budget, for both the fixed budget and rolling forecast. Some
relationships reinforce the findings of Hansen and Van der Stede (2004), while
others the shed more light on their findings, largely due to the fact that the two
operational reasons to budget used by Hansen and Van der Stede (2004) were

segregated into four more detailed operational reasons to budget for this study.

Chapter 5 (third study) considers how a non-evaluation reason to budget reveals
additional contingent relationships, in comparison to prior research. Comparing
the results of Lau, et al. (1995) to the case used in chapter five, organisations in
low uncertainty conditions with a high budget emphasis may be aligned to low
budget participation (case study), and not high budget participation (Lau, et al.
1995), in order to maximise organisational outcomes. The reason for this
difference arose from the different reason to budget driving the high budget
emphasis. The findings highlight the importance of considering multiple reasons
to budget in the same case setting, to obtain a better understanding of the impact

of traditional budgetary variables such as budget emphasis.

Finally, chapter six concludes the thesis, bringing together the findings of all
three studies and noting the extent to which the objectives of the thesis are
achieved. The limitations for this thesis are acknowledged, and implications for

future research are provided.
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2 Literature review

2.1 Introduction

To establish a framework that investigates the research questions outlined in
Chapter 1, this chapter conducts a general review of how reasons to budget have
been studied in existing research. As explained in chapter 1, there are three
constructs examined in this thesis. The main construct investigated in this thesis is
operational reasons to budget, which considers why organisations budget. These
reasons to budget will be examined across the tfixed budget and rolling forecast
forms, and compared to different firm characteristics which affect these budget
forms. While the first two constructs will be reviewed directly, the third construct
will only be discussed in aggregate. More specific relationships between firm
characteristics and reasons to budget for both budget forms will be examined in
the specific literature review sections of the three articles comprising this thesis

representing Chapters 3, 4 and 5.

While many budgeting articles discuss technical processes for budgeting and
budget benefits within different contexts, this review of budgeting research is
limited to articles that discuss reasons to budget, and their links to the two budget
forms. The majority of the budget research cited in this study will relate to the
fixed budget form, but later in the chapter, more recent research which focuses on

the rolling forecast form will be discussed.

A chronological approach is taken to explain the development of the reasons to

budget research, as this is perceived to be the most logical method for explaining
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how new schools of thought, or research focus, changed over time, and built upon
previous perspectives. The chronological categories in this chapter also overlap

from section to section, as changes in research focus tend to occur over time, and
therefore different articles in the same period may cause a period to be relevant to

both categories.

2.2 1950°s — 1960’s: Negative budget effects on employee
job tension

The seminal work of Argyris (1952) is generally considered to be the starting point
of budgeting research (Hartmann, 2000). As explained in Shields and Shields
(1998):
“Argyris (1952), the first of many empirical studies published...(it)
investigated organisational and behavioural effects of participative

budgeting on subordinate managers” p. 49

Argyris (1952) acknowledged and criticised the adverse impact of budgets on
employee job tension. Argyris (1952) investigated the human effects of budgets,
and very explicitly perceived budgets to be a source of tension and stress for
employees. Though he acknowledged that budgets were a “necessary pressure
device... for constantly increasing efficiency”, he argued that employees may
perceive tension from the pressure placed by budgets. Though budgets can affect
human behaviour positively, Argyris (1952) argued that this effect may not result,
proposing that budgets often have the reverse effect on efficiency, as pressure
exerted on employees by budgets generates forces which increase job related

tension, and in the long run decrease efficiency.
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The research of Argyris (1952) was widely accepted, and followed by sporadic
research in the 1950°s and early 1960’s that investigated a similar theme. Wagner
(1954) acknowledged the work of Argyris in broadly discussing sources of stress
to management in social organisational interactions. Ridgway (1956) specifically
investigated the sub-optimal effects of performance measurements on
organisations, which directly followed from the works of Argyris. Kahn, et al.
(1964) observed the impact of role conflict and ambiguity on stress, and cited the
role of accounting measures in positively impacting stress. All these articles
shared a common theme, which was a focus on the impact of budgeting on

individual job tension, leading to sub-optimal budget and organisational outcomes.

Budgeting research in the 1950’s and early 1960’s, therefore, largely focused on
the impact of budgets on people. While the possibility of employees managing
this stress through data manipulation was proposed, it was not empirically
researched to the extent of the former question “how do budgets affect people?”.
Budgets were primarily seen to be an unnecessary source of pressure on
employees, who would often capitulate under this stress and not perform to

expectation.

From the perspective of the three constructs used in this thesis, performance
evaluation of staff appeared to be the only investigated reason to budget. Non-
evaluation reasons to budget such as operational planning were not studied. Also,

the main budget form referred in Argyris (1952) and subsequent studies of that era
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was the fixed budget, conducted annually. Finally, the role of firm characteristics

in affecting budgets was yet to be incorporated into the study of reasons to budget.

2.31960’s - 1970’s: Negative employee responses to
managing budget tension

Following from the 1950°s and early 1960’s, research in the 1960’s and 1970’s
went beyond the Argyris (1952) arguments. By now, research had progressed to
empirically consider how employees (in return) managed the pressures placed on
them by budgets. This emphasised a new dimension of budget criticism,
behavioural displacement. Hofstede (1968) conceptualised budget systems in
organisations as a game, and investigated the plausibility of managers managing
budgetary pressure/tension as explained by Argyris (1952), by managing budget
targets. Hofstede (1968) also argued that managers may manipulate accounting
numbers during a period to reach budget targets, irrespective of whether budget
targets are opportunistically set prior to period commencement. Dearden (1960)
similarly argued for the possibility of accounting data manipulation by employees
to ease tension caused by budgets on managers. Thus, budgeting research had
taken the next step; from investigating how budgets affect people, to now

investigating how people affected budgets.

Thus, the disadvantages relating to budgets were not only tension induced
employee inefficiency as discussed in section 2.2, but incorrect reporting of actual
accounting numbers and the manipulation of budget targets in order to manage the
job related tension. The nature of advance of the budgeting literatures from the

1950’s to the 1960’s & 1970’s is perhaps best evidenced by the Schiff and Lewin
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(1970) research piece, titled “The impact of people on budgets™ — a direct and
obvious reversal of Argyris (1952)’s text on budgeting, titled “The impact of

budgets on people”.

It is also interesting to note, that with the exception of the above budgeting
research, the volume of budgeting research in accounting was sparse but

progressively growing, from the 1950’s to the 1970’s.

Again, and as highlighted previously, the focus of this body of budget research
was primarily on performance evaluation. Budgets were generally perceived to
impact organisations negatively, as it adversely affected employee tension, which
caused employees to manage this tension by engaging in undesirable behaviours.
In the 1970’s, Revsine (1970) argued that budget pressure decreased the
dimensions of leadership behaviour, restricting the ability of managers to make

decisions effectively and independently.

Hopwood (1972), similar to Argyris (1953), but incorporating the elements of data
manipulation as discussed by Dearden (1960) and Hofstede (1968), argued that
budgets would negatively impact staff due to increased job tension, and that staff
would manipulate budgets to manage this tension and further reduce the utility of

budgets.

Overall, this era of research continued to focus on the performance evaluation

reason to budget, though in more detail. The predominant budget form considered

was still fixed budgets, and the study of firm characteristics and its relevance to
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the use of budgets was growing in research, especially after Hopwood (1972) and

Otley (1978), as discussed below.

2.3.1 1970’s: Hopwood (1972)/Otley (1978) opposing findings

Hopwood (1972) argued that accounting measurements are inevitably imperfect
and that there is a need to flexibly use budget performance measures whilst
recognising its shortcomings. Hopwood (1972) argued that in high budget
emphasis environments, sub-optimal organisational outcomes result from budget
use. This line of theorisation was very consistent with prior budgeting studies, and
in line with the Argyris (1952) perspective. As described in Hartmann (2000),
Hopwood (1972)’s critique of budgeting was universal — whatever the context,

high budget emphasis would have negative effects on an organisation.

Otley (1978) disagreed with Hopwood (1972). This was a significant research
piece as in almost 30 years of budgeting research, Otley (1978) was the first to
argue and nor find negative effects for budgeting, from an employee evaluation
perspective. Otley (1978) was a replication of Hopwood (1972) but found
contrary results. The use of budgets for evaluation did not lead to high budget or
job related tension, nor reduce job ambiguity and most significantly, Otley (1978)
found a positive relationship between budget emphasis and managerial
performance. As explained in Hartmann (2000), Otley’s findings “falsified”
Hopwood (1972)’s results. These contrasting findings of Otley and Hopwood
provided impetus for future research to theorise rationales for the differences in
findings between these studies. The growth in the study of firm characteristics

relating to budgets grew significantly after Otley (1978), as researchers sought for
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rational explanations to the differences in findings of these two authors (Brownell

and Hirst 1986).

Therefore, the contingency rationale was by far the most popular solution
proposed in future research (Subramaniam and Mia, 2003; Ross, 1995). Budgets
were argued to be more, or less relevant, depending on the nature of certain firm
characteristics. This is clearly observed by a stream of research existing in two
related but distinct management accounting research areas - participative
budgeting (Brownell and Hirst 1986), and reliance on accounting performance
measures (RAPM) literatures (reviewed in Hartmann 2000). A brief discussion of

these two literatures is provided below.

2.3.1.1 1970’s — present: Participative Budgeting

Participative budgeting research first arose, to stimulate theoretical discussion on
how firms prepare budgets (eg. Hofstede, 1968; Bruns & Waterhouse, 1975;
Milani, 1975), and engage in the budgetary process (as explained in Hartmann
2000). In addition, and post Otley (1978), another theoretical motivation was
provided for research in this area. As discussed in Brownell and Hirst (1986),
participative budgeting research attempted to explain the opposing findings of
Otley (1978) and Hopwood (1972), regarding budget effects for performance
evaluation. This origin is similarly proposed by Hartmann (2000). It was argued
that the competing findings of these papers could be explained by investigating the
separate organisational and environmental contexts where the theoretically
opposing findings may be applicable. Participative budgeting theorists, therefore,
attempted to provide a contingency based solution to the apparent contradiction in

findings of Hopwood (1972) and Otley (1978).
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For example, Merchant (1981) showed that larger, more decentralised firms will
find budgets useful for performance evaluation, if middle and lower level
managers are allowed to participate in the budget setting process. Brownell (1985)
similarly provided evidence indicating differential effects of budgets, dependent
upon budgetary participation and the level environmental complexity.

While the focus on reasons to budget remained on performance evaluation, studies
were beginning to acknowledge and understand contexts where budget tension
effects on employees could be managed, increased or reduced (as opposed to
universally criticising budgets, a common theme uniting budget research in the

1950’s and 1960’s).

Covaleski and Dirsmith (1983) argued that in organisations where centralised
control was not feasible, budgets should be negotiated with middle level managers
as opposed to being authoritatively enforced, for maximum budgetary outcomes
and achievement of organisational objectives. This was necessary, as
organisations with low centralisation usually require middle level managers to
exercise autonomy and judgement, and as such these managers possess the best
source of knowledge for predicting future organisational operations, and should be
consulted in the budget preparation process. An example of theoretical
development in this stream of research, is evidenced by Brownell and Hirst (1986)
directly using the conflicting findings of Hopwood (1972) and Otley (1978) to
motivate a study that explains the moderating effect of task uncertainty on
budgetary participation. The authors argued that the findings of Merchant (1981)

with respect to budget participation reducing job related tension in high budget
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emphasis organisations, only applied when task uncertainty was low, and not high.
Brownell and Dunk (1991) also reinforced the findings of Brownell and Hirst
(1986), by contributing further independent variables to explain the apparent
contradiction in findings between Hopwood and Otley. Therefore, in this way, the
participative budgeting research stream attempted to refine our understanding of
organisational contexts that possess greater or less relevance for budget emphasis,
by emphasising the extent to which staff participation occurred in the budgeting

process.

A major review of participative budgeting research by Shields and Shields (1998)
identifies almost 50 papers, which concentrate on a variety of organisational
antecedents, moderating and intervening variables, and dependent variables used
in this stream of research. Participative budgeting research focuses on how budget
are prepared, and considers organisational factors that may accentuate or inhibit
the performance of organisational or budget outcomes. For example, Mia (1988)
argued that participation in budgets would only work in instances where
managerial attitude and motivation to work was high, and greater participation was
accorded to managers experiencing greater job difficulty (Mia 1989). This
identified further impediments to budget relevance. Overall, the impact of the
participative budgeting literatures in understanding budget difficulties is best
summarised by Shields and Shields (1998), who explain that using economic,
psychological and sociological theoretical arguments, the participative budgeting
literatures have provided varied explanations for the relevance of budgeting for

performance outcomes. This is also acknowledged in Covaleski, et al. (2003).
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It is also noted that the principle of decentralisation underpins participative
budgeting (Shields and Shields, 1998). The assigning of decision rights to lower
and middle level managerial decision making in budget setting requires superiors
to assign decision rights (in this case budget participation and setting) to these
managers. Hence, and to a large extent, decentralisation of organisational

responsibility is required to ensure budget participation occurs effectively.

Two perspectives to participative budgeting research need to be acknowledged.
First, this research stream focuses on the operational reasons to budget, as opposed
to the different strategic purposes for organisations’ budgeting, which makes it
especially relevant to this thesis. Second, much of this research stream assumes a
link between budgeting and the performance evaluation reason to budget. More
specifically, the focus of budgets on evaluation also appears to focus on staff, and
less on business units. Dependent variables such as staff satisfaction, attitude, job
related tension, motivation/incentives, were related to a firm’s inclination to use
budgets for staff evaluation. Also the focus of this research appears to be on the
fixed budget form, with no established academic research on the rolling forecast.
However, firm characteristics and their links to the importance or benefits from the

evaluation reason to budget were heavily investigated.

2.3.1.2 1970’s — present: Reliance on Accounting Performance Measures
(RAPM)

The RAPM literature studies both the antecedents and consequences of managerial
evaluative style in using accounting data (Otley and Fakiolas, 2000), and sources
directly from the research of Hopwood (1972) and Otley (1978) (Hartmann and

Moers, 1999; Otley and Fakiolas, 2000). The RAPM definition used in this study
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sources from Hartmann (2000) which was originally adopted from Harrisson
(1993); RAPM being “the extent to which superiors rely on, and emphasize those
performance criteria which are quantified in accounting and financial terms, and
which are pre-specified as budget targets” (p.451). This definition supports a link

between the performance evaluation reason to budget and RAPM.

Similar to the participative budgeting research stream, the findings of RAPM
studies assist in the understanding the contingent usefulness of budgeting practice,
when the evaluation of employees is primarily enforced through accounting
performance measures set as budget targets (Harrison 1993). Contexts where
accounting measures are less relevant, therefore, proxy for low budget relevance.
Not surprisingly, RAPM studies are similar to the participative budgeting
literature, in that RAPM motivations originate from the same source, and as a
result, find very similar contexts for budget relevance. This research also
motivates itself from the polar findings of Hopwood (1972) and Otley (1978) — as
discussed in Hartmann (2000)’s review of RAPM. In fact, many management
accounting research papers are simultaneously categorised as being within the

RAPM and participative budgeting literatures (Otley and Pollanen, 2000).

With the exception of sporadic research to the contrary (e.g. Ezzamel, 1990),
RAPM finds that the relevance of accounting performance measures and budget
emphasis is greatest in low task uncertainty (Hirst, 1983; Ross, 1995; Imoisili,
1989; Lau, et al. 1995; Abernathy and Brownell, 1997) and low environmental
uncertainty contexts (Hirst, 1983; Govindarajan, 1984; Brownell, 1981; Merchant,

1990; Ross, 1995). There is also strong support in this literature, for the effects of



RAPM on slack creation and data manipulation as a response to organisational use

of performance measures (Onsi, 1973; as described in Hartmann 2000).

Overall, the RAPM literature investigates contexts where the use of accounting
performance measures is not beneficial in evaluating employees.

Within RAPM, employee accountability represents the main source of behavioural
displacement (Jensen, 2003). The consequences of behavioural displacement are
budgetary slack prior to period commencement (Wallander, 1999), the
manipulation of accounting numbers during a period (Jensen, 2003), and the
adverse impact on management policies resulting from incorrect numbers, post
period end (Hansen, et al. 2003). As identified from the above discussion, the
source of behavioural displacement also stems from perceived job tension
(Argyris, 1952; Hopwood, 1972), which arises from the accountability placed on
individuals being evaluated. Therefore, pressure induced by budgets causes job
related tension, and to curb this tension, individuals either manage budget
accounting performance measures, or manage actual accounting data to attain
budget accounting performance measures. Of course, and anecdotally, it may be
noted that tension relating to budgets does not have to relate to the evaluation of
managerial performance. Managers, in attempting to secure optimum resource
allocations for their business units from superiors, may also manipulate forecasted
accounting data (Hansen, et al. 2003). However, the incentive to manipulate is
strongest when employee evaluation is related to budget targets, relative to when it

is not (Argyris, 1952).
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As already established, when observing the effectiveness of performance
measures, the RAPM research stream mainly focuses on the use of performance
measures on individuals (generally managers), as opposed to business units. This
is a result of the RAPM research stream originating from Argyris (1952), that
focused on the impact of budgets on the evaluation of individuals (as explained in
Hartmann, 2000), and subsequently directed by the differential findings of
Hopwood (1972) and Otley (1978), that observed the impact of budgets on job
related tension and performance (human behavioural focus). The resulting
research stream is therefore very specific, in its treatment of dependent variables.
These predominantly relate to the focus on budgets for performance evaluation of
staff (Lau, et al. 1995; Ross, 1995; Harrison, 1993; Aranya, 1990; Merchant, 1990;
Hirst and Yetton, 1999; Brownell, 1982; Kenis, 1979), as opposed to a more

general evaluation of business units.

2.4 1990’s - present: new budget forms

As operations became more globally focused and competition increased,
practitioners began to question the utility of the fixed budget and searched for
alternative budget forms (Jensen, 2003; Hope and Fraser, 2003). The rolling
forecast significantly grew in use as a result of this search (Neely, et al. 2001; as

per Hansen, et al. 2003).

A rolling forecast (also termed a rolling budget) is a continuously updating budget
form. For example. it may report for five quarters (15 months) beginning from the
first day of the first quarter, with adjustments made quarterly to “reflect the current
market realities faced by the company” (Haka and Krishnan, 2005, p.3). This

process continues indefinitely, and is updated every quarter. Therefore, at the end
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of the first quarter, the second quarter now becomes the first quarter, and a new
fifth quarter is created, commencing 12 months and ending 15 months from the
first day of the new first quarter (Haka and Krishnan, 2005). This process allows
for firms to view their future over shorter time periods, and also update their
budgets every quarter. Of course, the logic of a rolling forecast or rolling budget
may be applied for any period, not only quarters. For example, firms may

construct 13 monthly rolling forecasts, with budgets updated every month.

As explained in Chapter 1, the concept of a rolling forecast is used in this thesis, as
the most inclusive conception of a form of budgeting that is an alternative to the
fixed budget form. Consistent with Leone (2003), a rolling “budget” (as opposed
to a rolling forecast) is the most complete form of this alternative approach to
budgeting, requiring organisations to regularly update their numbers over shorter
periods than an annual budget. This requires the complete abandonment of fixed
budgets, and the dominant use of rolling budgets for planning and control in
organisations. In this thesis, however, a less restrictive conception is used. If an
organisation adopts a rolling planning philosophy as part of its budget system,
even with the use of a fixed budget, it is classed as using a rolling forecast. As this
form of use may not be as sophisticated as that described by Leone (2003), it is

termed a rolling “forecast” organisation, and not a rolling “budget” organisation.

With the exception of Leone (2003), no prior studies emphasise the difference in
definitions between the rolling budget and rolling forecast terms, and tend to use
them interchangeably (Haka and Krishnan, 2005; Hansen and Van der Stede,

2004). Given the high fixed budget use in organisations (Ekholm and Wallin,
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2000; Umapathy, 1987), and the relatively recent adoption of the “rolling”
concept, it is assumed that prior research discussing the rolling form refers to the

less constrained definition that is rolling forecasts.

Most publications on rolling forecasts are practitioner focused. Only a few
academic research articles consider the use of rolling forecasts. Hansen, et al.
(2003) discussed the challenges perceived by organisations in making the fixed
budget work in organisations, and acknowledged the adoption of rolling forecasts
as a possible way of managing some of the challenges posed by the fixed budget.
Hansen and Van der Stede (2004) considered the rolling forecast, but treated it as
one of many intervening budget characteristics, to a firm’s fixed budget in their
research model. Therefore, firms in Hansen and Van der Stede (2004) were
assumed to be using a rolling forecast, without specific identification of the role of
a rolling forecast. That is, whether it was in support of an existing fixed budget, or
whether it was run independently of a fixed budget. Furthermore, Hansen and Van
der Stede (2004) were predominantly concerned with the existence of a rolling
forecast, as opposed to the extent to which it was important in organisations.
Hansen, et al. (2003), Jensen (2003), Hope and Fraser (2003) and Ekholm and
Wallin (2000) acknowledge the rolling forecast as a plausible alternative to the
fixed budget, implying that the rolling forecast may possibly substitute, and not
merely complement the fixed budget. Generally, there is a dearth of current
academic research on the rolling forecast. This is not surprising, as rolling
forecasts are a relatively new innovation. At present, Haka and Krishnan (2005) is
the only article which has focused on the utility of rolling forecasts to

organisations.
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Haka and Krishnan (2005) used an experimental setting to examine the
relationship between uncertainty and different budgeting goals. The study adopted
a contingency perspective to rolling forecast utility. If an appropriate match was
found between the level of uncertainty and either of two broadly defined budget
goals (organisational learning and goal commitment), rolling forecasts would
positively impact an organisation. Of course, if a match did not exist, rolling

forecasts would be sub-optimal for organisations.

Haka and Krishnan (2005) argued that rolling forecasts allowed organisations to
engage in organisational learning in the short term, as budget numbers for the
upcoming period would be updated more frequently, in comparison to the
predominantly annual fixed budget setting. Haka and Krishnan (2005) defined the
fixed budget as a “traditional budget”. By updating more frequently, organisations
keep budget numbers more relevant and greater organisational learning is

facilitated.

However, in more frequently updating budget numbers, a manager’s ability to be
committed to one goal or target reduces. This negatively affects a manager’s goal
commitment to an organisation. Therefore, the goal of greater organisational
learning which a rolling forecast provides, needs to be balanced against the risk of
lower goal commitment, due to the continual updating function characterised by
the rolling forecast. By continually updating its rolling forecast, increasing

organisational learning and keeping accounting numbers relevant, upcoming
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targets and goals are in a continuous state of flux. With continual flux, managers

are less certain and less committed towards goals.

Haka and Krishnan (2005) therefore proposed that rolling forecast use would be
dependent on how important organisational learning and goal commitment were to
an organisation. The factor determining the importance of these two goals, was
argued to be uncertainty. In high uncertainty environments, Haka and Krishnan
(2005) proposed that the importance of organisational learning is greater than goal
commitment. Goal commitment would be regarded as less important in an
organisation where the future is difficult to predict. However, as uncertainty
reduces, the relative importance of the two goals reverses. Lower uncertainty
reduces the importance of organisational learning, as lower uncertainty means less
environmental change. If change is less, the need to learn by continually updating
is reduced and less organisational learning is required. Also, lower uncertainty
leads to greater organisational confidence in the relevance of future goals, and so
the importance of goal commitment increases.  As organisational learning is
positively related to rolling forecast use and goal commitment is inversely related,
firms would rather use rolling forecasts in periods of high uncertainty to facilitate
organisational learning, and be less inclined to use rolling forecasts in low
uncertainty environments where learning is not as necessary and goal commitment

is more important.

Using an experimental decision setting and 52 subjects recruited from an MBA

program, Haka and Krishnan (2005) tested the above arguments. In the

experimental decision scenario, subjects were plant managers who were expected
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to estimate demand and make purchasing decisions across high uncertainty and
low uncertainty manipulations, and identify their organisational learning and goal
commitment (dependent variables) during the experiment. A random selection of
the respondents worked with a rolling forecast, while the remainder used a fixed

budget.

Results from Haka and Krishnan (2005) supported their argument that in high
uncertainty environments, subjects using rolling forecasts make better decisions
than subjects using the fixed budget, and the reverse was true for low uncertainty
environments. They also clearly related the reason for this difference to the
greater organisational learning scores for rolling forecast users in the high
uncertainty setting, and greater goal commitment attributable to fixed budgets in

the lower uncertainty setting.

The research of Haka and Krishnan (2005) may be related to the three core
constructs of this thesis. Firstly, the organisational learning budget goal identified
by Haka and Krishnan (2005) may be loosely related to the operational planning
reasons to budget considered in this thesis, as they represent ex-ante attempts to
control organisational behaviour. The goal commitment budget goal may be
related to the performance evaluation reasons to budget, as its focus is on an
organisation’s ability to hold managers accountable to the achievement of goals,
which has an evaluation focus. Secondly, the study investigates both fixed
budgets and rolling forecasts, as in this thesis. Finally, the impact of the
uncertainty firm characteristic on the choice of rolling forecast use, and its fit to

organisational goals is clearly elucidated by Haka and Krishnan (2005). This
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thesis will similarly consider uncertainty as a firm characteristic impacting rolling

forecasts.

An examination of practitioner publications, shows both positive and negative
perceptions regarding the way in which rolling forecasts or rolling budgets are
perceived by firms. While some see it as a substitute to fixed budgets (Lynn and
Madison, 2004; Bittlestone, 2000; Bogiages 2005), existing academic research
finds the use of fixed budgets to be very high in organisations (Ekholm and
Wallin, 2000) therefore implying that rolling forecasts or rolling budgets, if they

exist, don’t necessarily substitute for fixed budgets.

Given that the majority of rolling forecast or rolling budget discussions have been
within practitioner publications, a brief discussion of their impact within
practitioner articles is undertaken. Practitioner research on rolling forecasts or
rolling budgets are more prevalent, but mixed in their perceptions of rolling
forecast or rolling budget use. However, the positive commentaries on rolling
forecasts or rolling budgets significantly outweigh the negative commentaries.
The discussion of a selection of practitioner based rolling forecast or rolling
budgets articles below provides insights into the expected impact of rolling

forecasts in organisations, which will be undertaken in this thesis.

Bittlestone (2000) argues that rolling forecasts allow for better continuous
budgeting based on scenario analysis and encourages the use of historical
performance as the basis for individual performance evaluation and reward.

Gurton (1999) and Kroll (1997) complements Bittlestone (2000) by showing that
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consultants believe rolling forecasts to be highly suited to planning in an
environment where product life cycles are increasingly short and market
conditions change more rapidly, making predictions across annual periods more
difficult. This is primarily due to the fact that rolling forecasts don’t require a
“line-by-line” analysis of budget numbers (Kroll, 1997). Typically, rolling
forecasts focus on key numbers only, without requiring a justification of all
numbers in the budget, leading to a reduction in budget preparation time (Kroll,

1997).

From an operational planning perspective, rolling forecasts are argued to be
superior to fixed budgets. Because fixed budgets cover longer periods, they
experience a significantly longer time span between planning and business reality,
in comparison to rolling forecasts. Therefore quarterly or rolling forecasts make
organisations more responsive to change and more competitive (Gurton, 1999;
Myers, 2001), in the event that market factors change mid-period. Myers (2001)
argues that too often, fixed budgets are less useful as they are out of date too soon
after they are created. This problem is minimised when budgeting more

frequently.

From the perspective of evaluation reasons to budget, the perceived utility of
rolling forecasts is mixed. By requiring employees from different departments to
interact more frequently than if only preparing an annual fixed budget, the rolling
forecast assists managers to stay focused on business goals (Kroll, 1997), making
performance evaluation easier. It is interesting to note this argument, as it is

counter to that put forth by Haka and Krishnan (2005), who proposed that goal
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commitment reduces because of the continual updating function of rolling

forecasts.

Because rolling forecasts are updated more frequently, they usually generate more
accurate budget numbers (Kroll, 1997; Bittlestone, 2000). This also reduces the
incidences of free-riding by staff who achieve annual target well before period’s
end. This is because actual numbers are used to inform budget numbers much

more frequently, meaning staff cannot take “free rides” (Myers, 2001).

Notwithstanding the positive comments in relation to the use of rolling forecasts
for performance evaluation, Gurton (1999) argues that rolling forecasts can have a
negative effect on performance evaluation, as evaluating individuals over shorter
periods provides greater challenges for managers. As argued in Gurton (1999) “it
is fairly straightforward to link salary to budget when it is an annual event, but
once you start running rolling forecasts you need to have a different model for
determining salary; and that can be a big headache...” (p.61). Therefore, while
rolling forecasts appear to assist the planning function of organisations by
introducing scenario analysis and more rapid planning, it requires significant
additional resource commitments from firms, in order to execute. This can be
overly costly, especially when used for performance evaluation. Notwithstanding
this, the link between rolling forecasts and firm profitability has been proposed in
an industry study by Accenture and the Cranfield School of Management (Neely,

et al. 2001).
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Of the three budget constructs used in this thesis, a brief review of rolling forecast
practitioner findings reveals that the rolling forecast form is generally more
beneficial for operational planning reasons to budget, than performance evaluation
reasons to budget. Similar to Haka and Krishnan (2005), practitioners strongly
link the prevalence of a rolling forecast to environments which require greater
responsiveness and change, implying a higher uncertainty environment.

Therefore, uncertainty appears to be the main firm characteristic impacting the

adoption of rolling forecasts.

2.5 2003 — present: alternative Reasons to Budget

An observation of the reasons to budget in research to date shows an
overwhelming focus on the performance evaluation reason to budget. This is
acceptable, if performance evaluation is the only reason to budget considered by

firms. However, research from 2003 has begun to question this assumption.

Hansen, et al. (2003) focused on practice developments in budgeting, and
discussed the Beyond Budgeting (BB) and Activity Based Budgeting (ABB)
approach in firms. While the focus of their study was not specifically on any of
the three core constructs explained in this study, Hansen, et al. (2003) showed that
practitioners were becoming increasingly dissatisfied with the problems associated
with the performance evaluation reason to budget. They argued that firms had
adopted two broad global approaches to respond to their disillusionment with
traditional budgeting. These were the BB and ABB approaches. The BB approach
specifically required firms to halt the use of budgets for performance evaluation,

while the ABB approach required firms to move away from the departmental
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focus inherent in budget setting, to a more activity focused approach to planning.
In discussing the implications of their findings, Hansen, et al. (2003) argued that
there were two fundamental challenges faced by budgeting. First were the human
behavioural difficulties associated to its use for evaluation. Second was the need
to take a more activity based approach in order to maximise the outcomes from the
operational planning component budgeting. Hansen, et al. (2003) also specifically
argued that the rolling forecast form would assist to improve the planning function
of budgeting, and that as uncertainty increased, the challenges associated with
budgeting would become greater. This will cause organisations to focus on their
non-evaluation budget reasons, such as planning, and other budget forms such as

rolling forecasts.

Hansen and Van der Stede (2004) was the first article to explicitly investigate
multiple reasons to budget, and their relationship to firm characteristics. Given the
findings of Hansen, et al. (2003), the need for studies investigating reasons to
budget beyond performance evaluation increased. This is important, because the
theoretical underpinnings of the majority of budget findings in budget research to
date assumes the use of budgets for evaluation, giving less consideration to the
possibility that budgets may be used for future planning, without actually being
used as a performance evaluation device. Therefore, our understanding of
appropriate organisational contexts and firm characteristics that relate to non-
evaluation budget reasons is far less. A detailed review of Hansen and Van der
Stede (2004) will be conducted, in order to explain the findings of this study, and

understand its implications for this thesis.
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Hansen and Van der Stede (2004) was the first study to explicitly investigate the
prevalence of alternative reasons to budget amongst the same sample of firms, and
study their differential relationships to firm and budget characteristics. Explicitly
arguing that existing reasons to budget research overly focused on performance
evaluation, Hansen and Van der Stede (2004) proposed two operational and two

strategic reasons.

The two strategic reasons were “formulation of strategy” and “communication of
goals” and the two operational reasons were “operational planning” and
“performance evaluation”. The two strategic reasons to budget considered the role
of the budget in impacting the overall objectives and goals of the organisation.
These have a medium to longer term orientation. The operational reasons to
budget considered the use of the budget to control the processes of the
organisation, and therefore investigated the role of a budget in influencing the

operating activities of organisations. These have a shorter term orientation.

Hansen and Van der Stede (2004) identified their four reasons to budget via
discussions with practitioners. They state that this list of four reasons to budget
should not be regarded as the complete set of budget reasons, but as simply those

selected based on the perceptions of respondents in their study.

The research model used in this study linked three firm characteristics
(organisation structure, strategy and environmental uncertainty) to the importance
of each of their four reasons to budget. The importance of the four reasons to

budget and a selection of budget characteristics (Budget iterations, Use of rolling
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forecasts, Budget-strategy link, Budget participation, Budget target difficulty,
Budget emphasis) were then related to the benefits from the four reasons to
budget. Finally, the benefits from the four reasons to budget were related to
Budget satisfaction and organisation unit performance. The broad construct of

their model is given in Figure 2.1.

Figure 2.1 Hansen and Van der Stede (2004) model

Budget
Characteristics
Firm > Benefits Budget
characteristics from satisfaction,
Reasons to > Organisation
| Importance » Budget unit
of Reasons performance
to Budget

Given the investigation of such a large and complex model, and the exploratory
nature of their study, the authors adopted a grounded approach to their theory
building. Hansen and Van der Stede (2004) simply observed and noted
differences in the relationships across their research model, for the four reasons to
budget, and did not construct hypotheses or propositions for differences between
different reasons to budget and firm characteristics, budgetary characteristics or

performance.

Their study was conducted using the survey approach, and contained a usable
sample of 57. Respondents to the study were members of the Consortium for

Advanced Manufacturing — International (CAM-I) group, who were also
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responsible for preparing budgets in their respective business units. A two staged
least squares regression method was used, whereby the residuals from the first
regression between firm characteristics and the importance of the four reasons to
budget, were regressed as independent variables with budget characteristics, on the
benefits from the reasons to budget. Also, the importance and benefit scores for
their four reasons to budget used for the regressions were not the raw scores.
Importance scores of the four reasons were regressed against each other, and the
resulting residuals were the values used in the first regression. The same was done
for the benefit scores, with respect to the second regression. The use of residuals
and not raw scores was adopted because Hansen and Van der Stede (2004) wanted
to be certain that the importance and benefit values of each reason to budget was

discrete and unrelated to any other reason to budget.

Hansen and Van der Stede’s (2004) results showed differences across some of the
relationships. The discussion of results from Hansen and Van der Stede (2004) is
limited to a comparison of their two operational reasons to budget, as this thesis
focuses on operational reasons to budget. From the first regression (firm
characteristics and importance of reasons to budget), three differences are
observed. First, the production task type variable, a measure of uncertainty, was
inversely related to the importance of the operational planning reason to budget,
but unrelated to the performance evaluation reason to budget. Resource
traceability, another measure of uncertainty, was positively related to the
importance of the performance evaluation reason to budget, but unrelated to the

operational planning reason to budget. Finally, Competition was inversely related
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to the importance of the performance evaluation reason to budget, but unrelated to

the operational planning reason to budget.

From the second regression (importance of reason to budget, budget characteristics
and benefits of reasons to budget), three differences are observed. First, the use of
rolling forecasts was positively related to the benefits from the operational
planning reason to budget, but negatively related to the importance of the
performance evaluation reason to budget. Second, business unit managerial
participation in target setting was positively related to the benefits from the
performance evaluation reason to budget, but unrelated to the operational planning
reason to budget. Finally, the budget emphasis variable was only positively
related to the benefits from the performance evaluation reason to budget, but

unrelated to the operational planning reason to budget.

Finally, the raw benefit scores from both operational reasons to budget related to
budget satisfaction and organisational unit performance, but when considering
scores weighted by importance, only the performance evaluation reason to budget
shows a significant relationship to organisation unit performance. The weighted
scores of both reasons to budget showed a positive relationship to overall budget
satisfaction. This reveals that the greater the benefits from an operational reason
to budget, the greater the overall budget satisfaction. However, organisational unit
performance may not be positively related to benefits from the operational
planning reason to budget, as evidenced from the no-result when using weighted

SCOres.

47



The implications of Hansen and Van der Stede (2004) for this thesis are
significant. First, the authors identified that different operational reasons to budget
exist, and that they show differential relationships to firm and budgetary
characteristics. Also, and as briefly discussed in the rolling forecast section of this
this chapter, the different reasons to budget differentially relate to the use of the
rolling forecast form. Finally, the importance of the organisation structure,
strategy and uncertainty firm characteristics in considering the importance of
reasons to budget amongst the predominantly fixed period budgeters in the sample
provides direction for this thesis to consider, in developing firm characteristics to

relate to the importance of reasons to budget.

2.6 Conclusion

Overall, the development of studies discussing reasons to budget has been
significant in volume, but narrow in its focus. Studies have predominantly
investigated budgets as they are used for performance evaluation. Overall, the
review reveals that budgeting research almost unanimously (and specifically)
assumed that organisations used budgets for performance evaluation. Also, the
focus of existing research has been on the fixed budget form, and with the
exception of a few articles, the rolling forecast form is not investigated in existing
research. Finally, the uncertainty characteristic appears to be strongly influential
on the existence of rolling forecasts in organisations, and the importance of the
fixed budget is more broadly influenced by organisation structure, strategy and

uncertainty firm characteristics.

While earlier articles were almost unanimously critical of budget practice and their

effect on negative employee behaviour, more recent articles have focused on the
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different organisational contexts necessary to establish budget relevance, as
evidenced from research in the participative budgeting and RAPM research
streams. Though the focus of the majority of research to date has been on how
budgets should be prepared (participative budgeting) and the use of budgets for
performance evaluation (RAPM), (as explained in Hartmann, 2000), a new stream
of budget research is emerging that focuses on other budget forms (Haka and
Krishnan, 2005; Hansen, et al. 2003) and reasons-to-budget beyond performance

evaluation (Hansen and Van der Stede, 2004; Hansen, et al. 2003).

The next three empirical chapters of this thesis attempt to provide a better
understanding of the reason to budget, budget forms and firm characteristics
contructs investigated in this thesis, utilising both a survey (Chapter 3, 4) and case

study (Chapter 5) approach.
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3 Operational budgeting in practice — exploring
alternative reasons to budget and budget
forms

3.1 Introduction

Budgeting is one of the most significant traditional financial management functions.
Due to its widespread adoption (Umapathy, 1987; Ekholm and Wallin, 2000) it has
been extensively investigated in management accounting practitioner and academic
publications. In academic research, budgets have been primarily viewed as a tool for
performance evaluation in organisations (Hansen and Van der Stede, 2004).
However, when used for performance evaluation, budgeting is argued to be
problematic (Argyris, 1952; Hansen, et al. 2003). It is claimed that budgeting plots
employees against each other, reduces staff morale (Hope and Fraser, 2003), and

negatively impacts an organisation’s culture (Jensen, 2003).

Despite these reservations, studies have shown that the annual fixed budget is used by
at least 92% of organisations (Ekholm and Wallin, 2000), and in some instances, as
high as 97% (Umapathy, 1987). Fixed annual budgets are used in most organisations,
irrespective of criticism. In this thesis, it is argued that fixed budgets continue to be
used because budget criticisms mostly relate to a budget’s use for staff evaluation',
while organisations predominantly use budgets for operational planning or business
unit evaluation. The reasons to budget which budget criticism is based on is thus not
strongly related to the reasons to budget that organisations predominantly have

(Hansen and Van der Stede, 2004).

" Discussed in Chapter 2
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Chapter 2 supported the prior literature’s focus on performance evaluation as a
predominant reason to budget. More recent research has called for increasing
investigations into reasons to budget other than performance evaluation (Hansen, et al.
2003; Hansen and Van der Stede, 2004). This chapter investigates two of the three
core constructs identified in Chapter 1. These are the operational reasons to budget in

organisations and two budget forms, the fixed annual budget and the rolling forecast.

The discussion of reasons to budget in this chapter is limited to operational reasons to
budget. By limiting the range of reasons to budget studied, a more detailed
comparison of similarly categorised (operational) reasons to budget is possible. This
1s different to existing research on reasons to budget, which has investigated a broader
range of strategic and operational reasons to budget, in less detail (Hansen and Van

der Stede, 2004).

To date, only one study has explicitly investigated reasons to budget other than
performance evaluation (Hansen and Van der Stede, 2004) and findings from this
study suggest that when using budgets for reasons other than performance evaluation,
the perceived levels of budget importance, budget benefits, and their relationships to
organisation and budgetary characteristics may be different. However, Hansen and
Van der Stede (2004) observed strategic and operational reasons to budget and
adopted a more exploratory research approach without theorising propositions and

expected relationships involving different reasons to budget.
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If most budget research has focused on the performance evaluation operational reason
to budget, and existing research has highlighted the importance of considering
operational planning reasons to budget (Hansen and Van der Stede, 2004; Hansen, et
al. 2003), there is a need to investigate the extent to which these different operational
reasons to budget are regarded as important in organisations, in order to understand
why organisations use budgets. This leads to the first research question.

RQI1: What is the importance of different operational reasons to budget in
organisations?

Budgeting may also be important to organisations because organisations increasingly
use alternative budget forms such as rolling forecasts (Haka and Krishnan, 2005;
Bogiages, 2005; Lynn and Madison, 2004; Barrett, 2003). The second research
question focuses on the use of alternative budget forms to increase the relevance of
operational budgets to organisations. In addition to the traditional annual budget,
studies have commented on the use of shorter period rolling forecasts to improve the
quality of budgeting (Haka and Krishnan, 2005). Rolling forecasts are generally
regarded as an alternative management information system to an annual budget
(Bogiages, 2005), but evidence on their use in organisations is sparse. Given that
research on the existence of fixed budgets has indicated its high use amongst
organisations, the idea that rolling forecasts are substitutes to fixed budgets does not
seem to be as plausible. The extent to which fixed budgets and rolling forecasts are
complements or substitutes needs to be considered. Therefore, the second research
question investigates the extent to which rolling forecasts are used in organisations,
and their relationship to the fixed budget.

RQ2: To what extent do fixed budgets and rolling forecasts exist in
organisations, and do they complement or substitute for each other?
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The final research question investigates how different reasons to budget relate to the
two budget forms. There is a need to understand how various reasons to budget are
related to the use of fixed budgets and rolling forecasts, and to compare their
similarities or differences. While the first two research questions consider reasons to
budget and the two budget forms in isolation, the third research question considers
their inter-relationships. This research question is important, as understanding
similarities or differences in the motivations for using different budget forms helps us
to understand how these budget forms assist in achieving organisational objectives.
The third research question therefore is:

RQ3: How do different operational reasons to budget relate to fixed budgets

and rolling forecasts?

The remainder of this chapter is structured as follows. The next section reviews the
relevant literature and develops several propositions relating to the research questions.
This is followed by the research method and the results section. Finally, a discussion

of conclusions, and suggestions for further research are presented.

3.2 Literature review and proposition development

3.2.1 Alternative reasons to budget

As discussed in Chapter 2, Hansen, et al. (2003) identified planning to be a focus of
the activity based budgeting approach, and a movement away from performance
evaluation to be the focus of the Beyond Budgeting (BB) approach. In both the above
scenarios, operational planning (ABB) and performance evaluation are argued to be
the predominant reasons to budget. Hansen, et al. (2003) discussed the above
concepts, without testing them on a sample or case setting. To this extent, their

research was more normative and descriptive.
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Hansen and Van der Stede (2004) adopted a more empirical approach to analyse a
broad range of strategic and operational reasons to budget. Hansen and Van der Stede
(2004) conducted an exploratory study of two strategic (formulation of strategy and
communication of goals) and two operational (performance evaluation and
operational planning) reasons to budget, and showed that in addition to performance
evaluation, alternative reasons to budget exist and are important uses of budgeting in
organisations. Furthermore, as explained in Chapter 2, their results showed that
different reasons to budget related to organisation and budgetary characteristics
differently. However, Hansen and Van der Stede (2004) did not attempt to theorise
the relative importance of these alternative reasons to budget and hypothesise their
possible relationships to organisation and budgetary characteristics, choosing instead

to adopt a more exploratory approach.

While a large body of budget research has considered the performance evaluation
reason to budget, the existence of budget research focusing on operational planning is
less prevalent. Studies that have focused on the operational planning reason to budget
have not been as critical of human dysfunctional behaviours (Wallander, 1999), as is
the case with the performance evaluation reason to budget. For the operational
planning reason, criticisms arise from a questioning of the utility of the planning
function. For example, it has been argued that the use of budgets for planning when
environments are certain is not necessary, as the future is known. Similarly, the use
of budgets for planning when environments are uncertain is equally unnecessary, as
the future is too unpredictable and sudden shocks in events during a period will result

in budgets being incorrect (Wallander, 1999). However, these arguments do not
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consider that, irrespective of the level of difficulty, senior management may perceive
it as important to have a pre-period financial guide to coordinate resources within
organisations, in order to manage the pool of resources at their disposal. Managers
also need to understand how financial resource availability may constrain their
generation/improvement of future operational activities; that is, to generate/improve
action plans. If action plans are simple to construct as uncertainty is low, then there is
an incentive to conduct operational planning, as management confidence in the
accuracy of the plan is high. If environments are highly uncertain, then an operational
budget which provides some guide on how organisations may use funds is better than
the alternative, which is to have no plan at all, and to react to situations as they occur,

which could be argued to be a less proactive approach to management.

Therefore, the use of budgets for operational planning appears to be potentially
valuable to organisations, though planning can be difficult under certain
circumstances. Using budgets for planning may not be easy to accomplish, but in the
absence of a better alternative for estimating future resource distribution requirements
and identifying alternative courses of action, budgets will continue to be used, and

regarded as important by organisations.

The budget’s use for performance evaluation, however, introduces a different type of
criticism — dysfunctional human behaviour. Criticisms of budgeting arising from its
use for performance evaluation are consistently observed across many budget studies,
beginning with Argyris (1952), Ridgway (1956), Hofstede (1968) and Hopwood
(1972). Hansen, et al. (2003) argue that the majority of European practitioners and

academics believe in the need to significantly alter current budgeting practice simply
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to ensure its survival, largely due to its negative effect on human behaviour. One
possible approach is to reduce the focus of budgets on performance evaluation. When
employees perceive the threat of budget based performance evaluation, they
experience job related tension, and this may lead to employees managing budget
numbers during the budget setting process, or engaging in myopic behaviours during a

financial period.

Other reasons to budget have also been discussed, but not explicitly investigated in
existing research. For example, “control costs” is a description used as a metric in
Hopwood (1972) and later adapted in many budget participation studies (Brownell
and Dunk, 1991; Brownell and Hirst, 1986), but is never isolated as a primary reason
to budget in organisations. Practitioner publications have also alluded to the role of a

budget for forecasting desired selling prices and managing production capacity.

From a reporting perspective, many organisations may need to prepare a budget to
provide periodical forecasts to financial markets and other external stakeholders
(Merchant and Van der Stede, 2003). Management literature has also focused on the
role of management controls in attempting to engender innovative employee
behaviour, and a suitably designed budget may assist this purpose. Finally, a budget
may be regarded as an important financial control used by directors to monitor an

organisation’s progress.

Given the above, the first proposition attempts to support the existence of alternative

reasons to budget. Hansen and Van der Stede (2004) called for more research to

investigate the use of alternative reasons to budget, and prior to establishing
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relationships between operational planning and performance evaluation reasons to
budget, we must first verify the relative importance of operational planning reasons to
budget in organisations. This leads to the first proposition.

P1: A range of operational reasons to budget are regarded as important by

organisations.

The propositions that compare the relative importance of the operational planning and
performance evaluation reasons to budget relate to research question three, and are
discussed later. P1 represents an attempt to answer the first research question. It

investigates the level of importance of the full range of operational reasons to budget

investigated in this chapter.

3.2.2 Alternative budget forms — fixed budgets and rolling forecasts

The second research question in this chapter investigates how rolling forecasts are
used relative to fixed budgets in organisations. In responding to the criticisms of
annual budgets, many practitioners have argued for the increased use of rolling
forecasts to replace or supplement the annual budget, in order to maintain the
usefulness of budgets to organisations (Bogiages, 2005; Lynn and Madison, 2004;
Barrett, 2003). A rolling forecast is a budget which is usually produced monthly or
quarterly, and continually factors in adjustments to reflect the current market realities
faced by companies (Haka and Krishnan, 2005). Existing studies argue that by using
rolling forecasts to forecast more frequently than once per annum, companies are able
to reduce the detrimental effects of uncertainty on budgeting (Haka and Krishnan,
2005). One of the factors driving the selection of a rolling forecast, is the
ineffectiveness of an annual budget to adequately forecast an upcoming period

(Bogiages, 2005; Haka and Krishnan, 2005; Hansen and Van der Stede, 2004).
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Monthly or quarterly rolling forecasts are argued to be used because it is inherently

more difficult to budget over longer periods (Bittlestone, 2000).

The use of rolling forecasts in organisations needs to be supported. Though case
based discussions by practitioners explain how rolling forecasts are used in
organisations (Bittlestone, 2005), very little empirical research has investigated the
prevalence of this form of budgeting. Haka and Krishnan (2005) studied rolling
forecasts, but they did not investigate the nature of interaction between rolling
forecasts and fixed budgets in organisations. Hansen and Van der Stede (2004)
investigated the existence of rolling forecasts in organisations, and found that
approximately 23% of their sample used rolling forecasts, but did not investigate the
type of rolling forecasts in use. This chapter investigates rolling forecasts alongside

fixed budgets, and their possible relationships to alternative reasons to budget.

Though the majority of practitioner studies argue for the use of rolling forecasts,
many argue for rolling forecasts to substitute for fixed budgets (Lynn and Madison,
2004; Bittlestone, 2000; Bogiages, 2005). However, this argument appears contrary
to the reality of high fixed budget adoption in organisations (Ekholm and Wallin,
2000). This chapter argues that it is more plausible that if rolling forecasts exist in
organisations, they would probably complement the fixed budget, and not substitute
for it. The rolling forecast would not cause a fixed budget to become obsolete, but
rather work in tandem with the fixed budget to achieve organisational objectives.
This leads to the second proposition.

P2: Organisations use rolling forecasts as a complement to the fixed budget.
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3.2.3 Budget forms and reasons to budget

The third research question is investigated using propositions 3-6. This research
question attempts to extend the findings of Hansen and Van der Stede (2004), by
investigating differences between the importance of different reasons to budget, for

the fixed budget and for the rolling forecast forms.

A number of different comparisons are made. The relative importance of the
operational planning and performance evaluation reasons to budget will be
investigated, for both fixed period budgets (P3) and rolling forecasts (P4). The use of
budgets for performance evaluation is examined, between fixed period budgets and
rolling forecasts (P5). Finally, a comparison is made between the business unit

evaluation and staff evaluation reasons to budget.

Notwithstanding performance evaluation related criticisms, budgeting continues to be
used by a majority of companies globally (Ekholm and Wallin, 2000; Umapathy,
1987). If budget criticisms largely relate to the use of budgets for performance
evaluation, it is possible that organisations continue to budget for reasons other than
performance evaluation. In this chapter, consistent with Hansen and Van der Stede
(2004), operational planning is adopted as the main alternative operational reason to
budget to performance evaluation. Therefore, if the fixed budget continues to be
regarded as important, then this will probably not be due to its use for performance
evaluation, given the well regarded problems with using budgets for performance
evaluation. Instead, organisations that use fixed budgets would use them more for
operational planning and regard operational planning as a more important reason to

budget.
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However, as explained in Argyris (1952), if the problem of performance evaluation is
caused by the job related tension induced on staff; it is likely that the operational
planning reasons to budget are only more important than the staff evaluation reason to
budget. Business unit evaluation should not display as direct a relationship to
individual accountability as staff evaluation, and as such, will not be subject to the
dysfunctional behavioural effects of performance evaluation as explained in budget
research (Jensen, 2003; Wallander, 1999; Argyris, 1952). Differences between the
importance of the operational planning reasons to budget and business unit evaluation
are not as clearly established, given that the negative performance evaluation effects
on business units is not as well established. This leads to the third proposition.

P3: For fixed budgets, irrespective of rolling forecast use, operational
planning reasons are more important than the staff evaluation reason to
budget

Given the large time interval between budgets under a traditional fixed annual budget,
there is a significant lag between planning and business reality. Therefore, the
adoption of monthly or quarterly rolling forecasts should make organisations more
responsive to change and competitive (Gurton, 1999; Neely, et.al. 2001), in the event
that market factors change mid-period. Myers (2001) argues that too often, traditional
budgets are “‘useless” as they are out of date too soon after they are created. This

problem is minimised when budgeting more frequently.

By providing a set of forecasts that are more up to date and thereby accurate, rolling
forecasts facilitate organisational learning and provide managers with more
confidence in the budget numbers that are used for short term operational planning

(Haka and Krishnan, 2005; Hansen, et al. 2003).
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From a performance evaluation perspective, evidence on the impact of rolling
forecasts is mixed. On the one hand, rolling forecasts may be beneficial. The use of
rolling forecasts can reduce the incidences of free-riding by staff who achieve annual
targets well before period’s end. Staff find it more difficult to take “free rides”
(Myers, 2001) when their annual targets are met well prior to the end of a period, as
under a rolling forecast system, updates to numbers occur monthly or quarterly.
Therefore, budgets will be adjusted prior to period end, reducing the “free rider”
period. From this perspective, rolling forecasts provide more relevant accounting

numbers for performance evaluation.

In contrast, Gurton (1999) argues that rolling forecasts can have a negative effect on
performance evaluation, as evaluating individuals over shorter periods provides much
higher administrative workloads for management, and the performance evaluation

process becomes more cumbersome, consuming more organisational resources.

Therefore, while rolling forecasts appear to assist the planning function of
organisations by introducing more up-to-date planning, they require significant
additional resource commitments in order to effectively execute a performance
evaluation system. Given the above, organisations which use rolling forecasts should
attach greater importance to operational planning reasons, than performance
evaluation reasons.

P4: For rolling forecasts, irrespective of fixed budget use, operational

planning reasons to budget are more important than the performance
evaluation reasons to budget.
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If the use of rolling forecasts for performance evaluation is expected to be low, then
organisations which use budgets for performance evaluation possibly will be more
inclined to use the fixed budget than the rolling forecast. While the use of the annual
fixed budget for performance evaluation can be problematic, organisations which
nevertheless use budgets for performance evaluation will regard the difficulties of
budgeting for performance evaluation using rolling forecasts to be greater than when
using fixed budgets. Constructing a quarterly or monthly performance evaluation
system may be too difficult for organisations to properly execute, as argued by Gurton
(1999). Haka and Krishnan (2005) also argue that organisations which combine their
short term rolling forecast goals with long term budget goals adversely affect the goal
commitment of employees, leading to a decrease in the usefulness of rolling forecasts

when used for performance evaluation.

Based on the above, organisations that evaluate using budgets will be more inclined to
use fixed budgets than rolling forecasts for performance evaluation purposes. This
leads to the fifth proposition.

PS: The performance evaluation reasons to budget will be of greater
importance for fixed budgets than for rolling forecasts, irrespective of the
use of either form of budgeting.

Finally, in considering the use of budgets for performance evaluation, two types of
performance evaluation are observed from existing research; staff evaluation, and
business unit evaluation (Chenhall, 2003; Hartmann, 2000; Langfield-Smith 1997).
However, the different organisational impacts of both of these performance evaluation
types are often not considered in existing budget research. The notion of staff
evaluation was directly proposed by Argyris (1952) in his discussions of the effect of

budgets on creating job related tensions on staff when used for performance
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evaluation. This stream of research, which eventually influenced the participative
budgeting (Shields and Shields, 1998) and Reliance on Accounting Performance
Measures (RAPM) research streams (Hartmann, 2000), focuses strongly on the notion
of the individual being affected from performance evaluation, and their behavioural
responses leading to potentially detrimental outcomes. However, other studies in this
area have focused on business units, identifying these units as being the focus of

performance evaluation (Chenhall, 2003).

The evaluation of business units does not relate as directly to staff within the business
unit. Managers of business units, for example, may not be held personally
accountable for the overall performance of a business unit if circumstances beyond
their control led to the sub-performance of the business unit. However, senior
management would still be interested to know how the business unit fared, when

considering the extent to which organisational goals were reached.

The use of budgets to evaluate staff, therefore, could cause greater job related tension
amongst staff than the evaluation of business units. Consequently, organisations may
be less inclined to use budgets to evaluate staff, in comparison to using budgets to
evaluate business units. This leads to the sixth proposition.

P6: The business unit evaluation reason to budget is more important to
organisations than the staff evaluation reason to budget.



3.3 Research method

3.3.1 Survey approach and sample

To investigate the propositions, a cross-sectional survey (Appendix A) was used to
collect data. The survey method has been used extensively in organisational research
(Dillman, 2000), and in management accounting (Van der Stede, et al. 2005). The
survey method is often used to obtain data from a large number of organisations, and
provides high quality data if constructed properly (Diamond, 2000; as discussed in

Van der Stede, et al. 2005).

The cross-sectional survey was sent to 2,400 respondents randomly selected from the
Certified Practising Accountants (CPA) Australia member database. This database
was used as it was supplied by CPA Australia as part of an industry grant’. The CPA
professional accounting body is one of the two largest accounting bodies in Australia,
and is comprised of approximately 110,000 members around the world, across 92
countries. Given the accounting background of its members, the use of the CPA
Australia member database for studying budgeting was deemed appropriate. The
seniority of accountants is an important requirement, as more senior accounting staff
are more likely to be able to adequately complete questions relating to the conceptual
budgeting issues discussed in this thesis. More senior accountants will also reflect on
budget relationships in relation to the organisation as a whole and a wider range of

staff employed within the organisation. Therefore the responses of senior CPA’s are

? Predictive Business Analysis and Balanced Scorecard grant obtained by a team of researchers (Prabhu
Sivabalan, Teemu Malmi, Zoltan Matolcsy and David Brown) from the University of Technology,
Sydney - School of Accounting in 2002. The grant was to the value of $30,000 and descriptive results
from the study were distributed to CPA Australia members.
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more representative of an organisation’s experience. Also, better quality data provides

greater validity in the testing of propositions.

A sample size of 2,400 members was used as a minimum number of responses of 120
was regarded as being appropriate for statistical testing. By conservatively assuming a
response rate of 5%, the overall mailing sample required is 2,400. This conservative
sample estimation approach was used to ensure a sufficient level of responses for

adequate statistical validity.

A large sample size was also needed, because the grant provided by the CPA
Australia organisation required us to study both operations budgeting and the
balanced scorecard. The balanced scorecard section of the study, especially, was not
expected to have a high adoption rate and therefore a large sample size was required
to ensure a sufficiently large respondents sample for statistical analysis. This was also
true for the rolling forecast section of the survey. Based on Hansen and Van der Stede
(2004) findings, it was expected that approximately one in four organisations may use
a rolling forecast, and therefore a large sample was needed to ensure a reasonable

response for statistical analysis.

The sample selected from the CPA Australia member database was comprised of
members with senior managerial job titles, and employed in medium and large
organisations. The Australian Bureau of Statistics defines a medium and large
organisation as being one which employs 20 or more staff. Again, in adopting a
conservative approach, the 2,400 organisations selected were randomly taken from a

pool of CPA members that worked in organisations with 100 employees or more. This
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was done as some of the members in the CPA database were likely to possess member
information that was not up to date. This precautionary measure attempted to ensure

that responses would not have to be excluded for having less than 20 employees.

3.3.2 Survey questionnaire

Questions from the survey were developed following the Dillman (2000) approach.
Survey questions were adapted from prior research, and the development of key
questions is explained in section 3.3.5. Additionally, extra questions relating to the
characteristics of respondents and their organisations were asked, as adapted from
prior management accounting research (Hansen and Van der Stede, 2004; Hansen, et

al. 2003; Brownell and Hirst, 1986). These comprise the following:

1. Information on respondents
a. Position in organisation
b. Time in employment
2. Information on respondent organisations
a. Organisation size - number of employees
b. Industry classification of organisations based on Global Industry

Classification Standard (GICS)

3.3.3 Survey process

The survey was mailed to respondents over two stages that were two months apart.
The first 1200 surveys were mailed in the first stage and the second 1200 were mailed
in the second stage. Surveys were sent over two stages to ensure that any potential
discrepancies in the mail-out process would not apply to all organisations concerned,

therefore minimising the effect of any potential survey process errors.
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A cover letter (Appendix B) was included with the survey, outlining the purpose of
the research to respondents. As an incentive to complete the survey, potential
respondents were offered a summary report of survey findings. Four weeks after
mailing the surveys, as recommended by Dillman (2000), follow-up postcards
(Appendix C) were mailed to all respondents, reminding them to complete the survey.
Three weeks after the mailing of the postcards, the survey was closed. Postcards were
used as a novel reminder for potential respondents, and an e-mail address was
provided in the postcards to allow respondents to request additional copies of the

surveys in the event they had been misplaced.

3.3.4 Survey responses

In total, 424 respondents returned the survey, representing a raw response rate of
17.7%. To allow a plausible analysis given the sample construction rules and to
maintain consistency in the characteristics of organisations surveyed, strategic
business units (SBU)’s having less than 20 employees were removed from the sample.
Notwithstanding the measures taken to ensure members from organisations under 20
employees did not respond, 41 respondents were excluded because they worked in
organisations with less than 20 employees. Also, 52 respondents did not provide any

employee size information and were discarded.

The above measures left a usable fixed budget sample of 331 (13.79%) organisations.

For the rolling forecast sample, a further 116 (4.83%) organisations did not use rolling

forecasts. This left 215 (8.96%) organisations for the usable rolling forecast sample.
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The above response rates are low by the standards of management accounting
research. Hansen and Van der Stede (2004) reported a much higher response rate,
largely due to their sample being sourced from a face-to-face forum of practitioners,
and not by mailing surveys to organisations. The low response rates require the use of
response and non-response tests to affirm the appropriateness of the sample results by

ensuring no systematic biases exist in the results.

3.3.4.1 Respondent characteristics

The majority of respondents held senior financial positions in their organisations, as
shown in Table 3.1. The three most common titles were financial manager/controller
(134 respondents), commercial and business managers (38) and chief financial
officers (30). These three titles accounted for 61.96% of the respondents that provided
their title information. The remaining respondents were predominantly middle level

managers and a small number of financial/business accountants and analysts.

Table 3.1: Respondent position in organisation

Title Frequency Valid % Cumulative %
Financial Manager/Controller 134 41.36% 41.36%
Commercial/Business Manager 38 11.73% 53.09%
Chief Financial Officer 30 9.26% 62.35%
Other managers’ 90 27.77% 90.12%
Business analyst/accountant 32 9.88% 100.00%

The average time spent by respondents in their organisations was 7.65 years, with a
minimum of 1 month and a maximum of 40 years. Table 3.2 highlights that only
2.75% of respondent<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>