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ABSTRACT

The misuse and markup of the budget is one of the most prevalent forms of corruption in
Indonesia. The concept is the same as budgetary slack, which is to deliberately lower the budget
target to make it easier to achieve. This study investigates the impact of different payment and
monitoring schemes on budgetary slack using a 2x2 experimental design. Two independent
variables are manipulated: the payment system (PBP vs. FP) and the presence of monitoring
(yes or no), with 140 respondents participating. The findings of this study revealed that the
average budgetary slack was greater in the PBP than in the FP payment scheme.
Furthermore, budgetary slack increases under the PBP payment scheme when monitoring is
present. These findings contribute to the understanding of how payment and monitoring
systems interact to influence behavior and decision-making in budgeting processes. These
findings also suggest that organizations should carefully consider the choice of payment
schemes and monitoring systems to reduce the risk of budgetary slack, as different
configurations can lead to unintended increases in slack, which may undermine organizational

performance and accountability.
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INTRODUCTION

Agency theory highlights the difference in
interests between agents and principals, where the
principal wants to maximize profits while the agent
minimizes efforts to achieve payment standards [10]
[58]. Several previous studies have stated that a
performance-based payment system, or PBP, can
unite these different interests [7] [10] [56] [77]. In
general, there are two main approaches to
compensation payment systems: fixed payment and
performance-based pay (PBP). The fixed payment
system provides a stable amount of wages over a
specified period, regardless of performance [8] [34].
This system remains applicable in stable business
conditions; however, it is perceived as lacking the
ability to motivate high-performing employees [34].

On the other hand, PBP is a payment system
where the employer provides the type, level, and
amount of monetary and non-monetary payments
based on the skills, knowledge, competence, and
appropriateness of employees [8], [34], [59]. Several
previous studies have found that PBP can affect
effectiveness [10] [63], generate good effort and
performance [41] [43] [78], and be fair and
motivating [41] [47].

However, a fundamental question arises: Is
performance-based pay (PBP) superior to fixed
payment? Various previous studies have yielded
mixed results, depending on the context and sector

of implementation. The agency theory posits that
there exists a divergence of interests between the
agent and the principal. The principal aims to
maximize profits efficiently, while the agent seeks to
minimize effort in achieving the targets set by the
principal. The implementation of a performance-
based payment (PBP) system can mitigate this
discrepancy in interests [10] [15] [47] [72].

On the other hand, agency theory also states
that if agents are compensated based on target
achievement, they have an incentive to conceal or
manipulate information to make the targets easier
to achieve [9] [26] [37] [44]. As a consequence, PBP
schemes have the potential to undermine individuals’
intrinsic motivation in the workplace [10] [18] [39]
[46] [65] [66] and increase the potential for
employees to behave opportunistically [64].

The motivation crowding theory states that
PBP can suppress intrinsic motivation because
performance is controlled by compensation [31] [50].:
Arousal theory also states that when employees
receive monetary compensation such as PBP, their
focus 1s on monetary rewards, which leads to
increased dishonesty [27] [56]. On the other hand,
[18] states that rewarding employee performance,
coupled with a high degree of self-control, can lead to
an increase in intrinsic motivation. Research by [41]
also indicates that well-designed PBP systems can
significantly enhance intrinsic motivation.
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PBPs also result in disparities in employee final
pay, which results in the inequalities described by
social comparison theory [38] and equity theory [1].
Employees with the PBP system compare their
competence and pay with their colleagues [57] [69]
[76]. Pay disparities create inequality and cause
employees to adjust their attitudes, behavior, and
cognition, including changing their output, reducing
effort, and even leaving the workplace [74]. On the
other hand, [41] and [16] found that employees
perceive performance as a crucial determinant of
their wages, indicating that performance-based
payment (PBP) systems reflect fairness and equity.

However, most previous research on dysfunctional
behavior has focused on the implementation of
performance-based pay (PBP), rather than fixed
wages. PBP can encourage information manipulation
to achieve higher compensation [9] [26] [37] [65] [69].
Conversely, fixed wage systems have a lower
potential for information manipulation since they do
not directly link payment amounts to performance.
PBP may also diminish intrinsic motivation, as
employees' motivation shifts from internal to
external (monetary) factors [46]. Employees may
experience frustration due to uncertainty in
compensation, high performance targets, or the lack
of bonuses [39] [66]. On the other hand, fixed wages
provide income certainty, which increases one’s
sense of security, thereby potentially reducing the
risk of diminishing intrinsic motivation. Additionally,
PBP tends to generate greater inequality compared
to fixed payment systems [48] [62] [70] [72] [79].

The payment scheme investigates budgetary
slack as a dysfunctional behavior. Budgetary slack is
the tendency of budget managers (subordinates) to
exaggerate their performance abilities in order to
create slack in their budget [52]. Budgetary slack can
arise from dishonesty for personal financial gain
[22]. Such behavior leads to an inefficient allocation
of company resources and reduces company profits
due to a larger allocation of compensation.

Table 1. Trends in Enforcement of Corruption Cases in 2019-
2023

2023 2022 2021 2020 2019
Budget 259 303 133 118 39
Abuse
Mark-up 50 59 54 63 41
Rank 4 3 4 3 2

Source: Report on Monitoring Trends in Enforcement of
Corruption Cases for 2019-2023

Budgetary slack is similar to markup in that it
refers to the difference between the proposed and
actual price. The report on the trend of monitoring
Indonesian corruption over the last five years in
table 1 shows that the mode of abuse and budget
mark-up has always been in the top four positions
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[5]. This indicates that there is still a significant
amount of budgetary slack, and it is necessary to
understand the factors that influence it in order to
develop more effective internal control.

The budgetary slack will be larger if the PBP
scheme is used instead of the fixed payment scheme.
PBP schemes result in different final payments
between employees and can lead to inequality [2]
[14]. The inequality leads to adjustments and changes
in behavior, attitude, cognition, and performance
among employees [28]. The PBP scheme allows
employees to get as many incentives as possible
above the predetermined budget target. Therefore, it
is very likely that the target is set as low as possible
to get a lot of incentives, so that the potential for
budgetary slack is more likely to occur.

Financial incentives have a dualistic effect, as
they can motivate managers to work harder to
achieve targets but may also encourage manipulative
behavior if not accompanied by adequate monitoring
mechanisms [58]. Monitoring is an additional control
to prevent budgetary slack caused by the use of the
PBP system [9] [10]x [40]. Superiors can monitor the
performance of their subordinates through monitoring
to reduce information asymmetry and the potential
for budgetary slack [23] [30]. The results of [19] and
[61]s study show that monitoring can reduce
reporting errors because of the detection risk.

On the other hand, monitoring instills a sense
of distrust in the individual under observation [45]
[77] [80]. Monitoring can raise suspicions of
dishonest behavior, lowering intrinsic motivation to
be honest [11].

The increase in dishonesty caused by
monitoring can be explained by two theories: the
behavioral agency theory and the fraud triangle
theory [80]. According to behavioral agency theory,
the agent acts positively toward trust, so monitoring
creates the impression that the agent cannot be
trusted to carry out the principal's duties. This
assumption is supported by the cheating triangle
theory, which undermines the intrinsic motivation to
be honest. Monitoring the results of budget achieve-
ment will increase budgetary slack. When employees
are monitored, they may become suspicious and
distrustful, increasing the possibility of budgetary
slack. Intrinsic motivation can wane, reducing
capabilities for higher compensation. When faced
with high compensation, employees lie more and
care less about the consequences that harm the
company [20]. Studies by [12] [13] [66] yielded
findings that monitored individuals produced dis-
honest behavior.

Previous studies have predominantly employed
agency theory as the foundational framework to
examine payment systems and monitoring, generally
concluding that these variables help reduce budgetary
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slack. However, this study takes a different perspective
by using agency theory as the grand theory to
propose that both monitoring and payment systems
may increase budgetary slack. Several complementary
theories support this reinterpretation. For the
payment system variable, four supporting theories
are employed—motivation crowding theory, arousal
theory, social comparison theory, and equity theory—
which collectively suggest that certain payment
structures can lead to unintended behavioral
consequences. In the case of monitoring, fraud theory
is used to argue that excessive oversight may foster
distrust and counterproductive behaviors. This
theoretical shift provides a novel viewpoint, challenging
the assumptions of prior research and offering new
insights into the dynamics of budgetary slack.

This study uses an experimental method with a
2 x 2 design (payment schemes x monitoring scheme)
with final-year student participants. It is intended
that researchers gain complete control over the
variables and their behavior to increase internal
validity. The results of the study show that the
average budgetary slack is greater for participants
with the PBP payment system than FP. Monitoring,
as opposed to no monitoring, strengthens this
average budgetary slack. The study's results can
expand the company's perspective by highlighting
the negative impacts of some implemented controls.
These findings can encourage companies to develop
other controls that are more effective, such as
sanctions [13], audits [19], trust [56], moral awareness
[12], and perceptions of fairness [41] [42].

This paper is structured as follows: the second
area contains theory and logical thinking for the
formulation of hypotheses. The third area describes
the experimental research design, the fourth area is
the results, and the last area contains summaries,
conclusions, and future research.

Literature Review and Hypothesis Development

PBP payment systems and monitoring have
been widely studied as internal controls to prevent
opportunistic behavior such as budgetary slack
[10][47]. Implementing a PBP system that pays
agents based on their performance can prevent
opportunistic behavior. This system connects the
interests of agents who want to minimize effort to
achieve payment standards with principals who
want agents to work diligently to maximize profits
[10]. The application of the PBP system can reduce
conflicts of interest between agents and principals,
as stated by agency theory. However, agency theory
also suggests that when agents are rewarded based
on achieving certain targets, they may be motivated
to withhold or distort information to make those
targets easier to attain. This notion is further
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supported by four competing theories, namely
motivation crowding theory, arousal theory, social
comparison theory, and equity theory, which collectively
suggest that performance-based compensation may
diminish intrinsic motivation, thereby leading to an
increased tendency for budgetary slack.

Previous studies have also utilized agency
theory to reduce information asymmetry, viewing it
as a key factor in preventing opportunistic behavior.
However, agency theory can also serve as a theoretical
foundation for formulating the hypothesis that
monitoring may increase budgetary slack. Furthermore,
this study adopts an alternative approach to agency
theory, namely behavioral agency theory, which
places greater emphasis on psychological and
behavioral economic factors in understanding agent
behavior. Fraud theory, a complementary theory
that explains this potential outcome, further
supports this perspective.

The Effect of Payment Schemes on Budgetary
Slack

Agency theory highlights the difference in
Interests between principals who want to maximize
profits and agents who want to maximize payments
but minimize effort [10]; [49]. Performance-based
pay (PBP) schemes can link these different interests
[7]; [10]. PBP is a payment system in which the
employer determines the type, level, and amount of
monetary and non-monetary compensation based on
employees' skills, knowledge, competencies, and
suitability [8]. This scheme allows employees to
receive a high variable share of compensation if their
performance exceeds the target. Employees can
work optimally to achieve maximum compensation
so that the principal will also receive maximum
profit.

Agency theory asserts that when agents receive
compensation based on target attainment, they may
be incentivized to withhold or manipulate information
to facilitate the achievement of those targets. PBP
schemes can reduce intrinsic motivation [10] and
[61] because they provide performance-dependent
monetary compensation. The performance is driven
externally rather than internally, thereby reducing
intrinsic motivation [10] [80]. This finding is
supported by the motivation crowding theory, which
states that the promise of giving certain extrinsic
incentives after completing some tasks can damage
intrinsic motivation [50]. Arousal theory also states
that when employees are compensated through
systems such as PBP, they experience increased
arousal [17], which reinforces their focus on
monetary rewards. Both of these theories indicate
that performance-based payments will reduce
Intrinsic motivation that leads to dishonesty.
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The main problem in the PBP scheme is related
to the issue of equality [75]. The PBP scheme will
result in a final pay difference because compensation
is given based on the performance of each employee.
This difference will lead to behavioral adjustments
that can be explained by social comparison theory,
equity theory, and the fair wage hypothesis. Social
comparison theory [38] suggests that pay
differentials such as PBP schemes lead to peer
comparisons.

Equity theory also explains that employees will
compare their input (effort) and output (salary) with
their colleagues [1]. If there is injustice, employees
will adjust their behavior, attitudes, and cognition,
including changes in inputs and outputs, and leave
the job [75]. The fair work wage hypothesis also
states that employees will leave their company if
they perceive unfairness in salary payments [2]. The
pay inequity refers to the average salary that differs
from that of colleagues who hold the same job and
status. [60] and [53] stated that one key reason why
PBP may fail to influence employee behavior and
performance is related to issues of perceived
procedural justice within the organization.

The PBP payment type is different from a fixed
salary. A fixed salary payment occurs when
employees are paid according to the agreed amount,
regardless of their performance [75]. This type of
payment has a low potential for budgetary slack, as
employees are less motivated to improve or decrease
their performance due to receiving the same salary.

Based on the various theories and hypotheses
above, it can be concluded that the PBP scheme can
reduce intrinsic motivation and result in different
pay between employees. Employees who experience
reduced intrinsic motivation tend to prioritize
monetary rewards, thereby increasing the potential
for budgetary slack. The difference in pay also causes
a decrease in business because employees feel it is
unfair, one of which is with budgetary slack [4] [35].
Employees who perceive unfair processes may
develop negative views that can affect their overall
perception of the organization [21]. Therefore, it can
be concluded that the budgetary slack will be higher
in the PBP scheme than the fixed payment scheme.

The findings of [50] show that the PBP scheme
creates a decreasing effect of intrinsic motivation.
Compensation incentives like PBP can increase the
likelihood of misreporting because they provide
managers with an incentive to manipulate information
to receive higher compensation [37]. [43] found that
PBP schemes are associated with high levels of
workplace inequality and lead to earnings management.
[68] also found that budget-based bonuses can
encourage more budgetary gaming, such as the
creation of budgetary slack.

Hi: The budgetary slack will be greater in the PBP
payment scheme than the fixed salary payment
scheme.
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[10], [40], and [56] suggest monitoring as a way
to reduce unethical behavior due to the imple-
mentation of PBP schemes. This is because there is
a detection risk that prevents personal gain [19].
However, agency theory and fraud triangle theory
[56] explain how monitoring can have the opposite
effect.

Behavioral agency theory states that the agent
behaves positively towards trust, so that monitoring
creates a feeling that the agent is not trusted in
carrying out the principal's duties. The fraud
triangle theory states that monitoring will lead to a
rationalization of dishonesty. This rationalization
arises because monitoring undermines the self-
esteem and climate of trust of the employees being
monitored. Both of these impair the intrinsic
motivation to be honest [11].

Budgetary slack will be greater for employees
who are monitored than those who are not. Monitoring
creates feelings of distrust in employees' honesty [12]
[45] [77]. Employees will also rationalize that
monitoring undermines their self-esteem and
confidence, leading them to behave unethically. The
presence of information asymmetry increases the
likelihood of budgetary slack [24] [36] [61]. This effect
is due to the fact that employees understand their
level and skills, whereas superiors do not have
complete knowledge of both [57]. The rationalization
and asymmetry of the information will cause
employees to lower the budget target before monitoring
takes place.

[566] and [33] found that monitored individuals
produced dishonest behavior, while unmonitored
individuals behaved in the opposite way. [12] also
found that the number of lies did not decrease with
monitoring because there was rationalization. [73]
found reporting fraud when the company is
monitored. Monitoring will increase the budgetary
slack resulting from the PBP scheme. Employees
who receive both treatments will be less motivated,
increasing the chance of budgetary slack.

H2: The budgetary slack will be greater in the PBP
payment and monitoring scheme than in the
fixed salary and no monitoring scheme.

RESEARCH METHOD
Experiment Design and Participants

The experimental design of 2x2 between
subjects is used to determine the effect of the
independent variable on the dependent variable, as
well as the moderating variable that affects the
relationship between the two. Each independent
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variable has two levels, namely payment schemes
(PBP and fixed payments) and monitoring (yes and
no). The experimental method was carried out by
manipulating the two independent variables.

As many as 120 accounting students in their
final year participated in the experiment. The
researcher randomly selected four classes, each class
containing 40 students. The four classes were chosen
because there were four independent variable mani-
pulation conditions, namely PBP, FP, monitoring,
and no monitoring. The first class receives PBP
manipulation with monitoring, the second class
receives PBP manipulation without monitoring, the
third class receives FP manipulation with
monitoring, and the last class gets FP manipulation
without monitoring. There were 114 people who
successfully passed the manipulation check,
allowing the data to be processed. The experimental
method was chosen because it can manipulate only
the variables of interest, while the other variables
are constant, so that it can increase its internal
validity [15]. The use of students is also permitted if
the experimental task does not require a specific task
[68]. The study by [3] also found that there is a
similarity in behavior between working professionals
and students. The participant acts as a substitute
manager in a company that makes budget targets
through a simple budgeting game, so it does not
require in-depth knowledge. The experimental
method used involved final-year students with the
consideration that they had taken all accounting
courses, especially management accounting and
management control systems.

Operational and Measurement Definition

The independent variable in this study is the
payment scheme, the dependent variable is
budgetary slack, and monitoring is the moderating
variable. Payment schemes are divided into two,
namely PBP schemes and fixed payments. Participants
with the PBP scheme are given fixed payments plus
variable payments depending on performance that
exceeds the predetermined budget target. On the
other hand, participants with payment schemes still
receive fixed payments regardless of how much
performance is generated, whether they reach the
target or not. This payment scheme scenario replicates
the research of [9].

The dependent variable in this study is
budgetary slack, which is the difference between the
planned performance targets and actual performance
capabilities [25]. This study measures the budgetary
slack by comparing the participants' pre- and post-
introduction budget targets to the payment scheme.
The budgetary slack scenario is taken from [23]’s
study.
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The moderating variable that affects the
relationship between the independent and dependent
variables 1s monitoring. This variable was manipulated
by splitting participants into two groups: monitored
and unmonitored. Monitored participants verified
their answers after completing the game in the
experiment, while the other treatment groups did
not. This monitoring manipulation is based on the
study of [40].

Experimental Procedure

The experimental protocol in this study was
divided into three parts, namely the informed
consent section, the core research section (consisting
of three sessions), and the manipulation check
section. Each participant received one consent form
and three bundles, which were opened and worked
on together according to the directions of the
experimenter.

The first section seeks consent from participants
to collect research data by having them sign a
consent form. Following that, participants were
instructed to concentrate on the three booklets that
were opened and performed in accordance with the
experimenter’s instructions. The first booklet requires
participants to fill in demographic data and best
estimates. After filling in the demographic data,
participants were asked to translate the letter code
into numbers as a representation of the manager's
production performance. Participants then receive a
monitoring manipulation based on the group they
belong to. Participants in the monitoring group had
their answers corrected and the number of correct
answers counted, while the answers of participants
in the unmonitored group were not corrected. This
answer is used as the basis for determining the best
estimate of the budget target to be achieved.
Information asymmetry still exists even though the
participants' answers are corrected, because the
budget target is determined by the participants
themselves, not the same as the correct corrected
answers. Participants then determine what the best
estimate is if they do similar tasks in the same time.

The second booklet contains the payment
schemes offered to managers, namely PBP and fixed
payments. The following are the respective payment
schemes:

+ PBP Payment Scheme

=1IDR 15,000ifA<B

=1IDR 15,000 + [IDR 3,000 (A-B)] if A B

* Fixed payment scheme =IDR 15,000
(A<BorA>B)

Notes: A= actual points; B =budget target

Managers under the PBP scheme will receive a
fixed payment of IDR 15,000 and a variable payment
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of IDR 3,000, which is multiplied by the difference
between the target and future actual performance.
The researcher gives the manager a fixed payment
of IDR 15,000 when their actual performance is less
or more than their target under the fixed pay
scheme. This study uses real terms payment so that
the participants internalized the payment scheme
more. After receiving an explanation of the payment
scheme, managers receive the opportunity to revise
their budget targets (best estimates) that they have
previously set. The difference between the new and
old budget targets determines the budgetary slack
by managers.

The last booklet requires managers to do the
same tasks as before to see if the budget is achieved.
If the manager gets the PBP scheme, this actual
performance will be compared with the target, and if
it exceeds it, they will get compensated. On the other
hand, a manager with a fixed payment scheme will
receive IDR 15,000 regardless of the result of this
actual performance. This booklet also contains a
manipulation check to determine the participants'
understanding of the manipulation of the given
experiment, namely the payment and monitoring
scheme. The experimental protocol concludes with
an explanation of the experiment's objectives,
followed by a debriefing and the distribution of
payments.

RESULTS AND DISCUSSION

The data of participants who passed the
manipulation check and were successfully processed
were 114 out of a total of 118 data. Participants are
final-year students and are in the age range of 19-23
years. 93% of the participants were female. The
researcher did the randomization test and the test of
the influence of the subjects’ characteristics before
testing the hypothesis. This study conducted a
randomization test using Chi-Square and found that
there was no difference in the characteristics of the
subjects between each group (Pearson 2 gender =
0.944 and age = 0.602 with a significance value above
0.05). These results indicate that the randomization
has been running effectively. Next, the researcher
examines the effect of the characteristics of the
subjects on budgetary slack. The results of the
ANOVA test indicated that there was no significant
difference in budgetary slack caused by the
characteristics of the subjects (F gender = 0.551; age
=0.108).

Hypothesis Test

Two-way ANOVA is used to see the effect of
each independent variable on the dependent variable.
The test results in panel A show that the payment
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scheme has a significant effect on budgetary slack
(F=33,928; p<0.05). This effect is deepened by the
analysis in Panel B, which states that the average
budgetary slack is greater for employees with PBP
schemes than for fixed pay (1.84 and 0.17). These
results are significant, which can be seen in the
results of the t-test in Panel C, so that these findings
support the first hypothesis.

Table 2. ANOVA Results and Comparison of Payment
Scheme Variables and Monitoring of Budgetary Slack

Panel A: ANOVA Result
Type III Mean )
Source Sum of Sig.
Square

Squares
Corrected Model 101.237 3 33.746  15.909 0.000
Intercept 107.393 1 107.393 50.628 0.000
Payment Scheme 71.968 1 71968 33.928 0.000
Monitoring 8.683 1 8.683 4.093 0.045
Payment 12.006 1 12.006 5.660 0.019
scheme*monitorin
g
Error 233.333 110 2121
Total 463.000 114
Corrected Total 334.570 113

R Squared = 0.303 (Adjusted R Squared = 0.284)

Panel B: Comparison of Payment Scheme Variables and Monitoring
of Budgetary Slack

Payment Monitoring Total
Schemes Monitoring No Monitoring
PBP Cell 1 Cell 2 n=61
n=233 n=28 Mean =
Mean=2.39 Mean=1.18 1.84
St. deviation St. deviation = St.
=2.135 1.634 deviation =
2.002
Fixed Pay Cell 3 Cell 4 n=53
n=31 n=22 Mean =
Mean=0.13 Mean=0.23 0.17
St. deviation St. deviation = St.
=0.499 0.612 deviation =
0.545
Total n=64 n=>50
Mean=1.30 Mean=0.76
St. deviation St. deviation =
=1.933 1.364
Panel C: Independent ¢-test the First Hypothesis
Std. .
Payment n Mean S.td'. Error Sl.g' @
Scheme deviation tailed)
Mean
Budgetary PBP 61 1.84 2.002 0.256  0.000
Slack
Fixed Pay 53 0.17 0.545 0.075  0.000

The results of further data processing also show
that there is an interaction between payment
schemes and monitoring that affects budgetary slack
(F=5.660; p<0.05). Panel B cells 1 and 4 show that
the mean budgetary slack for participants receiving
the PBP payment scheme and being monitored is
greater than for participants with a fixed payment
scheme and not being monitored (2.39 and 0.23).
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This research used independent t-test to see the
significance of the second hypothesis, which is a
comparison of cell 1 and cell 4.

Table 3. Independent T-test of Hypothesis 2

Panel A: PBP Payment Scheme for Monitoring

S
- Std. Sig. (2
Monitoring n Mean deviation ]13[1:'01" tailed)
Budgetary Yes 33 239 2.135 0372 0.017
Slack
No 28 1.18 1.634 0.309 0.015
Panel B: Fixed Payments against Monitoring
Fixed std. S gio (2
Payments Mean deviation Error tailed)
ym Mean
Budgetary Yes 31 0.130 0.499 090 0.523
Slack
No 22 0.230 0.612 0.130  0.539

Table 3 Panel A shows that the mean budgetary
slack for participants with the PBP payment scheme
is significantly different between participants who
are monitored and those who are not. The mean
budgetary slack for the monitored participants is
greater than that for those who are not.

However, Panel B stated that there was no
difference in the Mean between monitored and non-
monitored employees who received regular payments.
These results show partial support for the second
hypothesis.

Marginal Means of BS

PEMANTALAN

ADA PEMANTAUAN
TDAK ADA
PEMANTAUAN

Estimated Marginal Means

v
SKEMA

Figure 1. Interaction Effect of Scheme and Monitoring on
Budgetary Slack

Figure 1 shows an illustration of support for both
hypotheses. The budget slack line in the PBP scheme
is higher than the fixed payment scheme, which
means the budget slack in the PBP scheme is larger
than the fixed payment scheme. The two lines also
intersect/interact, which indicates that there is an
interaction between payment and monitoring schemes.
In the PBP payment scheme, the monitoring line is
higher than the no monitoring line, which means the
budget slack is higher in the PBP payment scheme
and there is monitoring. On the other hand, the no-
monitoring line is higher than the monitoring line,
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which means lower budgetary slack in fixed pay and
no-monitoring schemes.

Discussion

Agency theory states that there are two basic
alternatives that companies face when setting
payments, namely fixed and variable payments [57].
Fixed pay is a fixed amount that each employee
receives, while variable payments or compensation
amount to different amounts depending on the
employee's performance. Compensation must be
well designed to increase shareholder value and
prevent opportunistic behavior that can increase
management's behavior in its interests [32].

PBP is one type of compensation that, according
to previous research, can affect effectiveness [10],
generate favorable business and performance [15],
and be fair and motivating [47]. However, PBP
contradicts several theories which state that PBP
can lead to opportunistic behavior.

The findings of data processing also show that
the mean budgetary slack for participants receiving
the PBP scheme is greater than the fixed payment
scheme. This result is consistent with the social
comparison theory [38], which states that employees
compare compensation with their colleagues, leading
to perceptions of unfairness. Inequity of pay can lead
employees to reduce their efforts, one of which is by
lowering budget targets/budgetary slack according
to the fair business wage hypothesis [2] and equity
theory [1]. These findings also support the arousal
theory [17] and the theory of decreased motivation
[50], which state that PBP increases focus on money
while suppressing intrinsic motivation, potentially
leading to opportunistic behavior.

According to [50], the PBP scheme has a
demotivating effect because it strengthens extrinsic
motivation while decreasing intrinsic motivation.
This study is also in line with [6], [29], and [67]’s
research, which states that budgetary slack tends to
be higher in slack-inducing payment schemes. These
schemes specify that compensation will only be given
if the individual meets the predetermined targets,
with no penalty system in place [71]. This scheme is
similar to the pay-by-performance (PBP) model.

The results of this study do not indicate that
fixed wages are better than performance-based pay
(PBP). However, fixed wages do not actively create
negative issues like PBP can when poorly designed.
PBP should be combined with other incentive
systems, such as individual and group incentives
[54] [78], sanctions [13], audits [19], trust [56], moral
awareness [12], and perceptions of fairness [41] [42]
[66] to mitigate the side effects of dysfunctional
behavior.
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One way to minimize the impact of PBP
schemes is to conduct monitoring [9] [10] [40].
Monitoring can reduce opportunistic behavior
because of the risk of detection [19]. However, behavioral
agency theory states that monitoring can lead to
negative behaviors when trust is lacking [56]. The
fraud triangle theory also states that monitoring
raises the rationalization/justification of opportunistic
behavior because monitoring it undermines the self-
esteem and trust of others being monitored [12] [56].

The results of data processing support the
second hypothesis, which indicates that the mean
budgetary slack is greater for participants with PBP
and monitoring schemes than for fixed payment
schemes and no monitoring. The mean budgetary
slack in the PBP scheme in the initial hypothesis is
larger than the fixed payment scheme, strengthened
by monitoring. Monitoring fosters distrust and
feelings of suspicion, lowering intrinsic motivation
[12]; [66]. Monitoring will be effective if combined
with efficient sanctions [13], the creation of trust
among employees, and fairness [56].

The findings of this study are consistent with
the findings of [56] and [33], who discovered that
monitored individuals acted dishonestly and vice
versa. [73] also found that companies tend to behave
opportunistically when there is monitoring. [45]’s
study found a negative correlation between electronic
monitoring and management trust.

CONCLUSION

This study examines the factors that have the
potential to increase budgetary slack using
experimental methods. Experimental examination
of the impact and interaction of controls can help
interested parties to assess risk and develop more
effective internal controls. The PBP payment scheme
is the primary factor that can increase budgetary
slack, as it leads to different payment amounts for
employees. As a result, according to social comparison
theory, employees will compare their results with
their peers and, if there are differences, will change
behaviors such as lowering effort (budget) according
to the fair-effort wage hypothesis and equity theory.
Arousal theory and motivational decline theory also
state that PBP schemes damage intrinsic motivation
so that dishonest behavior such as budgetary slack
is greater.

Monitoring during the budget preparation
process increases the budgetary slack associated
with the PBP scheme. Monitoring creates feelings of
suspicion, undermines trust according to agency
theory, and rationalizes deviant behavior based on
the fraud triangle theory, so that greater budgetary
slack occurs.
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Budget slack does not occur solely due to
performance-based pay (PBP) and monitoring factors;
however, the results of this study serve as a warning
to companies to design compensation systems and
internal controls effectively. Although PBP payment
systems can motivate performance improvement
through variable incentives, this study also indicates
that such systems can lead to dysfunctional behaviors,
such as budget slack, dishonesty, and payment
inequality. Therefore, companies need to be cautious
in designing and implementing PBP to avoid
negative impacts on employee motivation and behavior.

Additionally, this research highlights the
importance of monitoring as a means to reduce
dysfunctional behavior resulting from PBP systems.
However, monitoring can also have negative effects
if conducted too stringently. Thus, companies should
design monitoring systems that incorporate humanistic
qualities, such as the creation of trust and fairness.

One limitation of the study is the difficulty in
determining the amount of PBP and fixed payment
schemes that participants need to internalize it. We
conducted pre-study surveys with several participants
outside the experimental group to mitigate this
Limitation. Future research can employ experimental
manipulation along with group monitoring to compare
results with those of this study. Additionally, future
research can investigate how payment schemes and
budgetary slack affect the public sector, as markups
and budget abuse have consistently ranked among
the most prevalent forms of corruption in Indonesia.
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