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Abstract 
 

Properly prepared and administered, the financial budgetary process can support both 
short-run efficiency and long-run effectiveness by enhancing management awareness of the 
external economic environment, inculcating prescience, along with coordination and evaluative 
benefits. However, they can also lead to a ‘strait jacketing’ paradigm where there is an overly 
focus on achieving the budget at the detriment of needed attention to organizational objectives 
and goals.  

When this happens budgets become rigid, shifting the corporate focus internally towards 
short-run cost reductions and efficiency gains.  This internal focus can potentially affect long-
term organizational effectiveness by becoming an impediment to change and the future benefits 
that innovation may bring.   

 The experience of companies such as Ocean Spray, BellSouth 
Telecommunications, Ford, 3M, Coca-Cola, in addition to the entire Japanese DRAM industry, 
serve as illustrations of what happens when short-term goals pre-empt long-run innovation, the 
performance review process penalizes risk-taking, and corporations become unaware of 
paradigm shifts in the industry.  This paper examines these and other specific case studies related 
to this issue and proposes recommendations that may allow organizations to take advantage of 
new opportunities, continue emphasizing innovation, and have a performance review process 
that stresses and rewards both short-run operational efficiency and long-run effectiveness.  
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Introduction 
 

Earnings forecasts, and the subsequent budgets built to meet them, are a control 
mechanism and a tool to measure efficiency improvements.  Budgets are also used to judge the 
performance of managers.  Bonuses, salary increases, and promotions are affected by a 
manager's ability to achieve or exceed budgeted goals.  Because a manager's financial status and 
career can be affected, budgets can have a significant behavioral effect.  Whether that effect is 
positive or negative depends to a large extent on how budgets are used. Positive behavior occurs 
when the goals of individual managers are aligned with the goals of the organization, and the 
manager has the drive to achieve them.  The alignment of managerial and organizational goals is 
often referred to as goal congruence.   

Organizations frequently use the budget process as a way to formalize efficiency 
objectives and cost reductions.  Forecasts of lower revenues or higher expenses, however, 



 

pressures corporate executives to make short-term decisions in order to satisfy these expectations 
and as a result, in many cases, long-term strategic innovation suffers.   

 
Short-run Efficiency and Budget Rigidity 

 
For over a century managers have been improving efficiencies by strictly following 

proven processes and making operations more stable and predictable.  Programs such as Total 
Quality Management, ISO 9000 and Six Sigma were developed to reduce variation, reduce 
defects, and improve quality and efficiency.   

The emphasis on efficiency has resulted in productivity and cost reduction gains. 
However, often these programs have disappointing results.  Sarkees and Hulland (2010, p. 45) 
indicate that “internal battles for resources often tip the scales in favor of efficiency over 
innovation, but rarely both.  Organizational inertia pushes firms down a particular path, while 
short-term thinking crowds out longer-term goals.” 

To implement productivity and quality improvement programs requires rigorous 
measurements.  One way in which these programs can become entrenched in an organization is 
through the use of budgets.  However, if the budget process is improperly administered it can 
become rigid and unresponsive.  A rigid and inflexible budget process can also lead to goal 
incongruence, resulting in a difference between stated goals and actual behavior.   

A survey by McKinsey & Company found that 42% of the respondents strongly agreed 
that meeting financial projections led them to shorten their time horizon focus (McKinsey & 
Company, 2006).  Adding to the pressure to “meet the budget” is the real threat on job security.  
Farrella and Whidbeeb (2003) suggest that when making CEO turnover decisions the Boards of 
Directors focus on deviation from expected financial performance, rather than the performance 
itself.  Thus, executives tend to not only shorten their time horizon focus but also become more 
risk averse.   

 
Long-run Effectiveness and Budget Rigidity 

 
Another dangerous byproduct of concentrating on efficiency and productivity is the 

creation of a climate that hinders long-run effectiveness and innovation. The seeming 
incompatibility between short-term efficiencies and long-term innovation was described by 
Abernathy (1978) as the “productivity dilemma.”  Emphasizing efficiency and profit-making can 
shift the focus from innovation to enhancing existing products and services, thus creating a 
culture that is not conducive to innovation.  

This shift away from innovation can even occur in innovative companies such as 3M 
which for years prided itself on generating one third of its sales from products released in the 
previous five years.  However, when James McNerney became the company’s CEO, he brought 
the Six Sigma concept from GE and focused the company on improving efficiency.  He reduced 
the workforce by almost 11 percent, intensified the performance-review process, and tightened 
the budget.  As a result, profits grew on average by 22% a year during his tenure.  However, the 
fraction of sales from products released in the previous five years, an indirect measure of 
innovation, decreased from one-third to one-fourth!  

Perhaps the earliest example of the productivity dilemma is Ford’s Model T.  By using 
the assembly line to manufacture cars, Henry Ford was able to lower the time it took to assemble 
a car from 14 hours to one and a half hours.  The resulting lower prices allowed Ford Motor 



 

Company’s sales to grow from 10,000 cars in 1908 to over 900,000 in 1920.  In fact, by 1918, 
half of all cars in America were Model T's (Hounshell, 1984). 

Henry Ford also settled on a specific design, which remained virtually unchanged for 
many years, underscored by his statement, “Any customer can have a car painted any color that 
he wants so long as it is black” (Ford & Crowther, 1922, pp. 71-72). Black was used in the 
assembly line because of its quicker drying time.  

By the mid-1920s, sales of the Model T began to decline as Ford refused to develop any 
new models.  Other auto makers such as General Motors were offering different styling and more 
modern mechanical features that Ford refused to incorporate into the Model T.  In 1921, the Ford 
Motor Company sold about two thirds of all the cars built in the U.S., but by 1926 this share had 
fallen to approximately one third (Nevins & Hill, 1957).  

The early mass production systems were wildly successful at achieving efficiency but 
could not easily adapt changes in product design. Likewise, when the budget process makes 
managers more risk-averse the focus shifts to incremental or minor improvements or changes 
and away from paradigm shifts that result in innovative ideas.   

To understand the need for strategic innovation we should consider that of the companies 
on the original 1955 Fortune 500, a list of America's biggest corporations ranked by revenue, 
only 71 are still there today.  Perhaps even more telling is the fact that just under fifty percent of 
the 500 companies listed in the 1999 Fortune 500 list were not there a mere 10 years later.  There 
are many speculations as to the reasons companies fail.  de Geus, (2002, p. 3) believes that “… 
the prevailing thinking and language of management are too narrowly based on the prevailing 
thinking and language of economics.”  Ante (2012, p. B1) explains that companies which fail 
“tend to be bureaucratic, play too much defense, and try to catch up too late by lurching into 
huge acquisitions.”   

In an economic downturn, innovative ideas can not only make operations more effective, 
but they can also improve time to market, retain customers, and increase market share.  The 
global marketplace has accelerated competition to a point that the need for the development of 
new products, services, or processes is constant.  This level of competition requires companies to 
continuously extend themselves in new directions, thus the need for innovation. 

Unfortunately, rather than innovate, a common mistake is to attempt to meet the budget 
by simply concentrating on reducing costs.  For example, a 2009 Accenture survey found that 
just over half of the high-tech executives surveyed planned to spend less money on innovation 
during the economic downturn.  Additionally, just under 70% of the respondents said that the 
development of at least some services and products was stopped due to budget cuts and a 
shortage of experienced employees to generate innovations or manage new-product 
development. (“Overcoming the barriers to innovation,” 2009). 

 
Case Studies 

 
 Three case studies stand out as typical examples to demonstrate budget rigidity and goal 
incongruence: Ocean Spray, Bell South, and DRAM.   
 
Ocean Spray 

An example of how rigidity in the budget process can affect decision making can be 
found in Ocean Spray’s ability to obtain an 18 month exclusive in Tetra Pak’s paper bottles.  
Ocean Spray was able to trump other large juice makers, such as Proctor and Gamble and Coca-



 

Cola.  One reason these large companies missed the opportunity when it first appeared was that 
they had already allocated their funds for the year.  As a result, they needed a committee to study 
the viability of this option before being able to deviate from their budgeted plans (Kanter, 2006). 

 
Bell South Telecommunications 

Another example of budget rigidity and goal incongruence can be seen in Bell South 
Telecommunications (BST), a company which operated in nine Southern states.  BST 
implemented a Team Incentive Award to encourage employees to improve operations by 
developing a factor that was based on a number of measurements, from customer satisfaction to 
expense growth year over year.  The intent of this last measurement was to focus every employee 
on reducing expenses.  Stressing year over year expense growth, however, penalized the 
employees in the larger and faster growing states of Florida and Georgia who in many cases had 
more responsibility and direct reports. As a result, managers in these states reduced controllable 
expenses such as training, awards and recognition, and maintenance. 

In the 1990’s BST considered itself part of the “tech sector”, a sector with double-digit 
net income growth.  Thus, BST executives set the annual net income growth goal at 12%, 
assumed expenses would remain flat, and developed a detailed “budget” based on these 
assumptions.  At the beginning of the budget year when a manager questioned how revenues 
were expected to increase in mid-year he was told the revenues would come from new products.  
When he pressed for more details he was told that the products had not yet been developed!  The 
objectives were so rigid that, when he continued questioning what products were being 
developed, he was told he could always change the objective in that product line as long as the 
total revenues remained the same.  This inflexible budget led to 60% of the sales force receiving 
a negative midyear performance review (Carreras, Cavico, & Mujtaba, 2011). 

The budget’s rigidity and inflexibility can also affect an organization’s mindset.  As 
companies emphasize improving on past successes they become more inward focused, losing 
touch with their customers and the external environment.  This mindset rigidity contributed to 
companies such as Eastman Kodak Co., Blockbuster Inc., Barnes and Noble, and Research in 
Motion losing their position as industry leaders.  

 
DRAM 

It has also led to whole industries being lost to competitive nations, as occurred with the 
Dynamic Rapid Access Memory (DRAM) chip industry.  Originally DRAMs were used for 
mainframe computers and most were manufactured in the United States.  Japanese manufacturers 
were able to differentiate themselves by producing a chip with higher durability and reliability so 
that by 1998 Japanese DRAM producers had a market share of almost 89 percent.  Yet by 2004, 
a mere fifteen years later, Japan accounted for only ten percent of the market (Chuma & 
Hashimoto, 2008).   

The reason for the steep decline in market share was that Japanese DRAM producers 
concentrated on improving the quality of their chips.  In the 1990’s, however, the DRAM market 
had changed from mainframes to personal computers, and speed and cost became the 
differentiators.  With the advent of consumer products such as DVD players and cameras, 
interface specifications and packaging became critical.  Korean manufacturers were able to take 
over the market as Japanese firms were unprepared for the shift in the market’s requirements.  
Since they were measuring quality and reliability they were blinded to the new innovative 
technologies and product features that were needed in the new markets. 



 

 
Conclusion 

 
While budgets are a great tool, when they are improperly used they may have many 

negative effects.  Budgets can become an end to themselves, where meeting the budget turns into 
a corporate goal.  When this happens, budgets become rigid, shifting the organization’s focus 
internally towards short-term cost reductions and efficiency gains.  This internal focus also 
implies less emphasis on the external competitive environment and the need for innovation, 
thereby forsaking any strategic future benefits innovation may bring.  The experience of 
companies in the Japanese DRAM industry as well as American companies such as Ford, 3M, 
BellSouth Telecommunications and Coca-Cola, serve as illustrations of what happens when 
innovation is de-emphasized, the performance review process penalizes risk-taking, and 
corporations become unaware of paradigm shifts in the industry.   

The key to an effective and useful budget is flexibility.  Implementing the approaches 
suggested below will allow organizations to take advantage of new opportunities, continue 
emphasizing innovation, and have a performance review process that stresses and rewards both 
efficiency and innovation. After all, many innovations lead not only to a competitive advantage, 
but oftentimes contribute to more efficient and cost-effective processes. 

 
Recommendations 

 
Does this mean that budgets have little or no benefit?  On the contrary, the only thing 

worse than having a budget is not having one!  While the execution and implementation of 
budgets can cause tremendous problems, there are a number of approaches that organizations can 
use to improve the budget process:  

1. Implement flexible budgets and “rolling” forecasts that are revised regularly and thus 
allow the targets to adapt to shifting market conditions - expect deviations from plan! 

2. Exempt strategic innovative projects from the customary corporate requirements –
such as quality, reliability, return on investment, or profit margins.  For example, 
products tailored to emerging markets such as China or India may need to emphasize 
cost rather than the latest technology (Immelt, Govindarajan & Trimble, 2009). 

3. Create a separate budget for unexpected opportunities.  This will allow faster 
reaction because the funding does not have to wait for another budget cycle or transfer 
from other sources as was the case with Coca-Cola and the Tetra Pak’s paper bottles. 

4. Incorporate ‘ambidextrous’ behavior (that is behavior affecting strategic innovation 
as well as short-term efficiency) into the organization’s reward system.  For example, 
Stryker Corporation, a worldwide leader in medical technology products, promotes, 
measures, and rewards this kind of ambidextrous behavior.  Employees at Nucor, the 
largest steel recycler in the United States, are rewarded for improvements in processes 
and procedures (Sarkees & Hulland, 2009). 
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