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1. INTRODUCTION

Budgets as financial plans that set out anticipegé@dnues and estimated expenditures over a
certain period of time have long been in use. Sithe& inception in the 1920’s, every serious
company has made them the central part of themptg and control system. Their ability to
coordinate the allocation of resources throughriv@lecommunication while at the same time
serving as a means of expenditure authorizationesatlation base has made them the most
important tool that is at managers’ disposal tod&gn running a company. It is exactly this
importance that has contributed to budgets’ loriyeand caused them to remain relatively
unchanged in their use since the first days ofrtaristence. This does not of course mean
that budgets are an ideal managers’ tool — on enérary. Parallel to their entrance into the
business world, managers who used budgets alsedstarnotice and complain about various
dysfunctional behaviours caused by budgets andbtitgeting process. This observation
motivated numerous academicians to try to discapmpropriate solutions for things like
budget slacking, budget gaming, budgeting biasaher problems that managers had to deal
with. Several theories like RAPM and contingencgadities were developed, and direct and
indirect relationships between budgets and employetvation, participation and business
environment were investigated. As a result of tlisgording to some, most extensively
researched topic in management accounting, seumsic rules and suggestions have
emerged on how to properly budget and deal withgbtidg problems. These later became
accounting truths to be taught in all accountingrses. Theoretical findings contributed to a
slow but certain evolution of budgeting techniqu@e models that are more appropriate to
conditions of rapid environmental change, globahpetition and ever increasing customer
demand for better quality and lower prices. Soypdampanies are at a point where they can
choose to retain traditional budgeting system ommtodify it. This modification can be
designed to overcome some specific weaknesses osegf the better budgeting techniques
or can be taken it to the extreme to carry outtal twverhaul of the budgeting system as the
Beyond Budgeting model suggests.

The purpose of this master's thesis is to explanréasons and conditions that have created
today’s situation where managers, due to the mawyces that exist and the importance of
this subject, do not know what the best way forwiardrhis paper is intended to be used as
sort of budgeting manual, but, not as the usuafjbudhanual that exists in companies and
which contains only administrational rules and tagjans. My objective is to acquaint the
reader with all the issues related to traditionadideting and to disclose all the benefits and
disadvantages that it brings and then presenbiisngial substitutes in the form of advanced
budgeting methods. In this way, controllers, actants and CFOs will be able to get a more
objective look at the options that are laid in frohthem and make their decisions on how to
make budgeting process in the future easier ane staightforward.

In order to achieve the aforementioned goal, thaster's thesis will be based on the analysis
of existing theoretical and practical knowledgee®malysis of knowledge that has emerged
from the academic world consists of an extensiwgeve of academic literature on wider



budgeting topics, and literature on accounting famghce course studies that cover budgeting
related materials. The purpose of this is to preséinthe empirical links that academic
researchers have found between budgeting systemisvanous economic, social and
psychological factors directly or indirectly inflneing the development and functioning of
those budgeting systems. Their conclusions andnre@ndations will be summarized and
critically evaluated together with the “common k&' provided by management accounting
theory. On the other hand, the presentation oftii@uers’ experiences will consist of a
review of all the major surveys made by comparaeademics, consultants and professional
organizations in the last 20 years on the subjebtidgets and budgeting practices all around
the world in order to see what has been going gmantice and where all this is leading to.

As far as the structure overview is concerned, thaster's thesis is organized as follows.
After the introduction, the second chapter will dedicated to the extensive presentation of
traditional budgeting. In this chapter basic déioms and the main typology of budgets will
be introduced, together with budget functions amddet history. A description of how
traditional budgeting works in practice with spécemphasis on its main functions of
planning and control will also be given and thempéeted with a list of the usual benefits
and problems that the traditional budgeting sydbeimgs to its users. Following this, the third
chapter will provide a broad presentation of acadamsearch and its main findings in all
three main areas of budgeting research — psychplsggiology and economics. In this
chapter the very important behavioural aspects umfgbting will be depicted separately.
These aspects are considered by many to be the caases of dysfunctional behaviour
related to budgeting like budget slack, participatimotivation and the use of budgets as
performance targets. The findings and conclusiohsw® major research directions —
Reliance on Accounting Performance Measures (RA&Md) Contingency Theory — will also
be presented. The fourth chapter will examine curbeidgeting practices around the world
with special emphasis on advanced budgeting methdush consist of two different
directions — better budgeting and beyond budgetingels. Each of these will be separately
described in their own chapters where, for eachhatktelements such as the origin of the
method and its main authors, main ideas behindnthod, pros and cons of the method, and
the best suggested use of the method will be predefkinally, there will, of course, be a
conclusion which will provide a short recap of thesis and some suggestions on the way
forward for managers dealing with this topic.

2. TRADITIONAL BUDGETING

2.1. Introduction

Firstly, a discussion on this topic with a simpkfidition of budget will be given. In short,

budget can be defined as a quantitative econonait plade with regard to time. Therefore,
for something to be characterised as a budget #t roomprise the quantities of economic
resources to be allocated and used, it has to fpressed in economic i.e. monetary terms, it



has to be a plan — not a hope or a forecast bat#noritative intention, and it must be made
within a certain period of time (Harper, 1995, pl88 Only a plan that has such
characteristics can be called a budget.

However, if a budget is looked upon in its widentxt, it can be defined as a management
tool that puts executives in control of the finahdiealth of their company. It is an objective
measure of the financial structure of company’srafi@n and a tool that forces management
to be accountable in a structured and objective. vigaydgets as management tools by
themselves are neither good nor bad. How managknenester budgets is the key to their
value. When administered wisely, budgets facilifdgsmning and resource allocation and help
to enumerate, itemize, dissect and examine alhefpgroducts and services that a company
offers to customers (Seer, 2000, p. 187). In shodt taken at its simplest level, a budget is a
mathematical exercise, but in reality it is muchycam more than numbers on spreadsheets,
which is what following text will definitely show.

Budgeting may be defined quite simply as the precésompiling budgets and subsequently
adhering to them as closely as possible (Maitl&@QO0, p. 1). It is a process that turns
managers’ perspectives forward. Thereby, lookinght future and planning, managers are
able to anticipate and correct potential problerefode they arise. This system allows
managers to focus on exploiting opportunities mgdtef, figuratively speaking, fighting fires.
In this way the system provides sustainability tisibhess processes within the company. It is
a process of the utmost importance to managementhd words of one observer; “few
businesses plan to fail, but many of those thalapseé failed to plan” (Horngren, Foster,
Datar, 2000, p. 178).

The purpose of budgeting is that it gives managémanidea of how well a company is
meeting their income goals, whether or not expeasesn line with predicted levels, and
how well controls are working. Properly used, buahgecan and should increase profits,
reduce unnecessary spending, and clearly defineilovediate steps can be taken to expand
markets (Thomsett, 1988, p. 5). In order to achi#is, management needs to build a
budgeting system, the major objectives of whichtar@/iscione, 1984, p. 42):

1. Set acceptable targets for revenues and expenses

2. Increase the likelihood that targets will becresd.

3. Provide time and opportunity to formulate andlaesate options should obstacles arise.

Since budgeting as a process is very complex,nitesoas no surprise that budgets are trying

to fulfil numerous functions such as (Harper, 1995321, and Churchill, 1984, p. 162):

a) Planning — a budget establishes a plan of actiah ¢hables management to know in
advance the amounts and timing of the productiotofa required to meet desired levels
of sales.

b) Controlling — a budget can be used to help an azgéan reach its objectives by ensuring
that each of the individual steps are taken ashgldn



c) Coordinating — a budget is where all the finan@amponents of an organization -
individual units, divisions, and departments - assembled into a coherent master picture
that expresses the organization’s overall operatiohjectives and strategic goals.

d) Communicating — by publishing the budget, managemexplicitly informs its
subordinates as to what exactly they must be d@nd what other parts of the
organization will be doing. A budget is designedjiee managers a clear understanding
of the company’s financial goals, from expected sasings to targeted revenues.

e) Instructing — a budget is often as much an exeeuwdrder as an organizational plan since
it lays down what must be done. It may, therefdre,regarded by subordinates as a
management instruction.

f) Authorising — if a budget is a management instarctithen conversely it is an
authorisation to take budgeted action.

g) Motivating — in that a budget sets a target fordlferent members of the organization so
that it can act to motivate them to try and attheir budgeted targets.

h) Performance measuring - by providing a benchmaaknatywhich actual performance can
be measured, a budget clearly plays a crucial iroke important task of performance
measurement.

1) Decision-making — it should never be assumed thaidget is set in concrete and when
changing course a well-designed budget is a vemfulstool in evaluating the
consequences of a proposed alternative since feetadf any change can be traced
throughout the entire organization.

]) Delegating — budgets delegate responsibility tontfamagers who assume authority for a
specified set of resources and activities. In thé/ budgets emphasise even more the
existing organizational structure within the compan

k) Educating — the educating effect of a budget i©\q@@s most evident when the process is
introduced in a company. Operating managers leatnonly the technical aspects of
budgeting but also how the company functions and their business units interact with
others.

[) Better management of subordinates — a budget eabdhe skills of operating managers
not only by educating them about how the compangtions, but also by giving them the
opportunity to manage their subordinates in a npooéessional manner.

The requirements that all these functions imposenup budget make it difficult for one
system to meet them all. It is precisely becaussghequirements differ, that role conflicts in
budgeting system arise. These need to be apprelpridealt with so that dysfunctional
behaviour like budget padding or other damaginggetudyames for the company do not
appear. Since there are three major roles for adgdting system (see figure 1), at least three
conflicts may arise (Barrett, Fraser, 1977, p. 141)

a) Planning versus motivation

For a budget to be most effective in the plannialg,rit should be based on a realistic
assessment of the company’s operating capabiltnes on management’s judgment about
what is most likely to happen in the future. Yeisthkind of budget runs the risk of setting
targets so low that motivation is adversely affdcgnce to motivate properly, budget
objectives should be set higher than those formitehand be difficult yet attainable. On the
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other hand, these difficult yet attainable objezs$ivead to an overly optimistic budget and run
the risk of falling short and under using compaggources.

b) Motivation versus evaluation

There is a widely held belief that budget objedighould be set as fixed standards against
which performance can be judged. Managers are ldtety to be more committed to
achieving this kind of objective since they knovaitlthe performance standards by which
they are evaluated are not constantly changingth@mther hand, managers’ motivation can
be impaired by rigid application of a “fixed standlaphilosophy which doesn’t consider the
impacts of uncontrollable or unforeseeable events doesn’t allow for their removal from
budget standards.

c) Planning versus evaluation

The planning role’s requirement of providing reidtisassessment of future prospects can
conflict with the need to eliminate the effects ahcontrollable or unforeseeable
environmental variables from the budget used falwation purposes. Yet, because they are
separated in time, the conflict between these rements is considered a minor one since it
can be considerably reduced if appropriate adjustsnare done at the end of the budget
period.

Figure 1: Conflicts between budget role requirerment

Planning

Realistic; most
likely outcome

Major
conflict

Motivation

Difficult, yet
attainable;
fixed standard

Evaluation

Ex post facto;
adjusted

Major
conflict

Source: Barrett, Fraser, 1977, p. 140.

As can be seen in the previous paragraph, functioaistypical budgets want to cover are
very wide. It comes then as no surprise that thoskets are being used today in practice for
many purposes. Bunce, Fraser and Woodcock’s (199%ky showed that general uses of
budgets can be divided into financial and operatidype of uses. Figure 2 clearly indicates
that, of the various uses of budgeting for managemte most important are those
financially oriented like the use of budgets fonafncial forecast, cost control, cash flow
management, and capital expenditure supervisiore Ojperational management uses of
budgeting have been less common but the intervievesdpanies have concluded that, in
today’s business environment, they are of growingpdrtance. The need to improve
performance is intensifying to the point that itnis longer enough just to control costs, but



that companies must also pay attention to thirlgs dirategy, communication, and employee
evaluation. These are purposes for which budgefts hat been used so much in the past.

Figure 2: Uses of budgeting for management
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Source: Bunce, Fraser, Woodcock, 1995, p. 255.

As stated in the opening definition, budgets aamglset for a certain period of time, such as a
month, quarter, year and so on. This time periothé&n usually broken into smaller sub
periods. The most frequently used budgets are amudgets that are subdivided by months
for the first quarter and by quarters for the rewar of the year. Of course, actual time
periods for which budgets are made depend mostihein purpose and use, and it is solely
the decision of individual companies as to whatetiperiods will be utilized for their
budgeting process.

2.2. History of budgets

The English word “budget” stems from the French dv@ibougette” and the Latin word
“bulga” which was a leather bag or a large-sizeds@uwvhich travellers in medieval times
hung on the saddle of their horse. The treasutkoagette” was the predecessor to the small
leather case from which finance ministries evemayoah countries like Great Britain and
Holland present their yearly financial plan for thtate. So after being used to describe the
word wallet and then state finances, the meaninthefvord “budget” in 18 century slowly
shifted to the financial plan itself, initially onfor governments and then later for private and
legal entities (Hofstede, 1968, p. 19). It was dhign that budgets started to be considered as
financial plans and not just as money bags.

The use of budgets as financial planning and cbritols for business enterprises is
historically a rather young phenomenon. In the &)y budgetary principles in companies



were mostly derived from the budget techniques avegyment. The other source of

budgetary principles for business in the US wasStientific Management Movement, which

in the years between 1911 and 1935 conquered thmdiStry. Many historians agree that
early budgeting systems can be seen as a logita®gn of Taylor's Scientific Management

from the shop floor to the total enterprise. Howewewas not until the depression years after
1930 that budget control in US companies startedbdoimplemented on a large-scale.
Budgets with their focus on cost control simply d&i@e a perfect management tool for that
period of time (ibid., p. 20). In Europe the idelausing budgets for business was firstly
formulated by the French organization pioneer HEayiol (1841-1925). There was, however,
little application in practice. Another practicdlnsulus came from the ideas of the Czech
entrepreneur Thomas Bata (1876-1925) who introdtleedo-called departmental profit-and-
loss-control as a tool for decentralizing his intgronal shoe company into a federation of
independently run small businesses. Neverthelbesmiin inducement for the development
of budgets and their implementation in Europeanpames came from across the Atlantic in
the years following the Second World War (ibid.2f).

Companies like Du Pont and General Motors in th8.USiemens in Germany, and Saint
Gobain and Eléctricité de France in France, whidngered the M-form (multidivisional)
organizational structure in the 1920's, first st@diio use budgets to support their rapid growth
as they expanded into new products and markets Was to help them to reduce the
complexity of managing multiple strategies (Hopeader, 1997, p. 20). The enormous
diversity in the product markets served by thesgicadly integrated corporations required
new systems and measures to coordinate dispersledearntralized activities. In this kind of
environment, budgets and ROI measure rightly plagedley role in permitting central
management to coordinate, motivate and evaluate pgréormance of their divisional
managers, and perform a proper allocation of iatlecapital and resources (Johnson, Kaplan,
1991, p. 11). However, it is was only in the 1968& accountants started adding to budgets
other functions (like management performance eviaoand motivation) in addition to those
functions for which they had originally been devdse planning and control (Hope, Fraser,
1999b, p. 50). In that period, budgets became ¢éméral and most important activity within
management accounting or in the words of HorngFarster and Datar: “the most widely
used accounting tool for planning and controllingyamizations” (2000, p. 178). This is
exactly how budgets have remained to this day. dlg thing that has changed in the
meantime is the competitive environment in whictlalg)s companies operate and which has
provoked many discussions about budgets’ disadgastand their alternatives, some of
which will be presented in later parts of this thes

2.3. Budgeting process

The process of budgeting generally involves araitee cycle which moves between targets
of desirable performance and estimates of feagpkldormance until there is, hopefully,

convergence to a plan which is both feasible armd@able (Emmanuel, Otley, Merchant,
1990, p. 31). Alternatively, if we look beyond madgtails and iterations of the usual



budgeting process we can see that there is a sumplersally applicable budgeting process,

the phases of which can be described in the foilgwmnanner (Finney, 1994, p. 16):

1. Budget forms and instructions are distributed toraginagers.

2. The budget forms are filled out and submitted.

3. The individual budgets are transformed into appaterbudgeting/accounting terms and
consolidated into one overall company budget.

4. The budget is reviewed, modified as necessaryappdoved.

5. The final budget is then used throughout the yeaontrol and measure the organization.

The inevitable dependence of individual budgetsoae another requires that budgets be
prepared in a hierarchical manner. Figure 3 indea common hierarchical form of the
budgeting process together with the necessary fitata between particular budgets and
phases of their making. This picture shows thapitlesiaving only a few general phases, the
budgeting process, due to its linearity and iteratoop, is in fact a very complex and time

consuming process.

Figure 3: Outline of the budgetary process

organisational objectives past results and internal data on capacitie
and long-range plans performance resources etc.
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Source: Lucey, 1996, p. 108.



Since it is so complex and important, the budgepirggess requires lots of decision making
on the particular choices that developers of buglgave at their disposal. Churchill (1984, p.
151) has provided a list of eight budget choicest thanagers have to be concerned with
when setting up the budgeting system. Therebygetheacerns vary according to whether the
company intends to use its budgets primarily faanping or for control. These budget
choices are:

1. Whether it is to be prepared from the bottom-upoprdown,

How it is to be implemented,

How the budget process is linked to the stratelginpng process,

Whether it should be a rolling budget and how oftesnould be revised,

Whether performance should be evaluated againstripmal budget or the one relating
to the actual activity level of the organization,

6. Whether compensation/bonuses should be based geteddpoerformance,

7. What budget evaluation criteria should be used, and

8. What degree of "stretch" should be incorporatéal the budget.

In general, accounting theory suggests that laogepanies should be concerned more with
operational efficiency and emphasize coordinatiod aontrol aspects of budgets, while
smaller innovative firms should concentrate moreéh@nplanning aspects of their budgets.

A

Since the first budget choice about the procesd tsereate the budget is very important,
these particular methods will be elaborated on wrendetail. Generally, management’s
choices on how to start creating budgets fall orte of three major approaches (Rasmussen,
Eichorn, 2000, p. 19):

1. Top-down

The top-down approach of budgeting means that uperagement completes the budgeting
process with minimal involvement from the manageima&nindividual operating units or
departments. The levels beneath headquartersresaie the budget amounts “from the top”
and they are expected to adhere to these givenramduodividual operating units have very
little, if any, input into the determination of thedget amounts.

2. Bottom-up

With the bottom-up approach the budget is estaptisdt the bottom levels of the organization
— at the operating unit, departmental or cost/picd#ntre level — and then brought up to the
corporate level. Guidelines and targets are siteatorporate level, but specific amounts and
budgeted account balances are not passed dowe fadividual departments. Rather, these
entities are given the freedom to create their butigets at the local level.

3. Top-down/Bottom-up

A top-down/bottom-up approach combines and balartbes best elements of the two
approaches. This approach allows input from lowet apper management into the model.
The budget process becomes collaboration betweeer land top management rather than a
one-way exercise. In the combined approach, lonaragement submits the budget to upper
management and then upper management modifies uiiitteed budget to reflect the
operational knowledge that they have.



Table 1: Top-down versus Bottom-up approach

Top-down Bottom-up
Advantages Less administration and time needed te Employee involvement and motivation
complete the budget - Encourages communication among and
- Allows management to incorporate within the various units/departments
their overall strategic plans into the | -Increased budget accuracy and more
budget relevant variance analyses

- Inclusion of corporate inter-
dependencies

Disadvantage§ Employee motivation may become a | - Time-consuming

problem - Inaccurate data
- Unable to access information at the | - Opportunism if used for evaluation
source purposes
When to be - Middle management is new and does| - Lower management has the most
used not know the operations well. knowledge about local operations.
- Middle management is not aware of gll- Lower management can produce
the anticipated changes and relevant and accurate budgets.
developments that will occur within the- Corporate infrastructure supports
company. communication among and within
- The company is very small and middle business units.
management has little additional - Departments are unlikely to have
information to contribute to the redundant or omitted data.
budgeting process. - Budget inputs from multiple sources
- Communication among departments is can be easily consolidated.
poor.

- Lower and middle management do not
have time to create a budget.

- The company does not possess the tools
that would allow easy consolidation and
review of budgets from multiple
business units.

Source: Rasmussen, Eichorn, 2000, p. 20-25.

As in every other system, budgeting also has its administration. This is necessary since
otherwise it would not be possible to coordinatehsan important and large task which
involves all departments, branches, divisions ded tsubsequent management layers. What
can usually be found in most companies are thevatlg aspects of budget administration
(Harper, 1995, p. 322):

a) Budget committee

Budgets should be set by managers since only tbeigel what kind of products or services
will sell, what resources will be necessary to tehese products or services, and what
prices should be obtained for them. In additiorddmiing involves considerable management
coordination from all parts of the enterprise aodthis it is essential that a budget committee
be set up with representatives from all departmertie task of the budget committee is to
organize and supervise the preparation and admatiest of a company’s budgets.

b) Budget officer

In addition to the committee, a budget officer ddoalso be appointed. His/her work is
essentially that of secretary to the committee k¥abat a budget officer usually performs
are: ensuring that the committee’s secretarial werkarried out and that instructions are
passed on to the appropriate people, collecting datl opinions from all over the company,
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keeping managers to the budget timetable, and owihdg and briefing the committee
members.

c) Budget timetable

Major budgets are made up of smaller, but key, btglglf these smaller budgets are not
completed on time, the preparation of the majorgetsl will be held up, which in turn will
cause late finalization of the master budget amsd uitimate approval. Since delay in
approving the master budget can have serious negmons, it is necessary to prepare a
carefully thought-out timetable for all budget &ittes and avoid this situation. Adherence to
such a timetable must be strictly enforced forsystem to work.

d) Budget manual

To assist everyone who is engaged in budgetingoaddet administration, a budget manual
should be issued. The budget manual does not oaotfiiaiactual budgets for the period — it is
more of an instruction and information manual o& Way budgeting operates in a particular
organization and the reasons for having budgetsually contains sample forms and records
to be used in the budgeting process, a list of wubogy and control procedures,
organizational structure and responsibilities, itk description of the process and so on.

2.4. Type of budgets

A budget is not a unitary concept but varies frorganization to organization. The basic
concept of budgeting involves estimating futurefgranance, comparing actual results with
the estimate, and analyzing the differences betwkem. Factors that are relevant in
determining the type or style of an organizatidmglget and its effects include: the type of
organization, the leadership style, personalitiepemple affected by the budget, the method
of preparation, and the desired results of the btidg process (Cherrington, Cherrington,
1973, p. 226).

In general, budgets can be classified into two anncategories (Cohen, Robbins, Young,
1994, p. 171):

1) Operating budgets

Operating budgets consist of plans for all thosevities that make up the normal operations
of the firm. The main components of the firm’s agiarg budget include sales, production,
inventory, materials, labour, overheads and R&Ddetisl

2) Financial budgets

Financial budgets are used to control the finanaggdects of the business. In effect, these
budgets reveal the influence of the operating btsdge the firm’s financial position and
earnings potential. They include a cash budgetitalapxpenditures budget and pro forma
balance sheet and income statement.

In figure 4, all major budgets that can be used tgpical company and how they are linked

and interconnected within the larger system ofrtfaster budget can be seen. This confirms
what has already been said about the budgetingepsoe that individual budgets are

dependent on one another which requires that thgydpared in a hierarchical manner.
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Figure 4: Major budgets and their relationships

finished goods production
™ stock budget | "]  budget i
production
overheads budget
direct labour capital expenditure
budget budget
‘ }
. . Yy Vv
material usage L, purchases creditors
budget budget budget
master
budget i.e.
I — h budgeted
sales R selling and | cash Ly operating
distribution budget
budget statements
costs budget > and balance
> sheet
A
administration
costs budget
research and
debtors development
budget budget

Source: Lucey, 1996, p. 112.

Except for the usual division of companies’ budgate operational and financial, budgets
can also be differentiated based on expenditurkoaty. Using this approach, two major
groups of budgets can be defined (Kemp, Dunbar3 2003):

a) Line-item budgets

These are budgets where the name of each ling, iassées the amount of money that can be
spent on each item. If one works within a line-itbaodget, one can not overspend a specific
line item and then compensate this with savingstber line (or vice versa). The authority to
move money from one line item to another must laaigd at a higher level.

b) Block budgets

These are the opposites of line-item budgets. lddrock of money is given. The details of
the budget are presented but, later on, if one sManspend more money on one item and less
on another, one is free to do so. As long as thekbbf money is not overspent before the end
of the year, the budget remains under control.

2.5. Budgets as planning tools

Welsch, Hilton, Gordon (1988, p. 73) have defineel budgeting process as a profit planning
and control process and in that way not only haeatified the two most important functions
of budgets in organizations, but have also presdntielgeting process in a wider context than
it is usually depicted. Figure 5 clearly shows ttiet budgeting process is more than just a
process of combining quantitative financial plaltss a tool with which top management
cascades strategy goals to operating levels. Bsdgetideal for this purpose since they are in
essence the detailed quantification of targets doort-term choices of actions. Before
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continuing, it must be emphasised here that budgeis not planning — it is just the
quantification of planning.

Figure 5: Overview of the budgeting process inwviaer context

Management Sequential Phases of Primary
Function the Bugdeting Process Responsibility

1. External relevant variables

2. Broad objectives of the business

- . Executive

3. Specific enterprise goals Management
4. Enterprise strategies

Planning
5. Executive management planning instructions
6. Project plans

. ) Middle

7. Strategic profit plan (long-range) Management
8. Tactical profit plan (short-range)

Leading 9. Implementation of profit plans All Management Levels
10. Performance reports

Controlling All Management Levels

11. Follow-up

Source: Welsch, Hilton, Gordon, 1988, p. 73.

Since the budget is fundamentally a plan, planisrge first important element of budgeting
work. Planning is one of the elementary functiorism@anagement. It is the process of
developing enterprise objectives and selectinguaducourse of action to accomplish them. It
includes establishing enterprise objectives, dexetp premises about the environment in
which they are to be accomplished, selecting a ssowf action for accomplishing the
objectives, initiating activities necessary to slate plans into action and current replanning
to correct deficiencies (Welsch, Hilton, Gordon8&9p. 3). It is a phase that involves the
interpretation of the broader strategic policiesvia during the formulation of strategy and
their translation into more specific shorter-rangans. Once these short-term plans are
quantified, they become budgets. That is why in ynastances short-term planning and
budgetary planning are used as synonyms. Howeweffijgare 6 will show, connection
between planning and budgeting is not isolated frioffuences of other elements that
constitute corporate planning system and it is ipedg the coherent functioning of the
complete system that allows corporate planningetarplemented, period by period, through
the budgetary process and its two elementary phadasdgetary planning and budgetary
control (Lucey, 1996, p. 104).
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Figure 6: Budgeting and planning process
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Source: Rasmussen, Eichorn, 2000, p. 6.

Apart from the purposes of setting desired objestiand goals and linking them with
strategic long-range and tactical short-range planesfundamental objective of management
planning within budgeting system is to provide adi@rward process for operations and
control. It is this feedforward process that resdée planning phase of the budgeting system
vitally important since it allows control and cartiens of plans before they are even
implemented. The difference between feedback aedféeward concepts is that feedback
monitors past results to detect and correct distucbs to the plan, while feedforward reacts
to immediate or forthcoming dangers by making adpests to the system in advance in
order to cope with the problem on time, i.e. feattbaonitors, feedforward warns (Lucey,
1996, p. 144). Since in any organizations it iskehy that pure feedforward or pure feedback
control could operate in isolation because feedl=wkrol is too slow, while feedforward
control is too risky, these two concepts usuallyction within a single budgeting system as
can be seen in figure 7.

Figure 7: Feedforward and feedback concepts watbadgeting system
PLANNING

Desired objectives OPERATIONS CONTROL
; i Feedforward Measurement
@ Fc?ng?;lsé; ;fé:g; — —>  Actual activities; —— ) Actual and planned
. short-;ange transformation of Evaluation performance
resources compared
REPLANNING 1
T Feedback

Source: Welsch, Hilton, Gordon, 1988, p. 33.
2.6. Budgets as control devices

At the beginning of the period, the budget is axphkat the end of the period, the budget is a
control device to measure performance against ¢éaf@cs so that future performance may
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be improved. Control is achieved through continuseporting of actual progress and
expenditures relative to plans i.e. budgets (S®magel, 1994, p. 15). The aim of budgetary
control is to provide a formal basis for monitoritng progress of the organization as a whole
and of its component parts towards achievemerniabbjectives specified in budgets (Lucey,
1996, p. 147). Budgetary control process usualhgtions in a closed loop. This loop, which
is illustrated in figure 8, starts with the plangiphase, then records actual transactions, and
finally reports against the plan and generates gemant response.

Figure 8: The budgetary control process loop

Management PLAN Budget
directives // \x

RESPOND EXECUTE

Analysusx& /Z Report
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Source: Lalli, 2003, p. 3 - 7.

In accounting literature, budgeting is also knovenrasponsibility accounting. This means
that plans and the resulting information on thefqrerance of the plans are expressed in
terms of human responsibilities because it is peopbt reports that control operations. We
can define responsibility accounting as a systeracgbunting in which costs and revenues
are analysed in accordance with areas of persespbnsibilities so that the performance of
the budget holders can be monitored in financiahse(Lucey, 1996, p. 147). So the crucial
thing for profit control is the division of authgyiand responsibility to managers. This means
that managers should accept responsibility onlyr dkese figures that they have control.
However, in practice, controllabilityis difficult to pinpoint for at least two reasons
(Horngren, Foster, Datar, 2000, p. 195):

1) Few costs are clearly under the sole influencenefrmanager.

2) Over a long enough time span, all costs will coméen somebody’s control.

For this reason, companies, alongside traditioaspansibility centrés also usually set up
budget centres. These can be defined as a pant @fganization for which a given manager
has responsibility and authority and to which pgrefontrol data can be assigned (Harper,
1995, p. 320).

! Controllability is the degree of influence thaspecific manager has over costs, revenues, or @tres in
question (Horngren, Foster, Datar, 2000, p. 195).

2 There are four major types of traditional respbitisy centres: 1. Cost centre - the manager imantable for
costs only; 2. Revenue centre - the manager isuatable for revenues only; 3. Profit centre - thenager is
accountable for revenues and costs; 4. Investnatitec - the manager is accountable for investmestgnues
and costs (Horngren, Foster, Datar, 2000, p. 194).
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Together with budgetary control, there is anothiement that comprises responsibility
accounting and that is standard costing. Standzosis allow a process known as variance
analysis by which the differences between standasis and actual figures are analysed
This process also enables management by excemtitre fpracticed. The management by
exception principle means that a manager shouldesdrate primarily on the exceptional or
unusual items that appear in daily, weekly and mgnteports, thereby leaving sufficient
managerial time for overall policy and planning siderations. It is the “out-of-line” items
that need immediate managerial attention to dete¥xroauses and to take corrective action
(Welsch, Hilton, Gordon, 1988, p. 45).

For budgeting control purposes, a special type wdget is prepared called the flexible
budget. In order to understand why only those btsdgan be used for the accurate
measurement of performance, firstly the differeheaveen them and fixed budgets must be
explained. The fixed budget is based on the lefelutput planned at the start of the budget
period. On the other hand, the flexible budgetasaibped using budgeted revenues or cost
amounts based on the level of output actually aeliein the budget period (Horngren,
Foster, Datar, 2000, p. 220). For this reason, feoeontrol viewpoint, the fixed budget is
likely to be inappropriate (unless by pure chameeactual level of activity turns out to be the
same as the planned level - which is highly unjikeind should not be used for control
purposes. It is with respect to this sort of budbat the old saying “the budget is out of date
before the budget period even begins” is oftenreecbone (Harper, 1995, p. 336).

2.7. Benefits and problems associated with traditiwal budgeting

It is claimed that today as many as 99 percent wbfgean and US companies are using
budgets and have no intention of abandoning theettéBBudgeting: A report, 2004, p. 2).

However, on the same page, it is stated that ay ms60 percent of those companies claim
that they are not completely satisfied with thewrrent budgeting systems and are
continuously trying to improve them (ibid., p. Jrom this evidence, it is obvious that

budgets carry with them many benefits and problems.

Here is a list of some of the benefits that tradial budgeting can bring into organization if

properly implemented and administered (Lucey, 1$9661):

a) Itis a major formal way by which the organizatibabjectives are translated into specific
plans, tasks and objectives related to individuahagers and supervisors.

b) It is an important medium for communication of argational plans and objectives and
of the progress made towards meeting those obgctiv

c) The development of budgets helps achieve coordimdtetween the various departments
and functions of the organization.

% Standard cost can be formally defined as a stanelgoressed in money. It is built up from an assess of
the value of cost elements. Its main uses are girayibases for performance measurement, contrekbgption
reporting, valuing stock and establishing sellimggs (Lucey, 1996, p. 170).

“* Except differences between standard costs andldiures, budgetary control also encompassestigation
of variances between actual results of currentopeaind the actual results of prior period, and stigation of
variances between actual results and budget gasdis¢h, Hilton, Gordon, 1988, p. 570).
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d) The involvement of all levels of management inisgtbudgets, the acceptance of defined
targets, the two way flow of information and otHeatures of a properly organized
budgeting system all help to promote a coalitiomtdrest and to increase motivation.

e) Management'’s time can be saved and attention datdotareas of greatest concern by the
exception principle which is at the heart of budggtontrol.

f) Performance at all levels is systematically regbaad monitored thus aiding the control
of current activities.

g) The investigation of operations and proceduresclwis part of budgetary planning and
the subsequent monitoring of expenditure, may léadreduced costs and greater
efficiency.

h) The regular systematic monitoring of results coragato the plan (i.e. the budget)
provides information upon which current operati@ne adjusted to bring them into line
with the previous plan or, adjustments are madéeoplan itself where this becomes
necessary.

1) The integration of budgets makes it possible téebahanage cash and working capital
and makes stock and buying policies more realistic.

Nobody has better summarized in one sentenceabdirantages of traditional budgeting as
did Umapathy in his major work on budgeting prazticin U.S. industry from 1987.
Umapathy stated: “There is no other managerial gg®dhat translates qualitative mission
statements and corporate strategies into actiarsplanks the short-term with the long-term,
brings together managers from different hierardhiesels and from different functional
areas, and at the same time provides continuitythiey sheer regularity of the process”
(Umapathy, 1987, p. xxii). It is exactly becauseto$ that budgets will soon celebrate their
century long existence.

Since budgets encompass so many different functmasare used for so many things in
organizations, it is obvious to expect them to hesgain weaknesses. A group of authors at
the Cranfield School of Management made an extengview of budgeting literature. As
part of their research, they identified 12 sigrafit weaknesses of traditional planning and
budgeting practices. These factors fall into thpecipal categories and can be listed as
follows (Neely, Bourne, Adams, 2003, p. 23):
»  Competitive strategy
. Budgets are rarely strategically focused and#ien contradictory.
. Budgets concentrate on cost reduction and rioeaeation.
. Budgets constrain responsiveness and flexipbdityl are often a barrier to change.
. Budgets add little value since they tend to loeaucratic and discourage creative thinking.
Business process
. Budgets are time consuming and costly to puettoey.
. Budgets are developed and updated too infrety@isually annually.
. Budgets are based on unsupported assumptiorguasdwork.
. Budgets encourage gaming and dysfunctional hetav
Organizational capacity
9. Budgets strengthen vertical command and control.
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10. Budgets do not reflect the emerging networkctiires that organizations are adopting.
11. Budgets reinforce departmental barriers rathem encourage knowledge sharing.
12. Budgets make people feel undervalued.

Furthermore, one of the biggest problems with btglgethat they tend to promote an inward-
looking, short-term culture that focuses on aclmgvia budget figure, rather than on
implementing business strategy and creating shitehealue over the medium to long term.
For all these reasons, it is believed that thesgknesses lead collectively towards business
underperformance and should therefore be dealt (iith).

The above listed benefits and disadvantages ofdiumgsystem have been present since the
first day of their implementation in large multidsilonal US companies at the beginning of
last century. It was the job of managerial accaotstan those and all other organizations to
devise systems that would maximize utilization afdgets’ benefits and minimize their
negative influences. A subsequent review of budgetheory shows that academicians have
been identifying budgeting problems and suggestoigtions for them since the 1950's and
that new budgeting techniques developed in 198(@s1890's can be viewed as practitioners’
attempt to incorporate some of their advice intsiess practice.

3. BUDGETING RESEARCH

3.1. Introduction

Virtually every aspect of management accountingniglicated in budgeting. Budgeting is
related to cost accounting, responsibility accowgti performance measurement, and
compensation. Not surprisingly, budgeting is on¢hef most extensively researched topics in
management accounting. It has been investigatad fraltiple social-science theoretical
perspectives generating diverse streams of res¢hatthave developed in partial isolation
from each other. Covaleski et al. (2003) have aategd the existing accounting research on
budgeting in following three areas (ibid., p. 4):

a) Psychology-based research

The psychology-based research investigated thecteffef budgeting on a variety of
potentially conflicting mental states and behavippranarily motivation, stress, satisfaction,
commitment, relations with peers and superiors,iadividual managerial performance.

b) Sociology-based research

Sociology-based studies linked budgeting to therdiure on organizational theory and
produced a stream of studies based on the contiggleory that argued that organizations
adopt practices (such as budgeting) that improwetbpnance, and that these practices vary
systematically depending on organizational varigbkch as size, strategy, culture,
environmental uncertainty, organizational structamd technology.
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c) Economics-based research

This research investigated the use of budgetingtipes like budget performance measures,
budget targets, budget-based compensation, pati# budgeting, and so on as an
equilibrium response to labour market charactegstiuch as the skills and preferences of
potential employees, information characteristioshsas uncertainty with respect to costs and
demand, and differences in information between esvaad managers.

Since this kind of structure of budgeting reseditelnature is very general and in some cases
overlapping, this thesis will present an overviefrbadgeting academic research in a more
specific way and focus on the particular budgepngpblems that have been investigated the
most and for which ideal solutions have not yetnbeeovided even to this day — e.g.
participation in budget setting and budget slackese two topics have emerged from
behavioural aspects of budgeting research wherdeatdaians wanted to find out how
budgets affect people and how people in returncafieidgets, and how this relationship
causes dysfunctional behaviour in organizationsoAbther elements of the behavioural side
of budgets which deal with budgets as targets &ednotivational effects of budgeting
system will be presented. Representative papetsigs with budgeting and budgets and are
part of stream of work referred to as the reliace accounting performance measures
(RAPM) and the contingency approach to manageneaauating literature will be presented
in separate chapters due to their immense roleeuweldpment of budgeting theory together
with table summaries at the end of each chapter.

3.2. Behavioural aspects of budgeting

Until the early 1950's, accounting literature amdcfice had largely treated budgeting as a

technical phenomenon only. Practitioners incredgimgticed, however, that organizations

with good technical budgeting sometimes had undelgrsocial-psychological events related

to budgeting. In response, the Controllership Fatind sponsored a study by Argyris (1952,

1953) to increase understanding of budgeting’s lpspgical effects. His exploratory field

study sought to identify the nature and effectstlefse undesirable social-psychological

events. He identified the several ways in which qures to achieve budgets had resulted in

stress, interpersonal conflicts, and distrust. Thesern caused dysfunctional behaviour like

gaming, reduced effort and poor communication. ast important findings of his study

were (1952, p. 25):

- First, budget pressure tends to unite the emploggasst management and tends to place
the factory supervisors under tension.

- Second, the finance staff can obtain feelings otssss only by finding fault with factory
people.

- Third, the use of budgets as “needlers” by top rganeent tends to make the factory
supervisors see only the problems of their own deypnts.

- Fourth, supervisors use budgets as a way of expgetdeir own patterns of leadership.

In order to avoid these problems with budgets,dee{d954, p. 58) suggested three simple
business principles. The first principle is thatodoattitudes are the key to successful
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budgeting where management must explain to it$ tstaf budgets are the most effective way
of corporate planning and control. The second laas that budgets must not be used as
pressure devices — “they should be tools placddreamen’s hands and not clubs to be held
over their heads”. Thirdly, only active particigati and support from top management can
assure the highest possible level of budget madiwaand instil a “let’'s do it together”
attitude instead of a short-sighted “you do it isegattitude.

Some authors such as Caplan (1966) and DeCostdfeatakis (1968) decided to elaborate
further on Argyris’ findings and provide some otlegplanations, apart from budget pressure,
for the dysfunctional behaviours caused by budgadplan (1966, p. 505) used findings from
organizational theory where individual members mbaganization tend to identify with their
immediate group rather than with the organizattself, as an explanation for the common
state of competition for funds, recognition andhauity between departments. DeCoster and
Fertakis (1968, p. 245) on the other hand saw lelagleaviour as the main factor that causes
budget-induced pressure and its negative orgaairtieffects. Their survey showed that
both leader behaviour dimensions that they tésteste positively correlated with budgetary
pressure and that the supervisor has to increagdeehibehaviour in both dimensions when
budget-induced pressure is high to effectively dati it.

One of the elements of the behavioural aspect dfjéting that received extensive theoretical
research was budgeting bias. Lowe and Shaw (1968,4) were among the first authors who
openly exposed the fact that, in many instancesagers were prepared to Bidiseir sales
forecasts to suit their own interests. As the majmurces of budgeting bias, they included
reward system, recent company practice and nomasjrsecurity of managers, wherein the
first source seemed to cause a downward and tlee ttlo an upward bias. Their study also
showed that while senior management was generalbrea of biasing, their attempts to
counter biaSforecasts had only limited success and varied ritipg on the extent of their
knowledge about situation and the frequency ofdaséng trials. Lukka (1988, p. 297) also
found that both forms of budgetary biasing — budjatk and upward-biasing — were often
seen by managers to be a legitimate part of theegairbudget control where things like
compensation stratefjyand intentional mistakes or deliberate avoidaricéheir correction
during the preparation of budgets were just simm@gs of how this game is played.

Hofstede (1968, p. 18) found that both motivatiowd gob satisfaction of a budgetee are
positively affected when the atmosphere createdrardhe fulfilment of standards is one of
sportsmanship, i.e. of seeing budget control aamaeg This observation was also supported

® They tested two leader behaviour dimensions -tisitg structure” (leadership which is work oried} and
“consideration” (leadership which is employee otéel).

® Bias may be defined as the extent to which a fser adjusts his forecast due to his own persatetiests
and perceptions and independently of factors winiéght influence the actual result (Lowe, Shaw, 1968
306).

" The act of counterbiasing may be defined as tteergit by other managers to eliminate that part fofrecast
which stems from the personal interest of the fasesr (Lowe, Shaw, 1968, p. 312).

8 Strategy that includes the allocation of bias intsts which fall outside the routine monitoring lfdget
figures. In this way, any slack that the controliedt may have lost in the key figure areas cacdrapensated
for elsewhere (Lukka, 1988, p. 297).

20



by Collins, Munter and Finn (1987) who discoverkdttsubordinates use different gameplay

patterns of coping with their superior’s budgetiegdership style and interpersonal stress

associated with budgeting. In their survey theyehmentified 4 distinctive budgetary game

patterns (ibid., p. 46):

1) Devious game pattern — it involves budgeting striatethat are not straightforward.

2) Economic game pattern — people using this patteesemt their superior with budget-
related facts, demonstrate that requests can pdldmselves, and invite their superior to
see for him/herself how things are.

3) Incremental game pattern — managers in this cafagg® last period’s amounts as a basis
or starting point.

4) Time game pattern — this pattern is practiced bgehwvho look for the “right time” before
making a budgetary request.

However, as Schiff and Lewin (1970, p. 267) haventb out, this budget gaming is not
always positive and beneficial to organizations rehemanagers work. When Schiff and
Lewin re-examined the traditional relationship bedw the controller and the controlled
within the organization, they found that, in fadt,is not only budgets which cause
dysfunctional behaviour within organizations, blgoapeople with their individual goals,
which are often in conflict with organizational dmaoften cause malfunction of the same
budgeting process. These were the first authorsagBmned part of the blame for budgeting
problems to the people who make and use them andstdo the budgeting process itself. In
this light, budget games became something thatsheedbe dealt with and not supported.
Steele and Albright (2004, p. 84) went so far aglemtify five types of bad behaviour used
by managers to subvert decision-making standardsaam resources at budget time, so that
senior management can easily recognize them arlgl tygoproper counter measures. Those
are:
 The Sandbagger — managers routinely come to thle talth a budget that is less
ambitious than one they know they could probabilfjl fu
* The Magician — division managers know things alibair business that do not show up
in the budget figures.
 The Lone Agent — managers contend that their bssicannot conform to corporate-
budgeting conventions because of their supposedfue character.
* The Visionary — managers who don’t have the numbartheir side and often appeal to
emotions.
 The Hostage Taker — managers claim that they cémedesignificant and immediate
performance improvements if they are given a hugggrtion of the available corporate
budget.
Jensen (2001, 2003) claimed on the other handtibahain reason why managers game the
budgeting system is much simpler one. He identifredtraditional link between budgets and
bonuses evident in a pay-for-performance incerdpstem, which rewards managers only for
reaching minimum budget targets and which is cagiesbme maximum level, as the main
reason for managers’ budget diversions. He showelis research that, in this system,
managers are motivated to reach the minimal targjeg whatever means necessary and keep
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their performance under maximum cap (ibid., 20019¢). Jensen suggested a solution to
curtail this problem in the form of a linear pay-feerformance system that rewards actual
performance independent of budget targets (ib@D32p. 389).

3.2.1. Budgets as targets

Budgets represent a definite and quantitative godlas such can be easily used in employee

evaluation and motivational purposes. In order lhaidgets to achieve these functions,

managers have to be very sensitive to the behalioinfluences that budgets as

predetermined goals have on ordinary employees. gia is to set up budget goals that

satisfy top management’s ever increasing demangbriait growth and employees’ wishes

for attainable and not too difficult targets. Th&yghological evidence suggests that the best

results are obtained by setting the most diffigdals acceptable to employees and thus are

internalized and accepted as their own personaictibes. However, as many managers have

found out, putting this advice into practice is filmm easy. This is why a number of studies

have tried to find some solutions to help manag#eal with this issue. Two basic

philosophies have been developed on the levelshathwbudgeted amounts should be set.

They can be identified as (Meigs et al., 1996,02.6):

1) The behavioural approach

- budgeted amounts are set at reasonable and acleidsnadls;

- the budget is viewed as a “fair” basis for evaligtlepartmental performance;

- a department which operates in a highly efficiemnmer should be able to exceed the
budgeted level of performance;

- failure to stay within the budget is viewed as aaaceptable level of performance;

2) The total quality management approach

- organization is committed to the goal of completelyminating inefficiency and non-
value-adding activities and strives to achieveguion in all aspects of its operations;

- budgeted amounts are set at levels that reprebsaluge efficiency;

- small failures to achieve the budgeted performaecee to direct management’s attention
towards those areas in which there is “room forrmmpment”;

One of the first studies that dealt with this mattas Stedry’s (1960). His research goal was
to test the effects of budget difficulty and indiuals’ motivation (level of aspiration) on
performance. He found that individual performargceanditional on whether a budget target
Is imposed, and if it is imposed, on difficultly tdfe target achievement. He basically first
suggested a premise that managers’ performancbecanproved by choosing budget levels
attuned to the motivational structures of the imdiial managers (ibid., p. 147). Becker and
Green (1962, p. 402) suggested that one way ofgddims is to frequently compare
performance and budget together with feedbackecethployees. Their reasoning was that:
a) If performance meets or slightly exceeds expeatatioe level of aspirations will rise and
budgets must be revised; otherwise employees witiopm at the current budget level
when they could be performing at a higher budgetlle
b) If performance is just slightly below expectatiobsidget changes are not necessary, but
feedback is so that employees will continue tasstfor the budget goals.
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c) If performance is well below the budget, the budgetst be revised downwards. If such
revision is not made, employees’ level of aspiratall fall, the budget will be viewed as
unattainable and output will fall.

Once this triangular relationship between leveboflget goals, motivation and performance

was acknowledged in accounting literature, manja@gt wanted to make their contribution

to the development of this model. As can be sedigure 9, when Hofstede (1968, p. 144)

studied this matter, among other elements, he foleid

- Loose budgets are poor motivators.

- The motivating effect of budgets becomes strondesnthey become tighter.

- Over a certain limit of budget tightness, motivatie poor again.

- This limit, and in general, the extent to and tteywn which people internalize standards,
depends on factors in the situation, in managenaswt in the personalities of the
budgetees.

Figure 9: The effect of budget difficulty on penicance

A Optimal
Expectations performance
budPet

Adverse budget
variance

Performance

Actual
performance

|-

Easy Budget difficulty Difficult
Source: Emmanuel, Otley, Merchant, 1990, p. 173.

In addition to this, Dunbar (1971, p. 90) also fduhat monetary incentives encouraged the
setting of less difficult goals when the reward elgged strictly on goal achievement and that
inadequate extrinsic rewards may result in theingetof difficult goals and higher
performance. His model on this topic, as presentedtgure 10, claimed that as the budget
goals are increased, the discrepancy between plaane achieved performance increases
leading to an increase in coordination costs aratiaction in profits.
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Figure 10: Trade-off between harder goals, perfoigeaand coordination costs

Goal accepted
Goal actually set

Performance achieved

Profit in dollars

Cost of coordination

| I I T |
60 50 40 .30 20 10 0
Probability of achieving goal

Source: Dunbar, 1971, p. 91.

Another author worthy of mention who also reseadctings topic of the appropriate level of
budget goal difficulty was Hopwood (1976, p. 58pr Rhe purposes of his research, he
borrowed a concept from the achievement motivatioeory and defined overall budget
achievement tendency as the outcome of a conflktivéen two opposing tendencies —
motivation to achieve successs{Bind motivation to avoid failure (F). Depending on which
motivation is more present within a manager, thatisnship between the perceived difficulty
of the budget and the level of overall performacae be bell or U-shaped as seen in figure
11.

Figure 11: Relationship between degree of budditulty and performance

<T

Performance

>T

T T T
An easy budget A budget of intermediate A very difficult budget
difficulty
Degree of budget difficulty

Source: Hopwood, 1976, p. 62 and 68.

As the debate on the appropriateness of budgeatipation sparked in the 1970's, authors
like Kenis (1979, p. 718) suggested that upperl Imanagement may be able to improve the
attitudes and budgetary performance of lower |lenahagers by emphasizing the clarity of
budget goals and by soliciting the participatiomdnagers in the determination of goals. In
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line with this research, Shields, Deng and KatoO@®Op. 197) proved in their study that
standard-based incentives and standard tightnessfauenced by the degree of subordinate
participation in standard setting, and that thea# of these control-system components are
indirect on job performance through job-relate@sdras the intervening variable. Suggestions
like these that came from the later studies bdgically updated the existing models and
beliefs, but brought nothing new or revolutiongEyen the most recent studies such as those
of Fisher, Peffer and Sprinkle (2003, p. 70) conéd what is now a generally held belief,
that both motivation and performance can be enlthrime budget levels of moderate
difficulty and tools like group budget-linear caantts.

However, as one particular study revealed, notathpanies in the real world stick to the
general recommendations that come from the acaayrtheory. Merchant and Manzoni
(1989, p. 554) found evidence that the vast maaoit profit centres’ budgets that they
investigated are challenging, but with the managerneam’s consistent effort, very likely to
be achieved. This finding was surprising as it sgimconsistent with conventional wisdom
that suggested that, for optimal motivation, budgegets are missed more often than they are
achieved. They explained this discrepancy by thésation that budgeting is not a system in
itself, but rather a part of the wider corporateanpland control system, where goal
achievability cannot be separated from issues tkelpensation, design of the reward
function, role of accounting measures in perforneagnaluation, and organizational structure.
In this way, they confirmed that budgeting systesnsomething that is customized and
adopted to the specific needs of a particular comw@ad not a generic model that is copied
from company to company.

3.2.2. Budgeting and motivation

The relationship between budgets and employee ataiiv has also been one of the very
important topics that received substantial inter@stccounting research. In order to examine
the behavioural impact of budgets, accounting tkesohave used the expectancy theory of
motivation. In this theory, people select actiomsddl on (1) the expectation that the action
will result in particular outcomes and (2) the vales (or personal satisfaction) associated
with the outcomes. The expectancy model of motwattan be written as follows (Ronen,
Livingstone, 1975, p. 672):

M =1V, + F;(Na +ZP2iEVij

i=1
where
M = Motivation to provide effort
IV, = Intrinsic valence as a result of successfullsiggening the task
IVp = Intrinsic valence resulting from behaviour diezttoward goal achievement
EVi = Extrinsic valence from thieth extrinsic reward, contingent on the task beiogngleted
P, = Expectancy that goal-directed behaviour wilutes the task being accomplished
P,i = Expectancy that completion of the task will le&ol the-th extrinsic reward
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The expectancy theory of motivation makes it cliat budgets, in themselves, have little
motivational impact. Sources of positive motivatibe on the one hand in the intrinsic
satisfaction that may be gained from actually aite a pre-set budget target and on the other
in the extrinsic rewards, such as salary bonusdsreed promotion prospects or status that
are associated with budget attainment (Emmanutdy¥erchant, 1990, p. 175). Ronen and
Livingstone (1975, p. 674) are the earliest authorsave written about this topic. They first
managed to explain the connection between the &p@c model and the accounting
budgeting process using the following relations:

- Budgets reflect management's expectations abob#atwconstitutes successful task
performance. Implicit in this is the promise of iaxsic rewards for subordinates if the budget
is accomplished which specifies the level of estignvalences associated with work-goal
accomplishmenEV;.

- Perceived difficulty of the budget affects thepegtancy of the subordinate that his/her
effort will lead to budget achievement, thus thateat of the budget serves as an input for
the subordinates to formulate theirdxpectancies.

- The degree to which superiors were consistenbaonsistent in delivering the contingent
rewards following budget accomplishments may indtloe subordinates to revise their
estimates of

- Budgets may also fulfil the role of providingstture to an ambiguous task as well as of
coordinating activities so that merely working tod& accomplishment of the budget
provides satisfaction. In this way, the budget @ffethe intrinsic valence associated with
goal-directed behaviouW,,

Subsequently, several authors decided to conduekp@rimental evaluation of the relevance
of expectancy theory in budgetary setting. Rockn@€¥7, p. 899) found that difficult
budgets, a predictable reward structure, and forfieatlback on results resulted in better
performance and a higher level of employee satisiacwhile Brownell and Mcinnes (1986,
p. 596) discovered that participation and perforoeamlthough positively related, can not be
explained using the expectancy theory as a franlewsioce the path between them through
motivation explained very little about their retatship. Overall, these results supported the
expectancy theory model, and all these studies caddedibility to using the expectancy
framework in developing models of budgetary motwas. However, it should be noted that
the model fared less well when it was used to ptetie performance of audit staff members
by Ferris (1977, p. 613). He found that while tixpextancy model was generally a weak
predictor of audit staff performance, it was onesthand, a significant predictor of employee
job satisfaction, thereby confirming the budgetstivational effect only on satisfaction.

The most specific work in the study of relationshgiween budgets and motivation was done
by Hofstede (1968). He explored various sources frehich motivational effects of budget
system could be explained and predicted, tryinthat way to provide an answer to his basic
research problem — how to live with budgets andogemotivated by them. The results of his
finding are summarized in table 2, which preseimésmost comprehensive list of motivational
effects that a budgeting system can induce anduels san be used as a useful guide for
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managers that are responsible for dealing withkibleavioural aspects of budget in their

companies.

Table 2: Summary of the main positively and negdgivnotivating characteristics in budget

systems

Types of

basic needs Characteristics in system Characteristics in system
mainly positively motivating negatively motivating
involved

Safety Needs

- Heavy stress on salary rewards and
penalties, leading to possible feelings of
injustice and unfairness.

- Heavy stress on status and promotional
rewards and penalties.

- Management by fear.

- Stress on accountability.

- Changes for which the budgetee is not
prepared.

Affiliation
Needs

- Frequent communication budgetee-super
developing in budgetee a positive
perception of superior's budget motivation
Formation of coherent peer-groups of
budgetees with norms reinforcing budget
motivation, by using group methods of
supervision.

of, Stress on the power element in the

budgetee-superior relationship.

- Formation of coherent peer-groups of
budgetees with group norms against the
budget.

- Breaking interdepartmental cooperation b
budget pressure; making budgetees
department-centred; divide and rule.

- Breaking “psychological work contract”
between budgetees and their subordinate
by budget pressure.

- Controller's department exercising
bureaucratic power through the system;
being misunderstood and seen as spoil-
sports.

Esteem-from-
others Needs

Moderate use of praise as well as criticisn
Separation of appraisal and goal-setting.

n.

- Bias towards personal criticism when

unfavourable budget variances are shown.

- Management by unfavourable exceptions
only.

Achievement
Needs

Knowledge of results.

Potential of budgets to be internalized intd
personal levels of aspiration.

Value of budget as a public standard for
achievement, having meaning to others th
the budgetee only.

Balance of success and failure-experiencg
adapted to personality, age, etc. of the
budgetee.

Budgets seen as challenging.

an

- Consistent failure-experiences.
- Budgets seen as easy.
- Budgets seen as impossible.

Autonomy
Needs

Participation in decisions to structure the
budget and variance reporting system.
Using external reference points for
standards wherever available.
Participation in finding reference points fo
standards.

Using participation in standard-setting
where external reference points are not
available, to an extent adapted to the nee
for autonomy in the particular budgetee.
Using standard-setting by higher authority
where external reference points are not
available, also to an extent adapted to the

jon

Participation in standard-setting that is no
perceived by the budgetee as such (“psel
participation”).
Participation in setting of standards for arg
outside operational control.

Using participation in standard-setting
indiscriminately.

Using standard-setting by higher authority
indiscriminately.

do-

pasS
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Types of

basic needs Characteristics in system Characteristics in system
mainly positively motivating negatively motivating
involved

need for autonomy in the particular
budgetee.

- Participation in decisions to act on reported
variances.

Source: Hofstede, 1968, p. 74.

3.2.3. Budget participation

Accounting literature indicates the importance aftgipation in budget setting. It states that
the participation of middle and lower level manager the budgeting process can have
beneficial effects in at least two ways. First, ftecess of participation reduces information
asymmetry in the organization, thereby enablingtgmagement to gain insight into issues
about which lower level managers have specializedwkedge. Second, the process of
participation may bring about a greater commitni®ntower level managers to carry out the
budget plan and “meet the budget” (Welsch, HiltGoydon, 1988, p. 98). Participation is a
process that can be used for planning and goaingetthen there is environmental
uncertainty, for motivating subordinates when thertask uncertainty, and for coordinating
interdependence when there is task interdepend@@tdelds, Shields, 1998, p. 65). Some
authors even claim that participation is the madtutson to the dysfunctional effects of
budgeting (Argyris, 1952, p. 28). Neverthelessralae also dangers inherent in participative
budgeting. Some managers may use the opportunigngoy participation to reduce the
standards demanded of them and to bias the essirttag submit (Young, 1985, p. 830). In
many companies pseudo-participation, where a supkais a subordinate be involved with
but have no influence on setting the subordinatedgbt, instead of proper participation,
where a superior lets a subordinate be involvedh witd influence budget setting, is used
(Becker, Green, 1962, p. 401). Thus, participat®ono universal solution. It is an essential
part of effective budgetary control, but needs ® used with care and understanding
(Emmanuel, Otley, Merchant, 1990, p. 172).

Studies related to the topic of budget participatan be in general divided into two major
groups. One set of researchers tried to investigate determine the optimal conditions of
budget participation, while others were more ird&d in depicting the links between
participation and variables like performance andl gatisfaction. The first group of authors
like Bruns and Waterhouse (1975, p. 200) discovamneitheir studies that that managers in
highly structured organizations tend to perceiventbelves as having more influence and
therefore participate more in budget planning applear more satisfied with budget-related
activities. Managers in organizations where autiioils concentrated are generally held
accountable for fewer financial variables, expeseersuperior-related pressure, and see
budgets together with participation as less usefido similar to this are the findings of
Hofstede (1968, p. 192) who observed that those edhmot usually participate in budget
setting mostly do not desire it and that partiggratusually becomes attractive only after it
has been experienced.
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Although a positive relationship between budgetip@ation and employee performance has
never really been in doubt, how exactly this fumas in reality, has remained an open
guestion to this day. Some authors claim thatlthisis simple but not direct where various
elements can play the role of an intervening vé&iaBo, for example, we have Brownell
(1981, p. 844) who found that the link betweenipgudtion and performance was dependent
upon the personality of the manager involved. Manmagvho felt that they had a significant
degree of control over their destiny exhibited éixpected relationship, but for those who felt
their destiny was controlled by luck, chance oe fétudgetary participation resulted in poorer
performance. The same results were also confirmfeehvhe repeated his research in a field
study (1982a, p. 766). Other intervening variabheg were often used to explain the effects
of budget participation on job performance wereddmet adequacy and organizational
commitment (Nouri, Parker, 1998, p. 477), cultratkground of the managers (Tsui, 2001,
p. 138), fairness perceptions and goal commitméfentzel, 2002, p. 248) and similar. On
the other hand, authors like Shields and Young 3199 276) claim that this link is much
more complex. The relationship that they discovesed where the extent of information
asymmetry affects budget participation, which afethe use of budget-based incentives,
which then positively affect performance. Similarige results that Kren (1992, p. 523) and
Chong and Chong (2002, p. 79) obtained, provedetadnsistent with the proposition that
budgetary participation facilitates job-relevantformation acquisition by managers via
budget goal commitment, and that job-relevant miaiion, in turn, is associated with
improved performance.

Positive association between the degree of budgsdicipation and employees’ attitudes
towards their jobs and the company is also somgthat accounting literature took for
granted (Milani, 1975, p. 282). Similarly to theepious relationship, researchers only argued
about the intervening variables that connect gadton and job satisfaction. Chenhall (1986,
p. 269) claimed that the effects of participativelgeting on subordinates’ satisfaction with
their jobs and budgets are influenced by the condiion of authoritarianism between the
subordinate and the superior, while Dunk’s (1992b215) study showed that these effects
can also be influenced by the managerial level whmrticipation is significantly more
effective in enhancing job satisfaction of highevdl managers than those in the lower ranks.
Another study worthy of mention was done by Chgtaon and Cherrington (1973, p. 250)
who managed to confirm that budget participation &sad to the maximization of both
performance and satisfaction if the type of budgetantrol exercised by supervisors and the
type of reinforcement contingencies are matchea pnoper way — group-based participation
together with output-budget emphasis or imposetggaation with output only emphasis.

Table 3: Budget participation — summary of thevatd studies

Study Sample Conclusions

Becker & Green | N/A - Participation is divisible into process (thet) and content
1962 (the discussion topic).

- The setting in which participation occurs is detmant of
the production outcome (e.g. participation willdeta lower
output in authoritarian organization).

Hofstede 1968 90 managers & 50 - Participation leads to higher motivation to atthudgets.
controllers from 6 plants| - Participation is found more at higher managenrdls.
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Study Sample Conclusions
of 5 Dutch industrial - The effect of participation on the relevancetwf budget is
companies stronger for non-authoritarians than for authoidtas.

- Those who do not usually participate in budgéirsg mostly
do not desire it.

- People new at their jobs and younger people tenktsire
more participation.

Cherrington &
Cherrington 1973

Experimental session
with 230 undergraduate
students

- Participation leads to the highest performanat an
satisfaction when conducted in output-budget coetircy
environment.

- In cases of output-only and budget-oriented caygihcy
environments it is better to impose budget goalsserpseudo-
participation if we want to achieve the highestfgenance
and satisfaction levels.

Bruns &
Waterhouse 1975

284 managers directly
involved in budgeting
process from 26 differen
companies

- Organizational structure influences level of jgpation.

- Size of organization and technology are posiivarrelated
with structuring activities, and structuring img@idistribution
of authority and increase in participation.

Milani 1975

82 foremen in productio
plant of one
manufacturing company

n - Relationship between budget-setting participatiod
performance is weakly supported.

- Participation and attitudes towards the job d@ddompany
are significantly positively associated.

Brownell 1981 &
1982a

- Laboratory experiment
with 46 undergraduate
students & 48 middle
level managers

- There is significant interaction between parttipn and
locus of control affecting performance, where:

- participation has positive effect on performangth
individuals who feel they have a large degree ot over
their destiny (“internals”), and

- participation has a negative effect on perforneanith
individuals who feel that their destinies are cold by luck,
chance or fate (“externals”).

Brownell 1982b

48 managers of one
manufacturing company

- The impact of supervisory evaluative style orfg@nance is
moderated by budgetary participation, where:

- high participation/high budget emphasis and low
participation/low budget emphasis are associatéi fvgher
performance, and

- high participation/low budget emphasis and high
participation/low budget emphasis are associatéldl viver
performance.

Young 1985

Laboratory experiment
with 43 MBA students

- Participation in the budgetary process leadatlling slack
into the budget.

Chenhall 1986

39 departmental
managers and their
supervisors from 9
manufacturing
organizations

- Budgetary participation increases subordinategstction
with their jobs and budgets.

- Participation is more strongly associated withadinates’
job satisfaction and budgetary attitudes in dyadseprised of
subordinates and superiors who have the same lefvels
authoritarianism (homogeneous dyads) than in hgégr®ous
dyads.

Kren 1992 80 managers from 63 | - The effect of participation on performance throyob-
Fortune 500 relevant information is persisted across all lewéls
manufacturing firms environmental volatility and is somehow more pramzed

when environmental volatility is high.

Dunk 1992b 26 production managers - Higher-level managers derive significantly gregd

from various firms

satisfaction from participation than lower-level magers.

Shields & Young
1993

98 corporate controllers
from S&P 500 firms

- The extent of information asymmetry positivelfeats
budget participation.

- There is positive association between the ugmdfcipative
budgeting and the use of budget-based incentivieishvthen
positively affect firm-wide performance.

Nouri & Parker
1998

135 managers from largg
multinational
corporations

> - Budget participation affects job performance cliseand
indirectly through two intervening variables — batigdequacy
and organizational commitment.

Shields & Shields

60 managers graduate

5 of - Raatizce budgeting exists for planning and goalisgtt
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Study Sample Conclusions

1998 MBA program when there is environmental uragety, for motivating
subordinates when there is task uncertainty, and fo
coordinating interdependence when there is task

interdependence.
Tsui 2001 89 subunit managers of| - Effect of budget participation and managemenbanting
large manufacturing systems on managerial performance depends onalultur
companies in China background of managers, where:

- for Chinese managers (high-collectivist, largevpodistance
& long-term orientation culture) relationship beeme
management accounting systems and managerial perfice
is negative for high levels of participation, and

- for Western managers (high-individualist, smadiagr
distance & short-term orientation culture) the tielaship
between management accounting systems and manageria
performance is positive for high levels of partatipn.

Chong & Chong | 79 middle-level - Participation influences budget goal commitmerticiv in

2002 managers from turn influences the acquisition of job-relevant mfation,
manufacturing companieswhich then influences performance.

Wentzel 2002 74 responsibility-area | - More participation fosters a higher sense ofiesis, which,
managers at large urban| in turn, increases managers’ commitment to budgetaals
hospital and subsequently enhances performance.

As can be seen in the summary above, most stuthesghthat budget participation is a very
useful management tool in achieving higher perfarcea Although this link is not direct but
aided through numerous intervening variables likaagers’ motivation, personality, fairness
perception, and cultural background, its direci®positive. This represents a very important
fact since it implies that budget participation gldobe a non-excludable part of the budgetary
process. Studies also showed that budget participatcreases job satisfaction and leads to
positive attitudes toward budgets, making the amgumnfor its use even more convincing.

3.2.4. Budget slack

Budgetary slack can be defined as the differented®n the total resources available to the

firm and the total resources necessary to mainkesrorganizational coalition responsible for

the budgetary slack (Welsch, Hilton, Gordon, 1988,55). Typical examples of budget

slacking and reasons why it occurs can be as faliglvd.):

1. Sales budget estimates are understated “to protestlves and exceed the sales budget
certainly can not be criticized.”

2. Overestimating expenses “so we will have plentymainey and spending less than the
budget looks good to the management.”

3. Requesting more cash than needed “so that we war# to ask for more and if we turn
some down it will look good.”

4. Approving unnecessary expenditures near the entheofoudget period when there is
excess of funds “because our budget allowancehmnext period will be cut if we turn
money down now.”

It is important to notice that budgetary slack pftesults from a logical circular phenomenon.
Slack is built into a budget because the budgétpally cut in a higher-level review, and
budgets are cut because slack has been built iny Menagers also tend to create budgetary
slack to satisfy personal aspirations in “good g&awnly later to convert it into profit during
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the “bad years”. So it can be said that in a waggeti slack provides managers with a hedge
against unexpected adverse circumstances.

According to the results of the study conductedbkiff and Lewin (1970, p. 263) budgetary
slack in some companies may be quite significartt aocording to their estimates may
account for as much as 20-25 percent of a divisidmidgeted operating expenses. For this
reason it is of no surprise that many authors hagd to provide some solutions on how to
curtail this anomaly caused by the traditional kaiagy process. Studies done on this topic to
date have identified the use of the budgeting sy$te control and evaluation purposes when
the budget is tight (Onsi, 1973, p. 546), and imfation asymmetry (Young, 1985, p. 840) as
the main factors that contribute to the increasmamagers’ propensity to create slack. Some
results also indicate that business units thatateen more diversified companies, pursue a
differentiation strategy, and/or have been mordigatle have more budgetary slack (Van der
Stede, 2001, p. 43). On the other hand, strongocat® culture in the form of reputation and
ethical concerns (Stevens, 2002, p. 169), participan budgeting process, technological
predictability, and superiors’ ability to detecack seems to reduce managers’ propensity to
create slack (Merchant, 1985a, p. 207). It mustrbphasised here that although participation
provides managers with the opportunity to builcklato their budgets (Dunk, Nouri, 1998,
p. 82), they do not necessarily attempt to do s@yd, for reasons that include moral, ethical
and career advancement considerations (Dunk, Refd&87, p. 660). Many authors
recommend that managers create the environmentudfiaintrust between all levels of
management during the budget preparation phasenatitht way create a so called truth-
inducing scheme. This is because numerous studws $hown that, when a truth-inducing
scheme is introduced, budgetary slack decreasesicantly, particularly for risk-neutral
subjects such as lower levels of management, (Wdl888, p. 96) and in situations where a
high level of information asymmetry is present (@h&ooper, Waller, 1988, p. 169).

However, it must be mentioned here that it is gmdesn accounting theory to find examples
of studies like that of Dunk (1993, p. 406) who owvered evidence contrary to that suggested
in literature, which suggests that when informa@gsymmetry and budget emphasis are high,
participation leads to a reduction in slack. Heorggd that slack was low (high) when
information asymmetry, participation, and budgetpbasis were all high (low). His results
suggest that the nature of the relationship betwkeese predictors and budgetary slack may
be more complex than initially anticipated and,sash, will require further research in the
future.

Table 4: Budget slack — summary of the relevardistu

Study Sample Conclusions
Schiff & Lewin 3 divisions, parts of - Managers create slack in budgets through a psaafes
1968, 1970 multi-division companies| understating revenues and overstating costs.

- There is a close correlation between type ofscasductions
undertaken in “bad years” and expense categoriedich
slack accumulates during “good years”.

- The type of control system employed affects htaglsis
created within division and how it is managed: écehtralized
company slack is concentrated at divisional managetevel
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Study

Sample

Conclusions

while in centralized company slack is diffused tigb all
management levels.

- The organization’s reward structure together witlsertainty
avoidance are main factors for slack creation bpagament.
- Slack builds up cumulatively and it becomes large
irretrievable in the long run.

- Increasing participation of top management inldhdget
process through budget task groups is proposedalsition
for budget slack.

Onsi 1973

107 managers from 7
large multinational
corporations

- There is a relationship between budgetary slack a
manager's attitude toward an authoritarian top gement
budgetary control system.

- Budgetary slack is created as a result of pressnd the use
of budgeted profit attainment as a basic critenavaluating
performance.

Merchant 1985a

170 managers from 19
organizations in
electronics industry

- Budgeting system for control purposes does roease
managers’ propensity to create slack significaedgept where
budget is tight.

- Participation in budgeting process reduces slack.

- Technological predictability has a minor negaéffect on
slack creation.

- Superiors’ ability to detect slack reduces mansige
propensity to create slack.

Young 1985

Laboratory experiment
with 43 MBA students

- Participation in the budgetary process leadautlling slack
into the budget.

- The amount of slack is positively associated wiith
aversion.

- Increasing social pressure decreases the ambalatof.

- Participation with private information does neadl to more
slack than when information is shared.

Chow, Cooper &

Laboratory experiment

- The difference in slack under the truth-inducamgl slack-

Waller 1988 with 40 college students | inducing pay schemes is greater when there is ersup
subordinate information asymmetry about subordinate
performance capability.

Waller 1988 Laboratory experiment | - Worker’s risk preference is an important deteaninof

with 51 college students| budget slack in truth-inducing pay scheme.
- When truth-inducing scheme is introduced, slaetrdases
for risk-neutral subjects but not for risk-aversbjscts.

Dunk 1993 79 managers from - Slack is lowest (highest) when information asyrtryne

manufacturing
organizations

participation, and budget emphasis are all higiv)lo

Dunk & Perera
1997

7 managers from
manufacturing
organizations

- The association between participation and sladependent
on the levels of both budget emphasis and infoomati
asymmetry, and personal factors like moral, ettacal career
advancement considerations.

- Managers are aware that participation providemthvith the
opportunity to build slack into their budgets.

Dunk & Nouri
1998

N/A

- The extent to which slack is created mayrifeuenced
directly through budgetary participation, indirgcthrough
intervening variables or through an interactiortwgpecific
predictors.

Van der Stede
2001

153 business units
managers from 37 firms

- Corporate diversification is positively assocthteith slack
in business unit budgets.

- Tight budgetary controls and high-powered inoggi
effectively curtail budgetary slack.

- Business units that pursue a differentiationtstg and/or
have been more profitable enjoy more budgetarkslac

Stevens 2002

Laboratory experiment
with 52 college students

- Reputation and ethics are negatively associatddthe
budgetary slack.
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A joint conclusion drawn from the summary of stigdrelated to budget slack is that slack is
an elementary part of every budgetary process whithdespite managements’ attempts to
curtail it through increased use of budget cordral budget participation, always exist due to
its connection with employee psychology. Of coulsang so much present in every day life,
budget slack can hardly be treated as a mystery.th@ncontrary, it is a well known
occurrence that is, in many cases, willingly alldowén order to compensate for
simultaneously occurring tight budget requirememts pressure.

3.3. Reliance on Accounting Performance Measures fRM)

With the publication of his book, Argyris (1952) svane of the first to document the
dysfunctional behavioural effects of using buddgetsmeasure and evaluate performance. His
book motivated a stream of work referred to as rflence on accounting performance
measures (RAPM) literature. This construct sigsitiee extent to which superiors rely on and
emphasize those performance criteria which aretdighin accounting and financial terms,
and which are pre-specified as budget targets @tery 1993, p. 319). Common elements of
RAPM studies are the focus on the use of accoumtiiogmation for managerial performance
evaluation, the frequent use of contingency frantgsoin which the contextual
appropriateness of RAPM is analyzed, and the healignce on research methods from
psychological and sociological research fields {fann, 2000, p. 455).

Initial research in this area was conducted by Hop1972) and Otley (1978) who focused
on the relationship between the evaluative sty aamange of dependent variables including
job-related tension, interpersonal relations armfiop@mance. Subsequent studies influenced by
this research have tried to further specify the RARodel, linking the evaluative style to
subordinate attitudes and behaviours by examirtegetfect of contingency factors. These
have, among others, included task and environmentartainty (Hirst, 1983; Govindarajan,
1984), budget participation (Brownell, 1982b; Br@aNnHirst, 1986), business unit strategy
(Govindarajan, Gupta, 1985), task interdependemiai§ili, 1989), and national culture
(Harrison, 1993). Implicit in these studies was #msumption that a match between a
superior's evaluative style and contingency factai# mean that the style is seen as
appropriate by subordinates and with that resolsguhctional behaviour in the budgeting
process (Harrison, 1993, p. 319).

Continuing on from the work of Argyris (1952), Hopad (1972) wanted to know whether
the dysfunctional behaviour in budgeting is thessmuence of using the accounting data in
performance evaluation or whether it is dependgmnuthe precise manner in which the
accounting data are used. In order to do that, éxeldped and tested three styles of
evaluating performance which make distinctly déferr use of the accounting data (ibid., p.
160):
1) Budget Constrained Style in which budgets playyarkée in evaluating performance and
are used in a rigid manner so that failure to aehibudget targets results in poor
evaluations regardless of the reasons for failure.
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2) Profit Conscious Style in which budgets provide é&sgfor indicating whether
performance is good or bad, but they are usednroee flexible manner and viewed as
just one indicator of a longer-term concern witbfs.

3) Non-accounting Style in which budgets are of seaonpdnportance and performance is
primarily evaluated by reference to non-accounimigrmation.

Hopwood (1972) extended the psychology-based stibydgeting by investigating whether

the extent and style in which managers use budget&valuate their subordinates’

performance influences subordinates’ mental staghawour, and performance. He
hypothesized and found that if a cost centre headepves that he is evaluated on the basis of

a budget constrained performance evaluation stgtber than on profit conscious and non-

accounting performance evaluation styles, he isertikely to experience job related tension,

have poor relations with superiors and peers, am@tipalate accounting data. He also
presented evidence that the Budget Constrainec Stgls associated with lower budget-

related performance (ibid., p. 176).

A subsequent study by Otley (1978) repeated sontéopfvood’s (1972) work in the setting
of independent profit centres where it was thoutylatt the budgetary information would
represent a much more adequate measure of marggafiamance. In this situation, rigid
performance evaluation based on budget achievemgntared to be the most effective
management style (ibid., p. 135). Contrary to whias expected, the style of budget use did
not affect job- or budget-related tension, nor didbudget-oriented style decrease job
ambiguity or ambiguity of evaluation. On the othend, job-related tension did increase
when a manger disagreed with the way in which btsdgeere set or his performance
evaluated. Otley (1978) also found that the usa phrticular style of evaluation by group
managers was conditioned partly by their own manalgehilosophy, but varied from unit to
unit according to the toughness of its operatingirenment, and its size and profitability.
Senior managers thus acted in a way which suggjestsio uniformly best style exists, but
that the style of budget used should be matchdbet@ircumstances. On top of this, he did
not find any evidence to indicate that the stylebafiget used affects actual performance
(ibid., p. 146).

As the results of Hopwood (1972) and Otley (1978yevcontradictory, several authors later
attempted to reconcile them. Brownell (1982b, p. d&@imed that this discrepancy between
Hopwood’s and Otley’s results were due to the fhat that directly observable associations
between leadership evaluative style and performasane not be expected because the
relationship is moderated by budgetary participatidis research confirmed his hypothesis
suggesting that a budget-focused leadership styfeast effective under conditions of high
participation, but is ineffective where participatiis low. Other researchers like Imoisili
(1989, p. 334) searched for reasons in the diftererbetween testing samples used by
Hopwood and Otley. His explanation was that tharimal condition of the organizations
used in the analysis and managers’ lack of awasewnéshow their performances were
evaluated and rewarded were the most contributetpfs to why Otley failed to support
Hopwood'’s hypotheses.
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However, most of the studies done within the RAPMfework, tried to describe the
relationships between the use of accounting pedon® measures to evaluate subordinates’
job performance and their effects on the managelésambiguity and budgetary participation
within a certain business environment. The most oiignt results that these studies
discovered were that that the use of accountingopeance measures to evaluate
subordinates’ job performance reduces the managaleésambiguity, whereby this is more
valid for production than for non-production joldirst, Yetton, 1984, p. 57). On the other
hand, studies like those by Govindarajan (1984.32) and Brownell (1985, p. 503) found
that managers of business units which face higher@mental uncertainty will use a more
subjective performance appraisal approach, whileséh managers that face Ilower
environmental uncertainty will use a more formuéséd performance evaluation approach.
The stronger the fit between environmental uncetyaand performance evaluation style, the
higher business unit performance and the lowergbdited tensions will be (Brownell, Hirst,
1986, p. 249). These studies clearly support Hirt983, p. 602) conclusions that high (low)
reliance on accounting measures of performancerwutalitions of low (high) uncertainty is
likely to predispose effective performance and mimes the incidence of dysfunctional
behaviour, whereby this relationship between uagay and the appropriateness of
accounting performance measures is often moderhtedoehavioural factors such as
managers’ tolerance of ambiguity (Hartmann, 200518). By dysfunctional behaviour are
meant the negative side effects of managers’ @atto the high budget pressure under
conditions of relatively uncertain environmentseliknanipulations of performance measures
and encouragement of short-term orientation (Merchd990, p. 311). Of course, as was
expected, budgetary participation under conditiohsiigh budget emphasis regardless of
level of task difficulty will always be associat@dth improved managerial performance as
some RAPM studies have proved (Lau, Low, Egglei®®5, p. 376). Budgets on the other
hand, can have a more positive, comforting rolpl&y. When confronted with uncertainties
associated with role ambiguity managers may resjyndecoming positively committed to
achieving budgetary targets because buddgéts a source of structure and certainty. The use
of budgets as an antidote to role ambiguity hasveepful influence on managers’ budgeting
behaviour since it affects their commitment to bluelget and in that way their level of self-
reported performance (Marginson, Ogden, 2005, p).43

Subsequent RAPM studies, as afore mentioned, deadtly with the effects of contingency
factors on the use of accounting performance measwrom this part of RAPM work,

several recommendations for practitioners can hglesl out. With regard to the business
unit's strategy can be said that greater reliamceng-run criterid as well as greater reliance
on subjective (non-formula) approaches for deteimgirthe managers’ bonus contribute to
effectiveness in the case of build strat@gyMerchant, 1985b, p. 81), but hamper

° Govindarajan and Gupta (1985) have defined lomgparformance evaluation criteria as consistinghef
following measures: sales growth, market share, meaduct development, market development, R&D,
personnel development, and political/public affaBtort-run performance evaluation criteria are enaficost
control, operating profits, profit margins, castmil and return on investment (ibid., p. 54).

1% Build strategy — the phase of product and teyixpansion, enhancing services and increasingehahare
all geared up towards long term objectives; Hargtrgttegy — the phase of declining investmentgyelarash
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effectiveness in the case of harvest strategy (@arajan, Gupta, 1985, p. 63). The
influences of culture and personality on the relatbetween RAPM and work-related
attitudes of subordinates were also examined. starr{1993, p. 336) found in his survey that
high reliance on accounting performance measuré$adgets in a superior evaluative style
was associated with lower tension and higher jdisfaation in a high power distance and
low individualism society (like Singapore); whilew reliance on such measures and budgets
was associated with lower tension and higher jdisfaation in a low power distance and
high individualism society (like Australia).

Table 5: Reliance on accounting performance measuseimmary of the relevant studies

Study Sample Conclusions
Hopwood 1972 167 cost centre managersManagers’ evaluation based on Budget Constrashgdd
in one manufacturing leads to higher level of job related tensions, ii@tation of
division of a large relations with supervisors and peers, and larggagement in
company manipulative behaviour than when Profit Conscioullon-

accounting style are used.

- Positive relationship between perceived absotafortance
of meeting the budget and goal clarity occurs amlirofit
Conscious and Non-accounting groups.

- Profit Conscious style is likely to result in iher general
level of efficiency than the Budget Constrainedesty

Otley 1978 41 unit managersin a | - Style of budget use does not affect job- or btidekated
single, large organization tensions, nor does a budget-oriented style decjebse
ambiguity or ambiguity of evaluation.

- Job-related tension increase when a manger désagvith
the way in which budgets are set or his performasce
evaluated.

- The style of performance evaluation has littieefon
subordinate manager’s feelings about his job; hewéwdoes
affect his performance relative to budget.

- Budget-oriented style is associated with reldyivegh
budget accuracy and greater unit profitability.

Brownell 1982b 48 managers of one - Participation has positive effect on performance.
manufacturing company | - The impact of supervisory evaluative style orf@anance is
moderated by budgetary participation.

- Budget-focused leadership style is most effeatinger
conditions of high participation, but is ineffeaiwhere
participation is low.

- There is no significant interaction between sug@ery
evaluative style and budgetary participation affeciob
satisfaction.

Hirst 1983 111 part-time students | - Accounting performance measures are relativalgrinplete
from various (complete) measures of performance where task taesr is
organizations high (low).

- Where task uncertainty is high (low), a mediuntote (high)
reliance on accounting performance measures miasrtize
incidence of dysfunctional behaviour (job relatedsion).

Govindarajan 58 business units - Superiors of business units which face higheirenmental
1984 managers from 8 Fortune uncertainty will use a more subjective performaappraisal
500 firms approach, whereas superiors of business units vioeh

lower environmental uncertainty will use a morenfata-
based performance evaluation approach.

- Contingency relationship between environmentaleuainty
and performance evaluation style will be strongemfiore
effective business units than for less effectivsifess units.

inflows from previous investments, holding or dexieg market share and line of products and sesyvice
planning for divesting or liquidating business (MWaltan, 1982, p. 48).
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Study

Sample

Conclusions

Hirst & Yetton
1984

111 managers attending
evening classes at 4
tertiary education
institutions

- Use of accounting performance measures to ealuat
subordinates’ job performance reduces the managses
ambiguity, whereby this effect is stronger for potion than
for non-production jobs.

Brownell 1985

61 managers from R&D
and marketing
departments of one large
multinational electronics
business

- Reduced reliance on accounting information israppate
within a more complex environment.

- There is no significant interaction between mdiaon
accounting information and functional areas affegti
performance.

Govindarajan &
Gupta 1985

58 strategic business un
(SBU) managers from 8
Fortune 500 firms

t - Greater reliance on long-run criteria as welljssater
reliance on subjective (nhon-formula) approaches for
determining SBU managers’ bonus contributes tocéffeness
in the case of build strategy, but hampers it sndhse of
harvest strategy, whereby this relationship is jreshelent of
SBU’s strategy.

Merchant 1985b

54 profit centre managge
of one large company

srsDiscretionary program decisions are affected layyn
controls, including net income targets, expensgetar
headcount constraints, requirements for approval, a
directives given by higher management.
- The controls are the strongest for businessdsgviwth
strategies.

Brownell & Hirst
1986

76 line managers in one
large manufacturing
company

- Compatible combinations of participation and betdg
emphasis (high/high and low/low) are more effective
reducing job related tensions in low as opposéddgb task
uncertainty activities.

Imoisili 1989

102 managers with
budget responsibilities
from 3 organizations

- Style of budget use when evaluating manageridbpaance
has no effect on job stress, attitude towards tiugét, and
performance.

Merchant 1990

54 profit centre managg
in one firm

2rs Manipulation of performance measures and enceunagt
of short-term orientation are both positively asated with
the pressure to meet financial targets.
- Managers operating in relatively uncertain enwnents are
significantly more likely to react to budget pressthan are
those operating in a relatively certain environment

Harrison 1993

115 managers from
Singaporean and 96
managers from
Australian organizations

- High reliance on accounting performance measames
budgets in superior evaluative style is associafiéu lower
tension and with higher job satisfaction in highwveo distance
and low individualism society.

- Low reliance on accounting performance measunds a
budgets is associated with lower tension and higiter
satisfaction in a low power distance and high irciialism
society.

Lau, Low &
Eggleton 1995

112 managers from 80
Singapore manufacturing
companies

- High budget emphasis and high budgetary partiicipan

) low task difficulty situations are associated witiproved
managerial performance.
- High budgetary participation in high task diffigusituations,
regardless of budget emphasis, is associated mijihoved
managerial performance.

Marginson &
Ogden 2005

221 managers from 5
SBUs of single UK
organization

- Those that experience high levels of role amltygaiie more
likely to commit to meeting the budget than thos®se
experience of role ambiguity is minimal or absent.

- The higher the commitment to the budget, the drighe
level of self-reported performance.

Hartmann 2005

196 managers from 11
Dutch organizations

- Environmental (task) uncertainty has a positivegative)
effect on managers’ opinions about the appropréegsiof
accounting performance measures.

- Uncertainty has a strong effect on the perceived
appropriateness of accounting performance meafures
managers with low tolerance for ambiguity thantfase with

high tolerance for ambiguity.
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The conclusion that can be drawn from this linere$earch is that using accounting
performance measures like budgets when evaluatemgagers only potentially has inherent
defects. The extent to which they are truly defecand the extent to which their use results
in dysfunctional behaviour, depends on the exagamrational context in which they are

used. It all depends on contingency variables, éikeironmental complexity, organizational

size and profitability, task uncertainty and so ©hey are the ones which form the specific
conditions in which a company functions and as deeld to an appropriate perception of
fairness in performance evaluation. The key isdfoge to recognize the proper conditions for
the use of accounting performance measures sahiatinvoke a sense of fairness and trust
in those who are being evaluated. Only in that way dysfunctional behaviour caused by
budgets be minimized and the business unit's paidioce increased.

3.4. Contingency Theory

The contingency approach to management accourgihgsed on the premise that there is no
universally appropriate accounting system whichliappequally to all organizations in all
circumstances. Rather, it is suggested that p#atideatures of an appropriate accounting
system will depend upon the specific circumstaniceshich an organization finds itself.
Thus a contingency theory must identify specifipestds of an accounting system which are
associated with certain defined circumstances amdodstrate appropriate matching (Otley,
1980, p. 413). After reviewing all major continggrtased studies in the last 20 years
Chenhall (2003, p. 128) identified six major classef contingent factors: external
environment, technology, organizational structussze, strategy, and culture. This
classification to present relevant contingency-basadies will be used.

3.4.1. The external environment

The external environment is a powerful contextuatiable that is at the foundation of
contingency-based research. The most widely relsedraenvironmental variables are
(Chenhall, 2003, p. 137): uncertainty, turbulenaesky, unpredictable, fluctuating,
ambiguous), hostility (stressful, dominating, reesive), diversity (variety in products, inputs,
customers), and complexity (rapidly developing teatbgies). The most general conclusion
that has emerged from this line of research is pleateived environmental uncertainty, as a
proxy for variables external to organization, hasuch stronger impact on the design of the
corporate budgeting system than the variables imglato the corporate context like
managerial autonomy and size (Ezzamel, 1990, p. T%®s impact on budgeting system can
usually be seen in a way that sub-units that faaeréain environment or have routine
technology use a more formal, centralized budgesygtem, than those operating in
unpredictable and technologically non-routine emwment (Waterhouse, Tiessen, 1978, p.
73). For companies that operate in an unpredictableronment it is significant that their
managers use budgetary slack as a cushion to ptb&unselves in the face of environmental
uncertainty (Linn et al., 2001, p. 91). The useadbrmal budgeting system can also lead to a
higher level of performance under conditions othhimcertainty if there is substantially more
interaction between accountants and other mand@hipman, 1998, p. 765). As far as the
effect that environmental and economic conditioasehon the managerial style used by
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business unit managers, Otley (1978, p. 141) fothrad a rigid style of performance
evaluation that emphasized the attainment of budgegets is effective in a liberal
environment, while a more flexible style is reqdiia a tough environment. However, studies
also showed that variables like different functioaetivities within organizations (Brownell,
1985, p. 511) and certain specific elements of agiipe position, such as strength of market
position and stages in product life cycles (Mer¢ha884, p. 301) were not associated with
the importance of budgets, budget based evaluatidrparticipation.

3.4.2. Technology

At a general level, technology refers to how thgaoization's work processes operate and
includes hardware, materials, people, software, lammvledge. In organizational literature
three generic types of technology can be identifesdbeing important for management
control system design. These are complexity, tagledainty and interdependence (Chenhall,
2003, p. 139). A study done by Bruns and Waterh¢i@@é5, p. 198) showed that technology
is correlated with size and activities structuresirch a way that, as companies become more
technologically sophisticated (measured by workflmtegration), they become larger and
more structured. Technology, together with sizéec$ organizational structure, which then
thorough intervening variables of control systenmptexity and perceived control, defines
budget-related behaviour and attitudes. The contglex technology used, perceived in the
form of task analyzability and number of exceptianfluences the suitability of accounting-
based controls like budgets in the way that, wiieeenumber of exceptions is high, this type
of control is unsuitable. That is why, under coiutis like these, more personnel-based
controls should be used (Abernethy, Brownell, 1997245). Another important discovery in
this field of research was that companies with lyighutomated production technologies,
place greater emphasis on formal budgeting tharsethaith rudimentary production
technologies (Merchant, 1984, p. 300). The sanaiogiship is also valid for companies that
pursue high levels of customization so that theynage to coordinate increased
interdependencies between departments caused $®ychioice of manufacturing strategy
(Bouwens, Abernethy, 2000, p. 234). As such, tieegeneral belief that firms may benefit
from reliance on budgetary control in the evaluatad production subunit performance as
manufacturing processes become more automated (86Ra, p. 200). The reverse is valid
for product standardization. Namely, when prodtmndardizatiof is low, high participation
and use of budgets as static targets are each fth@ significantly more effective in
promoting departmental performance than where mosiandardization is high (Brownell,
Merchant, 1990, p. 394). The same fit among tedgywktondition, participative budgeting
and a high budget emphasis must be set for thé ¢éwtask difficulty*? in order to achieve
strong performance, i.e. low task difficulty, highrticipation and high budget emphasis lead
to improved performance (Brownell, Dunk, 1991, @2y

1 product standardization is measured here as tédelowledge of input/output relations. It varieerh “one-
of-a-kind” (low) to “commodities” (high) (BrownellMerchant, 1990, p. 388).

2 Task uncertainty is characterised in terms of atitibutes of the process by which inputs are faanged into
outputs. These are task difficulty — the extentvtoch work can be reduced to programmable, mechsteps;
and task variability — the frequency with which wpected and novel events occur in the planning and
production processes (Brownell, Dunk, 1991, p. 694)
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3.4.3. Organizational structure

Organizational structure is about the formal speatifon of different roles for organizational
members, or tasks for groups, to ensure that ttiétees of the organization are carried out.
Structure has been measured in terms of decefatializof authority, structuring of activities,
interdependence and organic-mechanistic orien@m{iGmenhall, 2003, p. 148). Studies done
by Bruns and Waterhouse (1975, p. 179) and Mercfi®&1, p. 825) discovered that larger,
more diverse, decentralized firms tend to use birgen an administrative manner with
greater importance placed on achieving budget plagieater middle-management
participation in budget-related activities, morenfial patterns of communication, and use of
more sophisticated budgeting support. On the dtaad, smaller, more centralized firms tend
to rely more on direct supervision and frequenspeal interaction and less on formal budget
communication. Independently owned small and mediums also have a less structured
approach to strategic planning and therefore tenpldce less emphasis on formal planning
than wholly owned subsidiaries of larger organ@adi (O'Regan, Ghobadian, 2002, p. 670).
Merchant (1984, p. 305) found that functional diéiatiation (degree of different
responsibilities within manufacturing departmeni)gether with another organizational
characteristic (size), was linked to the formalafy budgetary processes. This relationship
between the organizational departments and foren@diéting process was observed in a form
where standard operating procedures were an impodantrol device when interdependence
was low (pooled interdependence); budget and staiiseports were used more extensively
when interdependence was moderate (sequentiati@gendence); and when interdependence
was high (reciprocal interdependence) the role lbfttaee control systems diminished
(Macintosh, Daft, 1987, p. 49). Some studies atseestigated the effects that budgetary
participation has on managerial performance depgndn the level of decentralization. Gul
et al. (1995, p. 112) have found in their studyttfe@ more centralized organizations,
participation is associated with lower levels of magerial performance whereas in
decentralized organizations, participation is asded with higher levels of managerial
performance.

3.4.4. Size

Few contingency studies have explicitly considesezk as a contextual variable. Those
studies that have examined size have consideresifé@sts together with other elements of
context such as technology, product diversity ahd array of controls. Concerning
measurement, studies have used several ways moagstsize including profits, sales volume,
assets, share valuation and number of employeest klntingency-based studies have
defined and measured size in terms of number ofi@mes (Chenhall, 2003, p. 149). The
general assumption of this contingency variablas administrative control is characteristic
of larger, more technologically sophisticated firméere formalized and standardized
operating procedures rule. Interpersonal contrelpminates in organizations that are small
or dependent on other organizations and which laaeacterised by centralization and lack of
autonomy (Bruns, Waterhouse, 1975, p. 200). Howesthose small organizations grow, an
informal approach to the coordination and contfobrganizational activities becomes harder
(and costlier) and formalizing these managemenviaes becomes vital for future growth.
That is why size is a key driver of the emergenicéomal control systems like budgeting
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(Davila, 2005, p. 243). Business unit size alsduerices the choice of performance
evaluation style used by a unit's manager. Strosggess on meeting the budget was found to
be associated with larger operating units and mensaig those units tended to use budget-
oriented style more often. These units also usuaédiialled greater formality in the budgeting
process, which included greater importance beiaggu on meeting the budget, more formal
budget communication, and greater manager participan budgeting activities (Merchant,
1984, p. 305). This was explained by the fact tgraup managers usually stress budgetary
measures of performance to a greater extent i langl, for them, more important operating
units than in smaller, less significant divisioléy, 1978, p. 138). Other results, like those
of Merchant (1981, p. 821), showed that in largegaaizations, where there was greater
diversity and decentralization of decision makitihggre was greater participation in budgeting
despite the less personal interaction between neasaBerhaps the most significant finding
from this author in relation to this topic was tipatrformance was highest in the larger firms
when an administrative approach to budgeting wasl,us contrast to smaller firms where
the best performance was associated with a mosgpersonal approach (ibid., p. 826).
Powell (1994, p. 131) also found that strategimpiag directly affects companies’ sales
growth and indirectly their profitability with firnsize as an intervening variable — these
relationships are more expressed in large firms thamall ones. This comes from the notion
that formal planning will lead to sales growth bist cost will at the same time influence
companies’ short-run profitability.

3.4.5. Strategy

Strategy is somewhat different to other contingevayables. In a sense it is not an element
of context, rather it is the means by which managan influence the nature of the external
environment, technology of the organization, amdicstiral arrangements. Several generic
classifications of strategies have been developstl subsequently used in contingency
studies including entrepreneurial-conservative ,speators-analysers-defenders, build-hold-
harvest, and product differentiation-cost leadgrdl@henhall, 2003, p. 150). Authors like
Govindarajan (1988) and Van der Stede (2000) egdlothe relationship between
differentiation business strategy and accountirgetiaontrol systems used by those business
units that employ such strategy. Their resultsdatid that business units which either pursue
differentiation strategy or have been more proféaim the past are subject to less rigid
budgetary controls and therefore have more leewayutld slack and are more concerned
about their long-term results (Van der Stede, 2G00617). They also found that when
managerial locus of control and budget evaluatitydesare properly aligned with the
requirements of business unit strategy, superiofopmance occurs, i.e. high managerial
internal locus of control and low emphasis on nmgei@ budget are associated with high
performance in business units employing a stratéglifferentiation (Govindarajan, 1988, p.
843). Another example of classical contingency walated to strategy is in research done
by Simons (1987, p. 370) who found that high peniag prospectors seem to attach a great

13 Simons (1987, p. 359) used typology for generiatsgies devised by Miles and Snow where: Defenders
operate in relatively stable product areas, offeremnimited products than competitors, compete ughocost
leadership, quality and service, and engage it lgtoduct and market development; Prospectorsmpete
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deal of importance to forecasting data in contrgbtams, setting tight budget goals,
monitoring outputs carefully, emphasizing frequeeporting, and using uniform control
systems. On other end of the strategy spectrurendefs appear to use their control systems
less intensively. In fact, negative relationshiggevnoted between performance and attributes
such as tight budget goals and output monitoringsdite the general belief that formal
management accounting systems such as budgetsnewmasistent with entrepreneurial
organizations, Chenhall and Morris (1995, p. 488)vweed that if they are used to provide a
discipline for resource planning and integratioatthssists in the translation of ideas into
effective innovations, they can lead to increasadigpmance in entrepreneurial organizations,
especially if combined with organic processes piéticipation and information sharing.

3.4.6. Culture

Culture has become an important element in manageountrol systems design over the
past 20 years as many companies have developedhatiolhal operations. Compared to
studies of other contextual variables, research @uiture has been limited and somewhat
exploratory. Values that were used to study thiiémice of culture were (Chenhall, 2003, p.
153): power distance (acceptance of unequal digiob of power), individualism vs.
collectivism (placing self-interest ahead of theug), uncertainty avoidance (preference to
avoid uncertainty and rely on rules and structymssculinity vs. femininity (achievement,
assertiveness and material success vs. modestypr@fierence for quality of life), and
Confucian dynamism (status, respect for traditsaving face). Contingency studies that dealt
with culture most often used dimensions of powstaticé’ and individualisn to examine
the cross-cultural or cross-national generalizgbiif effects that budget participation and
budget emphasis have on subordinates’ job reldatgddes (O'Conner, 1995, p. 383). All of
them assumed that behaviour and attitudes wouldiflerent primarily because of cultural
differences, especially when managers from a lawidualism, large-power distance and
long-term orientation culture (like are China orn@pore) are compared to Western
managers that represent a culture of high-individom small-power distance and short-term
orientation. Their findings showed that the relasioip between management accounting
systems and managerial performance of the firstygmf managers was negative for high
levels of participation, but positive for Westermmagers (Tsui, 2001, p. 125). On the other
hand, an increased level of budget emphasis wasdfta be associated with reduced job

through new products and market development, chéraeproduct line more often and are constargigking
new market opportunities.

14 power distance relates to how power is distributetbng organizational members at various hieraathic
levels in different societies. In some cultures poig unequally distributed, with those at the togking all the
decisions and those at the lower levels simplyyiragrout orders given by powerful groups at the (bgh
power distance cultures). In other societies, pasi@nore evenly distributed among the membersew#tious
hierarchical levels in the system and more egéaditarelationships prevail (low power distance au) (Ueno,
Sekaran, 1992, p. 661).

!> The dimension of Individualism-Collectivism refersthe relationship one perceives between onéfsasd
the group of which one is a member. Members inviddialistic societies are described as self-centred
competitive rather than cooperative, having lowalty for the organizations they work for, pursuithgir own
goals, having low need for dependency upon otlard, being calculative. Members of collectivisticisties
have “we” rather than “I” orientation, have highy#dty for the organization working towards its gaahteract
with each other in interdependent mode, and takeraas a group in a cooperative fashion acceptaiges of
joint efforts and group rewards (Ueno, Sekaran2199661).
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related tensions on the part of subordinates ih baottures, but was not associated with job
satisfaction in either of above mentioned cultufdarrison, 1992, p. 13). Therefore, the
general conclusion of this set of contingency wavduld be that organizational culture has a
crucial role in the functioning of an organizatibremntrol system. That is why control

systems which are inconsistent with an organiza&iofalue system are likely to create
resistance and produce motivations aimed at defg#tieir purpose, which is a valid threat to
all companies whose operations reach beyond tregiomal borders (Flamholtz, 1983, p.

168).

Table 6: Contingency Theory — summary of the ralegtudies

Study | Sample | Conclusions
Contingency Factor — THE EXTERNAL ENVIRONMENT
Otley 1978 41 unit managers in a | - Rigid style of performance evaluation is effeetin a liberal

single large organization

environment, while more flexible style is requiiadca tough
environment.

- In a liberal environment the most accurate buégémate
occurs under a flexible style of budget use; but tough
environment it occurs under a rigid style of use.

Waterhouse &
Tiessen 1978

N/A

- Organizational sub-units that face a certirironment or
have routine technology use a more formal, ceatdlcontrol
system, than those operating in unpredictable and
technologically non-routine environment.

Merchant 1984

17@nanagers in
electronics industry

- Market factors like strength of market positiordastages in
product life cycles have little or no effect on lgeting.

Brownell 1985

61 managers from R&D
and marketing
departments of one large
multinational electronics
business

- Constraints from suppliers and impacts of govesnim
regulation are two environmental elements whichrdoute
the most to the overall difference in complexitpvieen R&D
and marketing.

- Budget participation has greater positive effects
managerial performance in R&D than in marketing.

- There is no significant interaction between media on
accounting information and functional areas affegti
performance.

Ezzamel 1990

81 financial directors
from Times 1000 list of
UK companies

- Perceived environmental uncertainty is positivetgociated
with budget participation, budgetary evaluatiomuieed
explanation of variances, and interactions withesigps.

- This correlation is stronger in the case of lagiee
companies than with the smaller size companies.

Chapman 1998

4 companies from UK
clothing and textiles
industry

- Formal planning and control can have a benefroid in
highly uncertain environmental conditions, whereiiaction
patterns between accountants and managers areial cru
moderating factor of this relationship.

Linn, Casey,
Johnson and Ellis
2001

200 managers from
Fortune 1000 firms

- Perceived environmental uncertainty and budgettersis
are significantly positively associated with budggtslack.

Contingency Factor —- TECHNOLOGY

Bruns &
Waterhouse 1975

284 managers directly
involved in budgeting
process from 26 differen
companies

- Technology affects organizational structure whiodn
thorough intervening variables — control system glexity
and perceived control — defines budget-related \djebnand
attitudes.

Merchant 1984

17@nanufacturing
managers in electronics
industry

- Companies that have a higher degree of automafitme
production processes tend to place greater empbiademal
budgeting.

Brownell &
Merchant 1990

146 production
department managers
from 19 electronic firms

- Higher (lower) standardization of products conalgirwith
flexible (static) budgets and low (high) budgettigfpation
enhances performance.

Brownell & Dunk
1991

79 managers from 46

different companies

- Under conditions of low task difficulty, low paripation
should be accompanied by low budget emphasis fectefe
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managerial performance.
- When task difficulty is high, participation sesva positive
role across all levels of budget emphasis.

Dunk 1992a 26 managers from - When reliance on budgetary control and manufawur
different companies process automation are both high (low), producsigiounit’'s
performance is high (low).
Abernethy & 127 research officers in | - Reliance on accounting controls has significasifve

Brownell 1997

R&D divisions of large
US and Australian
companies

effects on performance when both task analyzalzlig
number of exceptions are lowest (low task uncetyiin
- The same relationship is valid for personnel caatin
condition of highest uncertainty.

Bouwens &
Abernethy 2000

170 production and saleg
managers from various
Dutch companies

5 - Customization does not have a direct relation wit
management accounting system used, but rathertepeasia
departmental interdependencies created when sclebiee is
pursued.

Contingency Factor

— ORGANIZATIONAL STRUCTURE

Bruns &
Waterhouse 1975

284 managers involved i
budgeting process from
26 companies

n- Decentralized and structured organization opegti a
stable organizational environment is well suiteth® use of
budgetary control.

Merchant 1981

17@nanufacturing
managers in electronics
industry

- Large, more diverse, decentralized firms tendse
budgeting in an administrative manner with greatgrortance
placed on achieving budget plans, greater middiragement
participation in budget-related activities, morenfial patterns
of communication, and use of more sophisticatedybtidg
supports.

- Small, centralized firms tend to rely more oredir
supervision, frequent personal interaction and &roudget
communication.

Merchant 1984

17@nanufacturing
managers in electronics
industry

- Functional differentiation is positively relatéalthe formality
of budgeting use.

Macintosh & Daft
1987

90 department managers
from 20 different
organizations

5 - Under condition of pooled interdependence, ogtions
rely more on standard operating procedures ancdlessidget
and statistical reports.

- In sequentially interdependent departments masage
budgets and statistical reports more than stanujaedating
procedures.

- Under condition of reciprocal interdependencadsad
operating procedures and budget are used lessviiam
interdependence was low, while statistical reppldy
expanded role in planning and coordination.

Gul, Tsui, Fong,
and Kwok 1995

37 managers from 26
different manufacturing
companies

- At high levels of decentralization there is aipfos
relationship between budgetary participation andagerial
performance, but at low levels of decentralizattua
relationship is negative.

O'Regan &
Ghobadian 2002

194 small and medium
size manufacturing UK
firms

- Emphasis on the characteristics of strategicrptanby
formal planning firms is higher compared with namrhal
planning firms.

Contingency Factor — SIZE

Bruns &
Waterhouse 1975

284 managers directly
involved in budgeting
process from 26 differen
companies

- Size is a strong predictor of organization’s stiwe: bigger
companies — decentralized structure; smaller corapan
centralized structure.

- Size affects organizational structure which ttrerough
intervening variables — control system complexitg a
perceived control — define budget-related behavémar
attitudes.

Otley 1978

41 unit managers in a
single large organization

- Stronger stress on meeting the budget togetharwidget-
oriented style is associated with larger operatinis.

Merchant 1981

17@nanufacturing
managers in electronics

- Performance is highest in the larger firms when a
administrative approach to budgeting is used, intrest to

industry

smaller firms where the best performance is astatiaith
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more interpersonal approach.
Merchant 1984 17@nanufacturing - Size, functional differentiation and the degréawtomation

managers in electronics
industry

in the production process lead to greater formatitshe
budgeting process.

- In departments where the expected context-bunlgeti
relationships existed, the self-ratings in perfano@tended to
be higher than in departments where they did not.

Powell 1994 113 CEOs from US - Relationship between strategic planning and tablfiity is
companies in furniture | positive and significant, but spurious when firrpesis held
and apparel industry constant.

- Link between strategic planning and sales grasthrge and
significant with or without firm size effect.

- Correlation between planning and financial perfance is
greater among large firms than among small firms.

Davila 2005 95 managers from - In the early stages of the growth of an orgamratsize is a
technology-oriented key driver of the emergence of formal control syste
firms in California’s - Size is relevant explanatory variable of managgroentrol
Silicon Valley systems.

Contingency Factor — STRATEGY
Simons 1987 76 managers from 12 | - Prospectors attach a great deal of importanéerézast data

different companies

in control systems, set tight budget goals, monitdgputs
carefully, emphasize frequent reporting, and ustum
control systems.

- Defenders use control systems less intensivelye la
negative relationship between performance and bigtget
goals, and emphasize bonus remuneration baseeon th
achievement of budget targets.

Govindarajan
1988

121 strategic business
unit (SBU) managers
from 24 firms

- Deemphasizing budgetary goals during performance
evaluation is associated with high performanceBS
employing strategy of differentiation.

- SBUs employing low cost strategy are more effectvhen
they use a high budget-based evaluation style.

- When budget evaluative style, decentralizatiow, lacus of
control are aligned appropriately to meet the nequents of
SBU strategy, superior performance occurs.

Chenhall &
Morris 1995

154 general managers o
strategic business units
from different large
companies

f - The association between enhanced performancéhand
interaction of organic processes with use of mamege
accounting systems is stronger in entrepreneungad in
conservative entities.

Van der Stede
2000

153 business unit generg
managers

- Business units that either pursue a differemrastrategy or
have been more profitable are subject to less hgithetary
controls and have therefore more leeway to buddksland are
more concerned about long-term results.

Contingency Factor —- CULTURE

Flamholtz 1983

Case studies of control
systems of 3 different
organizations

- Control systems which are inconsistent with an
organization’s value system are likely to creatéstance and
produce motivations aimed at defeating their pugpos

- Organizational cultures characterized as salds an
entrepreneurial with their emphasis on “closingdkal”,
informal relationships and freedom from restraprevent
budgeting system from facilitating organizationahtrol.

Harrison 1992

115 managers from
Singaporean and 96
managers from
Australian organizations

- High budget emphasis style is associated wittetgab
related tension and higher job satisfaction in Spuge, while
a low budget emphasis style is associated with suttbmes
in Australia.

Ueno & Sekaran
1992

70 managers from US
and 149 managers from
Japanese companies

- U.S. companies use more communication and coatidim
build more slack in the budget, and resort to stesrh
performance evaluations more than the Japanesearoesp

O'Conner 1995

125 managers from 14
local and 30 foreign

- Increased budget participation at foreign sulasids leads to
lower role ambiguity and improved superior/suboadin

companies in Singapore

relationship.
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- For local companies participation was associatital
enhanced superior/subordinate relationship onlynwhe
participants perceived that the process is progitiiem
greater “influence” and “contribution”.

Tsui 2001 89 subunit managers of| - For Chinese managers the relationship betweeragement
large manufacturing accounting systems and managerial performancegetine
companies in China for high levels of participation.

- For Western managers relationship between managtem
accounting systems and managerial performancesisiyefor
high levels of participation.

Despite revealing many contingency factors thauerfce the development and functioning
of a typical budgeting system within organizatiotig idea that “it all depends” which is
often associated with the contingency theory, seemadicate rather the absence than the
presence of concrete solutions. Many factors thiateatly impact on the budgeting system
have been suggested, but their precise effectelative importance have yet to be explained.
The theory basically suggests that no uniformiyt lbesigeting system exists, but that senior
managers must keep on looking until they find theslations that are appropriately matched
to the circumstances in which their companies dpetdowever, the contingency framework
of budget system design provides valuable guidanceonceptualizing the importance of
designing proper accounting information systemslaglas such made a major impact on the
development of current budgeting techniques.

3.5. Summary

Budgeting theory has steadily grown since the %o what has become the most
extensively researched topic in management acewyuriCovaleski et al., 2003, p. 4). Its
evolution followed the problems that practitionerscountered in their organizations but set
its own direction and intensity of research. Mamgantants will say that the numerous
pieces of advice that emerged from the budgetiagrihhave often been contradictory and, in
some cases, out of touch with the real world. Ninetess, they present today the core of
managerial accounting literature and as such meigaken into consideration when setting,
modifying or upgrading the budgeting system withim organization. Here is a list of the
most important and the most researched recommendator as some authors would say
“accounting literature truths”, that came as a ltesumore than half a century of academic
research on budgets and budgeting:

* High budget pressure leads to stress, interpersamdlicts and distrust, which then cause
dysfunctional behaviour like gaming, reduced eff@dor communication, and budget
slack. Budgets should, therefore, not be usedesspre devices.

* The key to successful budgeting is communicatioandjement must communicate to
employees that budgeting is the most effective wfagorporate planning and control. It
has to pass its goals and goal achievement strdtagy the hierarchy.

* Budgetary biasing (budget slack and upward-biasisgh common element of the
budgetary process which occurs when budget vasaaeused to evaluate performance.
It can be reduced using participation and tight datdry control but never totally
eliminated despite the fact that top managemeatvese of it.
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e Budgets should not be administered rigidly. Flexibudgets should be used instead of
fixed budgets, while managers should be held resptenonly for things over which they
have reasonable control.

e Budget goals should be negotiated through budgeicipation and be set at a tight but
attainable level. Only this kind of budget goal® cause motivational effects that will
increase the level of budget performance.

* Management must clearly define what constitutesessgful budget performance and link
extrinsic rewards to its accomplishment. This gystaust be transparent and consistent
so that evokes motivation and satisfaction in elygés.

» Participation is an essential part of effective dpetdry planning and control and is the
primary tool for reducing the dysfunctional effedt budgeting. Participation affects,
directly and indirectly, budget performance througtrious intervening variables and it
leads to higher motivation and satisfaction witlkigpet-related activities.

» There is no universally appropriate budgeting systbat applies equally well in all
organizations. Its development and use is continganthe circumstances faced by the
organizations which vary depending on organizatictaaiables such as size, strategy,
culture, environmental uncertainty, organizaticstalicture and technology.

4. BUDGETING IN PRACTICE

4.1. Budgeting practices around the world

For years, companies have viewed their budgetsIgimp a mandatory estimate of the
upcoming year's revenues and expenses. Howevaer athtude is quickly changing as the
marketplace is becoming more competitive and omgditins more dynamic. A study by the
Institute of Management and Administration showss mmportant budgeting and planning is
becoming to corporations (see table 7). Controlkdrarge and small companies were asked
to identify their most critical job function, an@arly 59 percent rated budgeting as their key
job function (Rasmussen, Eichorn, 2000, p. 3).

Table 7: Critical job functions for controllers

Number of employees

Combined Less than 250 More than 250
Annual planning and budgeting 58,6% 56,6% 63,3%
Balance sheet management 52,2% 57,8% 48,0%
Monitoring spending 45,2% 50,6% 37,8%
Performance measurement 36,6% 32,5% 40,8%
Internal control 30,6% 26,5% 33, 7%
Closing procedures 29,0% 30,1% 28,6%
Long range financial planning 29,0% 28,9% 28,6%
Other 8,1% 6,0% 10,2%

Source: Harris, 1998, IOMA’s Controller's Report @gaken from Rasmussen, Eichorn, 2000,

p. 4)
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The same study showed that the budgeting process ineolves more activities and
individuals throughout the entire organizationother words, the days when a few people at
corporate headquarters created the budget inimolate quickly disappearing — budgeting
has become an organization-wide activity. This lsyvit comes as no surprise to see the
widespread use of budgets all over the world (ab&t8 on page 50). Although there are
some differences in budgeting systems due to spdmiiness environments and inevitable
influences of national cultures, in the great mgjoof countries, companies have accepted
budgets as the main planning and control tool. Vithatso noticeable from this presentation
of budgeting practices around the globe is thatestmoretical recommendations, as the use
of participation and flexible budgets, have notrb@aplemented in the real world to the
extent that the books on accounting suggest. Ircéise of flexible budgets, it can even be
said that their relatively low usage is highly insstent with the relatively high usage of
variance analysis noticeable in the same compa¥gsthis contradiction is nothing else but
another evidence of budgets’ imperfection undedamns where external environments are
constantly and rapidly changing, where managespaesibilities are not clearly defined but
overlap, where many organizational units are att lmest centres and where what is
controllable shades imperceptibly into what is (Bmmanuel, Otley, Merchant, 1990, p.
103).

The above mentioned imperfections of a budgetingiesy have led to a situation where
today, despite widespread use, very few firms atisfeed with their budgeting processes. In
a 1998 survey magazine CFO Europe revealed thaeB&nt of responding managers were
dissatisfied with the traditional budgeting modBlagham, 1999, p. 1). Reasons for this
extensive dissatisfaction with the budgeting preasn be found in the facts that 78 percent
of companies use very a rigid budgeting system g/kteey do not change their budgets at all
during the fiscal cycle (Fraser, 2001, p. 22), #rat 85 percent of management teams spend
less than one hour a month discussing strategyl@daplorton, 2001, p. 13). It is due to this
last fact that more than 60 percent of companiesiatolink strategy and budgeting at all
(ibid., p. 274). Furthermore, 66 percent of sureeggnagers believe that their planning and
budgeting process is influenced more by politi@nthy strategy or other economic factors
(Lazere, 1998, p. 28). At the same time, budgédtiag evolved into an expensive and highly
complex system that is adding less value than ¢ggeé benchmarking study conducted by
The Hackett Group in 1998 showed for the first tithe actual costs of operating the
budgeting model. It revealed the following: the ragee company invests more than 25,000
person days per billion dollars of revenue in plagnand performance measurement
processes; the average time taken to develop aage/dudget that contains some 90 line
items is four months; and companies need on av&tagiays to complete a budget forecast
(Neely, Sutcliff, Heyns, 2001, p. 8).
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Table 8: Budget practices around the globe*

U.S. | Japan | Holland | Bahrain | U.K. New Malaysia | India | Australia | Ireland | Greece | Sweden| Finland
Zealand
1. Percentage of companies that | g1, | 9305 | 10006 | 100% | 95% | 98% | 95% | 91% | 96% | 91% | 93% | 89% | 94%
prepare complete master budget
2. Percentage of companies that
27% | 81% - 39% 42% 27% 66% 52% 64% 57% - - -

use flexible budgets

3. Percentage of companies
reporting division manager 78% | 67% 82% 65%
participation in budget committee

4. Percentage of companies that
manage reduction of excessive
budget cost estimates through 57% 62% 72%
negotiations between managers
and their superiors

5. Ranking of the most important
budget goals for division managers
- ROI

- Operating income
- Sales revenues

- Production costs 4

Source: Horngren, Foster, Datar, 2000, p. 181. fimadiwith: Ahmad, Sulaiman, Alwi, 2003, p. 719.; B8, Assada, 1991, p. 137.; Ballas,
Venieris, 1996, p. 133.; Chenhall, Langfield-SmitB98, p. 4.; Drury et al., 1993, p. 29.; Ekholmalliv, 2000, p. 524.; Guilding, Lamminmaki,
Drury, 1998, p. 577.; Joshi, 2001, p. 97.; JoshMAdhaki, Bremser, 2003, p. 745.; Pierce, O'De@98, p. 42.; Puxty, Lyall, 1989, p. 28.;
Umapathy, 1987, p. 82.; Wijewardena, De Zoysa, 1p993.

WN -
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* Data displayed in this table are for presentalguurposes only, since they come from differentists done on different samples in various timéoplst



Given such a long list of problems and many caltsrhprovement, it seems odd that the vast

majority of companies retain a formal budgetinggeiss. One of the reasons why budgets are

retained is because they are so deeply ingraineah inrganization’s fabric that they often

present the only centrally coordinated activity hint the business that covers all areas of

organizational life (Neely, Sutcliff, Heyns, 2009). It then comes as no surprise that 70

percent of companies have not updated their budlgetiocess in the last 5 years (O’Connell,

2000, in Neely, Sutcliff, Heyns, 2001, p. 8). Thterature identifies a number of reasons why

organizations fail to change their planning anddaithg processes (ibid.):

* The cost of overhauling the budgeting system cavebg high.

e The benefits of changing budgeting systems aredaastifiable than they are for other
systems such as information systems.

* Analysts estimate that as many as half of orgaizatthat embark on such an overhaul
become overwhelmed and decide to give up.

However, a recent survey of Finnish companies faimadl although 25 percent are retaining
their traditional budgeting system, 61 percent arBvely upgrading their system, and 14
percent are either abandoning budgets or at leasidering doing so (Ekholm, Wallin, 2000,
p. 527). That is a clear sign that although budgeis the cornerstone of the management
control process in nearly all organizations, congmiare aware that it is not perfect and that
some of its flaws must be seriously addressed befas too late. In the following chapters,
exactly how companies are changing their budgetysgem and what kind of alternatives are
offered for those that decide to do so will be preeed.

4.2. Advanced budgeting models

The previous chapter showed that there are compdhat are more than happy with their

traditional budgeting systems and are doing qui# with them. However, those are usually

large, well established companies that operatetables business environments with large

market shares and high entry barriers. For thasesfihat are not so lucky and are barely

surviving global competition, practitioners in Epeoand the U.S. proposed two distinct

approaches to address what they believe are theacshwvngs of traditional budgeting

practices (McNally, 2002, p. 10):

a) Better budgeting approach — advocates improvingbilndgeting process and primarily
focuses on the planning problems with budgeting.

b) Beyond budgeting approach — advocates radical @sattgthe budgeting process and is
concentrated on performance evaluation problents witigeting.

Despite having different focuses, both approachesesa common belief that traditional

budgeting is fundamentally mismatched to today'pidlg changing and uncertain

environments and that something has to be changed.

The purpose of advanced budgeting mddeis to address the limitations of traditional
budgeting (see table 9). Although in practice mahthe operational management functions

'® This is how better budgeting techniques togettigh the beyond budgeting models can be named tegeth
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of traditional budgeting are being by-passed by enodnanagement methods, such as total
guality and business process re-engineering, theelmadgeting limitations still have not been
overcome. That is why many practitioners think tivaat is really needed is a total overhaul
of the budgeting system so that it will be ablegspond to requirements of today’s business
environment that can be characterized as beinglyhigbmpetitive and rapidly changing
where innovation, service, quality, speed and kedgé-sharing are the crucial competitive
factors.

Table 9: Traditional budgeting and advanced budgetiodels

Objective Traditional budgeting Problem Advanced bulgeting models
Strategic - Last year plus - Not linked to strategy | - Link budgets to vision, mission and
coherence - Across-the-board budget - Wrong services cut strategy
reductions - Decide explicitly between
competing demands
Resource - Functional organization | - Sub-optimal - Accommodate different cycle timels
rationality - Cost element focus performance - Focus on task outputs and
- Investment benefits - Outputs not visible productivity
understated - Surplus resources - Ensure benefits of investments are
- Annual process - Inappropriate cycle realized
times
Continuous | - Incremental - Internally driven targets | - Drive improvements towards
improvement | improvement - Inefficiencies masked | externally-based targets
- Fixed and variable - Make waste visible and address if]
Congruent - Command and control | - Lack of commitment - Improve consensus building and
behaviour - Financial emphasis - Dysfunctional behaviour, decision-making
- Use a balanced set of performande
measures
Added value | - After-event reporting | - Variances not prevented - Emphasize planning, improvement
- Bureaucratic - Wasted opportunities and prevention
- Integrated budgeting with the
management process

Source: Bunce, Fraser, Woodcock, 1995, p. 256 &iid 2

In the information and digital era within which cpanies operate today, the key competitive
constraint is no longer land, labour or capital.isltknowledge or intellectual capital —
competent managers, skilled workers, effectiveesyst loyal customers and strong brands
(Hope, Fraser, 1997, p. 20). This is a period wlticipe and Hope (1997) call “information
wave”, in which the way a successful company opsra shifting from a “make-and-sell” to
a “sense-and-respond” approach. “Make-and-sell’ams industrial-age model based on
transactions, capital assets, mass productioncetes of scale and product margins, while
“sense-and-respond” is an information and servgee-anodel, which emphasises client
relationships, intellectual assets, mass custoimrsa¢conomies of scope and value creation
(Fraser, 2001, p. 24). If we look at the timefrapnesented in figure 12, we can see that all
the advanced budgeting models have actually degdlap this period. It is my personal
belief that these models present a sort of natesgdonse from companies that are slowly but
surely realizing the basic rule of evolution — adapbecome extinct.
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Figure 12: Evolution of budgeting within the threaves of economic change
1750 1850 1960 2005

19I7O 1?80 1|990 gOO

Agricultural Wave Industrial Wave Information Wave

Budgets Budgets
financial control central activity|
in large firms of managerial
accounting

~ Budgets used only in governmental setting ~

Beyond
Budgeting

Zero Based
Budgeting

Balanced
Scorecard

Rolling Budgets Activity Based
and Forecasts Budgeting

Source: Adopted from Hope, Hope, 1997, p. 2.

Authors Weber and Linder (2005, p. 25) also agiest with the increase in business
environment’'s turbulence, companies need to chating®r budgeting system. While
traditional budgeting, and to a lesser degree bétbelgeting, are both quite robust with
respect to growing complexity (inside and outsile brganization), they have problems
handling environmental change. This is exactly wig/ Beyond Budgeting model, according
to them, is a much more appropriate system in tedaighly volatile business environment
since it does not rely on plans but on group agesgsn However, there is also downside to it.
As can be seen in figure 13, coordination througiug agreements or internal markets (as
used in the Beyond Budgeting model) is not suited dnsuring effective and efficient
coordination in complex contexts. In fact, theyimlathat there is a trade-off between
company’s complexity on the one hand and envirortadd¢arbulence on the other (ibid., p.
26).

Figure 13: Effectiveness and efficiency of tradiabbudgeting, better budgeting and beyond
budgeting models

high

beyond
budgeting

better
budgeting

traditional
budgeting

Environmental .
medium
turbulence

low

low medium high
Company's complexity

Source: Weber, Linder, 2005, p. 24.

Despite the literature’s emphasis on the cost #fimpgutogether budgets as the main reason
why organizations should re-engineer their planniawgd budgeting processes, some
practitioners contend that the major value liesaligning plans and budgets to strategies.
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Whatever the real reason, advocates of traditibndyeting have always claimed that proving
the effect of budget process re-engineering orctimepany’s bottom line is almost impossible
and as such these often very expensive and cunmbersbhanges to the budgeting system
should not be engaged in. That is why a consultimgpany called Accenture developed the
theoretical model in which it tried to show exadtigw improved budgeting process can lead
to increased shareholder value. Their model suggesit more efficient and effective
planning and budgeting processes should resulteiatgr shareholder value through 3 specific
routes (Neely, Sutcliff, Heyns, 2001, p. 17):
1. Improved management by better planning and budgetrhich can be done in 3 ways:

- by improving the cost efficiency of the planningldrudgeting activities themselves,

- by improving strategy formulation and executiond an

- by improving the accuracy of the forecasts thatctapany produces.
2. Managing market expectations, which can be stremgith by:

- better communication with investors, and

- increased management credibility.
3. Improved organizational performance, which willdshieved by:

- better actual financial performance,

- better expected future performance, and

- more predictable performance against expectations.

As can be seen in figure 14, the logic behind Atoes model is quite simple. They claim
that shareholder value is a function of a busiges®ility to pick the right strategy and
execute it better than its competitors. Furthermevithout a good planning process, an
organization will experience high costs and inéfficy — two characteristics that deflate
shareholder price. Accenture also conducted relseato the share price performance of
organizations that have improved their planning aodgeting practices relative to sector
performance through time in order to validate thmeodel. It was found that organizations
with improved planning and budgeting practices eigoeed a share price growth of 116
percent over three years compared to 101 percenhdosector, 280 percent over five years
compared to 221 percent for the sector and 373eptmver ten years compared with 280
percent for the sector (ibid., p. 31). To that malsb be added the 84 percent of interviewed
analysts who stated that they believe that planamdjbudgeting systems have either a direct
or indirect impact on the evaluations that they enak a company and therefore on share
price performance (ibid., p. 32). However, bothdiimgs are still far from proving a definite
causality link between improved budgeting and iasesl shareholder value. That is why this
model is still a theoretical concept to be useddmcussion purposes and not a concrete
prescription for sure gain.

54



Figure 14: The theoretical link between plannind Aodgeting and shareholder value
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Source: Neely, Sutcliff, Heyns, 2001, p. 19.

Following the introductory section, the ensuing ptees will be dedicated to specific
advanced budgeting techniques like zero base budgeslling budgets and forecast, activity
based budgeting, the Balanced Scorecard, and thenBeBudgeting. Each method will be
evaluated in detail, so that in the summary, areahje review of the value that these
methods have brought to the evolution of budgedygiems can be presented.

4.3. Zero Base Budgeting

4.3.1. Origin of the method and its main authors

Modern zero-base budgeting (ZBB) methodology wageldped by Peter A. Pyhrr for
implementation at Texas Instruments in 196®yhrr advocated a budgeting system where
managers need to build each year’s budget fromgtbhand up, building a case for their
spending as if no baseline exists — start from ,zenod present their requests for
appropriations in such a fashion that all funds loarallocated on the basis of cost/benefit or
some similar kind of evaluative analysis. This watotal contrast to the traditional budgeting
process which allowed managers to start with lasir’'g expenditures and add a percent for
inflation to come up with next year's budget, makitnem justify only those incremental
increases while automatically accepting currenelewf spending without question (Suver,
Brown, 1977, p. 77).

The focuses of zero-base budgeting process areb@sic questions: “Are the current
activities efficient and effective?” and “Shouldri@nt activities be eliminated or reduced to
fund higher-priority or new programs?” ZBB is trgirtio find answers to these questions by

7 As with the most management techniques, ZBB cdanwep not entirely new when Pyhrr introduced iT at
The US Department of Agriculture had begun usirigraund up” budgeting technique in 1962, while aslye
as 1924, E. Hilton Young advocated re-justifyinglpet programs annually (Burrows, Syme, 2000, p).227
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using the decision-package ranking process. Thiggss provides management with an
operating tool to evaluate and allocate its resmsieffectively and efficiently, and provides
the individual manager with a mechanism for idemti§j, evaluating, and communicating
his/her activities and alternatives to higher Ieval management (Pyhrr, 1977, p. 1).

4.3.2. Main ideas of the method

The zero-base approach requires each organizatevatuate and review all its programs and

activities systematically on the basis of perforoeutput as well as costs, to emphasize

managerial decision making first and numbers-oe@riudgets second, and to increase the

analysis of allocation alternatives. Although masragnt approaches to the adoption of ZBB

differ among organizations since the process meastdapted to fit the specific needs of each

user, the basic steps to effective ZBB can stilideatified (Pyhrr, 1976, p. 7):

* Identify “decision units”.

« Describe each decision unit as a “decision package”

» Evaluate and rank all these packages by cost/lhearedlysis to develop a budget request
and profit and loss account.

« Allocate resources accordingly.

ZBB starts with the creation of decision packagésgctvare the building blocks of ZBB. The
decision package is a document that identifies @estribes a specific activity in such a
manner that management can a) evaluate it anditragjainst other activities competing for
the same or similar limited resources and b) dewilether to approve it or disapprove it.
Each package includes a statement of the goaleddtivity, the program by which the goals
are to be achieved, the benefits expected fronptbgram, the alternatives to the program,
the consequences of not approving the packagethenelxpenditures of funds and personnel
the activity requires. There are two basic typedexiision packages (Pyhrr, 1970, p. 113):

1. Mutually exclusive packages — identify altermatineans for performing the same function.
2. Incremental packages — reflect different lewélsffort that may be expended on a specific
function.

Figure 15 presents the detailed process of decigamkages’ formulation which can be

described in the following steps (ibid., p. 114):

« Each manager takes his/her area’s forecasted expmred for the current year, identifies
the activities creating this expense, and calcsltte costs for each activity.

* Once the manager has formulated his/her prelimitiaryof decision packages and has
received the formalized set of assumptions abaxityear's operations, s/he translates the
packages into “business-as-usual” packages fangheming year.

* The manager then develops his/her final set ofsttatipackages from his/her business-
as-usual packages by segmenting each of them iataatly exclusive and incremental
packages wherever possible and noting the discaaitednhatives. When determining
incremental packages, the manager must estabhsinimmum level of effort, which must
be below the current level of operation, and trdemtiify additional levels or increments
as separate decision packages.
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* Finally, the manager should identify all the newihattes in his/her area for the upcoming
year, develop the decision packages that handie, thed attach them to his/her final set.

Figure 15: Formulation of decision packages
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Source: Pyhrr, 1970, p. 115.

The identification and evaluation of different lévef effort represent the two most difficult
aspects of the zero-base analysis, yet they arkethelements of the process. By identifying
a minimum level of effort, plus additional increnteras separate decision packages, each
manager presents the following alternatives for negmagement’s decision making (Pyhrr,
1976, p. 9):

- eliminate the operation,

- reduce the level of funding,

- maintain the same level of effort, or

- increase levels of funding and performance.

The second important phase of ZBB is the rankingcgss. This technique allows
management to allocate its limited resources lingsall the packages identified in order of
decreasing benefit to the company. It also helppagement to identify the benefits to be
gained at each level of expenditure and to studyctnsequences of not approving additional
decision packages ranked below that expenditurel.leVhe process itself follows a
hierarchical structure of the company where at éaedl the decision packages are reviewed,
ranked and consolidated, and then forwarded tanéx¢ higher organizational level for the
same procedure all the way to the top. The org#iniza final budget equals the sum of the
budgets of those decision packages accepted fdimfgriPyhrr, 1977, p. 6).

In order to reduce the number of packages to bewed in detail by successively higher
levels of management and to concentrate top marag&rmattention on the lower ranked
activities, a cut-off expense line should be esthbd at each organizational level. In this
way, management can briefly review packages aboweut-off line while at the same time
can devote most of the available time to decisianokpges below the line which are then
studied in detail and ranked. The ability to achievlist of ranked packages at any given
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organizational level allows management to evalulage desirability of various expenditure
levels throughout the budgeting process. Also, tthigking list provides management with a
reference point to be used during the operating teealentify the activities to be reduced or
expanded if allowable expenditure levels changétbe organization is over or under budget
during the year (Pyhrr, 1970, p. 116).

If the complete ZBB process is contemplated, it barsaid that it is a top-down, bottom-up
approach to budgeting, which requires the partimpaof managers at all levels within the
organizational hierarchy. The participative natofethe ZBB process is illustrated in the
following figure.

Figure 16: Management’s involvement in the zeroeldasdgeting
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Source: Dean, Cowen, 1979b, p. 77.

To sum up, it can be said that the purpose of B8 grocess is to help management evaluate
expenditures and make tradeoffs among current tpesa development needs, and profits
for top management decision making and allocatfaesources (Pyhrr, 1976, p. 6).

4.3.3. Advantages and disadvantages of the method

Advantages of zero-base budgeting:

- Properly carried out, it should result in a moricegfnt allocation of resources to activities
and departments.

- ZBB focuses attention on value for money and maixgdicit the relationship between the
input of resources and the output benefits.

- It develops a questioning attitude and makes iteeds identify inefficient, obsolete or
less cost-effective operations.

- ZBB process leads to greater staff and managemeonwlkdge of the operations and
activities of the organization and can increasevaton.

- It is a systematic way of challenging the statu® gqund obliges the organization to
examine alternative activities and existing costisdviour patterns and expenditure levels.
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Disadvantages of zero-base budgeting:

- Itis a time consuming process which can generaitanves of paper work.

- There is a considerable management skill requindabth drawing up decision packages
and in the ranking process.

- ZBB might be perceived as an implied threat totexgsprograms.

- There are considerable problems in ranking packaek there are inevitably many
subjective judgements.

- The thought of creating a budget from scratch cawsmsiderable resistance if support
groups and training programs are not in place.

4.3.4. Practical use of the method

Zero-base budgeting finds its main use in areasreviegpenditures are not determined
directly by manufacturing operations themselves areas, that is, where the manager has the
discretion to choose between different activitiaad between different levels of activity)
having different direct costs and benefits. Thesknarily include marketing, finance, quality
control, maintenance, production planning, engimgerR&D, personnel, data processing,
and so on (Pyhrr, 1970, p. 112).

Due to the large amount of time that it takes tepare ZBB, it is suggested that it should be
used as a short-term (usually one year) budgetiethaod which could be selectively applied
on a rolling basis throughout the organizationmiany cases, ZBB has been used in situations
where cost stabilization or control, or even cestuction was necessary, though most of the
benefits that users of ZBB reported have been aedie reallocating funds and reassigning
personnel (Dean, Cowen, 1979a, p. 56).

4.4. Rolling budgets and forecasts

4.4.1. Origin of the method and its main authors

Survival in a competitive environment means thaihesses must be flexible and innovative,
largely through the development of new products a&edvices, while simultaneously
improving productivity and customer services. Howmvincorporating the effects of
innovation into the budget can be difficult, espdgiif companies are using fixed budgets
that cover a specific time frame — usually onedisgear. These fixed budgets may be
reviewed at regular intervals so that adjustments @rrections can be made if needed, but
the basic budgets remain the same throughout thedpén an effort to address the problem
of rigid time frame in a fixed budgets, some firnmrticularly those in rapid-change
industries, have adopted a rolling budgets anccésts (Hayes, 2002, p. 116).

A rolling budget (or continuous budget) is a plaattis continually updated so that the time
frame remains stable while the actual period cavérethe budget changes. For example, as
each month passes, the one-year rolling budgettended by one month, so that there is
always a one-year budget in place. Due to thenglbudget, managers have to rethink the
process and make changes each month or each p&hedesult of this is usually a more
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accurate, up-to-date budget incorporating the necastent information (Horngren, Foster,
Datar, 2000, p. 182).

Rolling forecasts are not a set budget per serdiher a continuous updating of the budget.
Often a 12-month window is used, whereby each mdh¢h prior budget amounts are
replaced with the actual amounts and budget figareentered for the new month. Based on
actuals, the amounts in future periods may be @poldit take into account information that
was not available when the original amounts wemdgbted. Often rolling forecasts are used
in conjunction with a budget and not to replacelibdget. An annual budget may be created
and held static, but during the year the budgdtaisb be updated to reflect the latest results.
Continuously updating the original budget allows nagement to determine how the
assumptions used at the beginning of the year bhaeged (Rasmussen, Eichorn, 2000, p.
32).

4.4.2. Main ideas of the method

Most organizations set up annual budgets that oltbe fiscal calendar. In those cases
budgets prepared during the year will extend thinotlggDecember 31st of that year but not
any further. An increasing number of organizati@me challenging this approach and are
implementing rolling budgets and forecasts thaeeatthe budgets over a consistent time
horizon, typically four to eight quarters out, degmg on the nature and cycle of the
business. Figure 17 compares the traditional calebdsed budget with a four-quarter rolling
budget.

Figure 17: Traditional budget versus rolling budget
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Source: Axson, 2003, p. 196.

Implementing a rolling budget involves more thaningothrough the annual budgeting
process four times a year instead of once. Dukddime between budgets being compressed,
management must access and process informationgunandy than it was able to do in the
past. To do that, line managers must become memdvied in the process and the company
must embrace technology that will allow it to quickapture and disseminate the raw data
needed for decision making and forecasting (My2081, p. 44).
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No matter whether it is used for planning or fontrol, a budget is always more than a
forecast. Churchill (1984, p. 150) explained thiéedence between forecast and budget when
he said that “forecast is a prediction of what miagppen and sometimes contains
prescriptions for dealing with future events. Buglgen the other hand, involves a
commitment to a forecast to make an agreed-on méduappen.” As it is evident from this
definition of forecast and budget, these two cotxepe very much interlinked within the
everyday planning and control system of companiBlemely, forecasting allows
organizations to close the gap between the ovstiategic plan and the detailed operational
budget creating in this way an ideal planning cydtethis cycle, an ongoing forecasting
component flows directly from the overall strategptan and then integrates with the
operating budget impacting its outcome. In otherdsp forecasts translate broad-based
initiatives into key statistical and operationatttars and results, while operational budget, in
turn, provides plans and budget-to-actual controictions at the lower levels of the
organization. Figure 18 depicts this integratechplag cycle.

Figure 18: Integrated Planning Cycle
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Source: Montgomery, 2002, p. 42.
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Once an organization has decided to perform simti@gancial planning through rolling

forecasts, it should ensure that the forecastsf@nesed appropriately and not simply an

extension of the budgeting process. To be mostctefte rolling forecasts should

(Montgomery, 2002, p. 43):

* Have a clear strategic financial planning mind-set.

* Be performed at a more summarized level of detail.

* Be modelled with operating metrics and parametestead of general updates of previous
forecast figures.

» Be closely integrated with the operating budget.

In this system the budget can become the intedaainpng and control device for achieving
strategic objectives like on-going product and mervdevelopment and continuous
improvement. By planning in smaller time frames g or quarters), managers and front-
line employees can make a better assessment ofvthgd improvements and thus set more
realistic targets. This interactive approach pustezssions down to the production floor and,
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as a result, helps gaining employee commitment tasfer adoption of productivity
improvements (Drtina, Hoeger, Schaub, 1996, p. 20).

4.4.3. Advantages and disadvantages of the method

The advantages of rolling budgets and forecasts are

- Encourages managers to think about planning asigoirg process, rather than as a static
event.

- An opportunity to provide more “real time” responieaapidly changing environment.

- In theory, the annual planning process is elimithatiee projection for next year is simply
the first rolling forecast.

- Planning is not dictated by the calendar, but cartriygered by important events and
changes.

The disadvantages of rolling budgets and forecasts

- Like a budgeting process, managers and employeas$ forecast responsibly and not
regard it as a routine task.

- Rolling budgets and forecasts have to be completedy month or quarter, instead of
annually as before, which increases work and ce$dted to budgeting.

- Constantly changing assumptions and the finanomdlications of those assumptions
tends to invalidate targets, along with the comraittrto achieve them.

- The planning process can become too time-consuming.

4.4.4. Practical use of the method

This budgeting improvement technique is proposedcdmpanies that are very young or are
in industries experiencing rapid growth, where attasults often vary significantly from the
original budgeted amounts. It is also suggestedth@afocus of rolling forecasts should only
be the important figures of variables like ordesales, costs, profits and cash flows, since
these are the most important ones for companiéstéland should be continuously observed
and updated (Lynn, Madison, 2004, p. 63).

4.5. Activity Based Budgeting

4.5.1. Origin of the method and its main authors

The activity-based budgeting (ABB) approach, depetbby consultants from Coopers and
Lybrand Deloitté®, combines a number of well proven management ipegtdrawn mainly
from priority base budgeting and total quality mgement, together with activity-based cost
(ABC) management concepts. ABB is designed as aagament process, operating at the
activity level, for continuous improvement in perfaance and costs. Its key features are
shown in figure 19 and are outlined below (Brimderaser, 1991, p. 42):

» Planning process linked to the organization’s sgiat objectives.

'8 Coopers & Lybrand and the UK firm of Deloitte Hask & Sells adopted the business name Coopers &
Lybrand Deloitte from January 15th, 1990 and memged\pril 29th, 1990. Coopers & Lybrand Deloittechene
later Coopers & Lybrand from June 1st, 1992. Tatiés/company is known as PricewaterhouseCoopess itdt
merger with Price Waterhouse on July 1st, 1998.
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» Use of well proven activity analysis techniques.

* Identification of cost improvement opportunities.

» Analysis of discretionary spending options and fgigaanking.

» Establishment of performance targets for control.

* Integration with activity planning and accountimgprovide effective control.
« Participative process to control and sustain cootits improvement.

Figure 19: The Activity-Based Budgeting process
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Activity-based concepts that form the underlyingdaf the activity-based budgeting model
come from activity-based cost system which diffetxem the traditional cost system by
modelling the usage of all organizational resourcasthe activities performed by those
resources and then linking the costs of theseidetvto outputs such as products, services,
customers and projects (see figure 20).

Figure 20: Traditional and activity-based cost apph
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Source: Cooper et al., 1992, p. 10.

4.5.2. Main ideas of the method
Activity-based budgeting is a quantitative expressof the expected activities of the
organization, reflecting management’s forecast ofkload and financial and non-financial
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requirements to meet agreed strategic goals amhg@iachanges to improve performance. Its

main principles can be listed as (Brimson, Ant@99, p. 26):

- Achieve excellence by eliminating waste and by caayworkload.

- Change the focus from variable and fixed cost btidgéo used and unused capacity.

- Synchronize and coordinate activities within antsmle of the organization.

- Control the process rather than the results andmstehd underlying causes and effects.

- Include customers and suppliers in the decisioninggirocess.

- Use mistakes for learning, not for blaming.

- Use features and customer characteristics to utasherghe source of product variation
and how customers are creating it.

Cooper and Kaplan (1998) defined activity-basedgetidg simply as activity-based costing
performed in reverse — while ABC traces costs fr@sources to activities and then from
activities to specific products and services, ABBves in the opposite direction and traces
costs from products to activities and then fromvéas to resources (see figure 21).

Figure 21: Activity-Based Budgeting is Activity-Bas Costing reversed
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Source: Cooper, Kaplan, 1998, p. 116.

Since subsequent research showed that there arenamy practical problems with the
concept of ABB being simply ABC in reverse, the ixty-Based Planning and Budgeting
(ABPB) interest group of the CAM: was formed in 2000 to investigate how the ABB
model could be improved. The ABPB-group’s fundarmakmiirust was to expand activity-
based and capacity management concepts into badgétie result of their work was a new
planning and budgeting framework known as the G@dseop model shown in Figure 22.
This model incorporates three important featureschvhlistinguish it from the traditional
budgeting approach: 1) it is activity based, 2explicitly matches resource demand and

9 Consortium for Advanced Manufacturing Internatiof€AM-1) is an international non-profit making
organization of industrial, consulting and academ&mbers based in North America, Europe and Japasev
main purpose is to develop new management tools wilh contribute to improvement of efficiency and
effectiveness of managerial accounting systemsiiparations (Newing, 1994a, p. 28).
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resource capacity, and 3) it achieves operatioainge and then confirms financial balance
(Hansen, Torok, 2004, p. xi).

Figure 22: Overview of the CAM-| Activity Based Bgeting Closed-Loop Model
Stage 1 - Operational Stage 2 - Financial
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Source: Hansen, Torok, 2004, p. 32.

Balanced Financial
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Detailed implementation of the Closed-Loop modeisists of two stages — stage one wants
to achieve operational balance while stage two svemtichieve financial balance (see figure
23).

Stage one (the operational loop) begins with tlgaization’s strategy and uses this strategy
to develop a feasible operational plan. Based erstrategy and the projected demands for a
specific future time period, activity-based coneemre used to create the resource
requirements for key operational areas of the lassinThis is achieved by converting the
quantity of demand into activity requirements usiagtivity consumption rates, and
subsequently converting the activity requirements individual resource requirements using
resource consumption rates. Once the activity @sdurce consumption requirements are
known, the Closed-Loop model works to achieve amragonal balance between the
resources required to fulfil the demands and thailabe capacity of these resources
(Sandison, Hansen, Torok, 2004, p. 18).

Once operational balance is achieved, in stage (the® financial loop) the Closed-Loop
model calculates the costs of resources, linksetlcosts with the costs of activities, the costs
of products and ultimately with projected finangedrformance. The organization then uses
the projected financial numbers to investigaterfgial balance and feasibility. In total, the
ABB approach allows the organization to adjust fpassible elements (three levers for
operational balance and two levers for financiabibed) to achieve the budget target: (1)
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product/service demand quantities, (2) activity aesburce consumption rates, (3) resource
capacities, (4) resource unit costs, and (5) prdservice prices (ibid., p. 19).

When both operational and financial balances dnéeesged, a more formal line-item budget is
created which includes both activity-based and actvity-based components. Basically, the
Closed-Loop Model demonstrates how changing agtemitd resource consumption rates, or
other operational parameters, can affect the budget

Figure 23: Implementing the CAM-I Activity Based @geting Closed-Loop Model
Stage 1 - The Operational Loop Stage 2 - The Financial Loop

Shortage or Excess Operational Balance

h 4
Adjust Adjust
|- » ol
v Capacity v Resources - Resource Cost
Resource Cost A
Requ'% Assignment
Consumption P
v Rata Activities
. Adjust o Cost
Consumption Activity Assignment
Requireme
Consumptiof Product & Services |« Adjust Price
Rate
h 4 T ; l ]
Ny Adjust | Demand Financial Financial
"] Demand | Requirements Results Balance
«<
/
'I

/

( Strategy fi;st drives ) ( ... and also (;ictates)
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In short, the ABB approach combines a more compbgterational model with a detailed
financial model where work activities are set adding blocks for budgets. The resulting
model makes resource consumption highly visiblelevidentifying sources of imbalance or
inefficiencies. The resulting transparency of thivaty-based budget promotes the allocation
of resources to their best uses in line with orgatonal priorities, decreases the scope for
political gaming, enhances decision making and goerhnce evaluation, and improves
operational flexibility (Klammer, Ansari, Bell, 1993. 29).

4.5.3. Advantages and disadvantages of the method

Advantages of the activity-based budgeting:

- By first balancing operational requirements, the ABBproach avoids unnecessary
calculations of the financial effect of operatiopatifeasible plans.

- The ABB approach focuses on generating a budgeticgkp from activities and
resources. This highlights the sources of imbalsnaeefficiencies, and bottlenecks,
which allows better product, process, or activibgting and decision making, and better
resource allocation to support organizational ftres.
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- The explicit analysis of resource capacity and thereased visibility of resource
consumption allow organizations to identify capaeiisues and make adjustments earlier
in the budgeting process than in traditional buidigegpprocesses.

- Lower level managers and employees can more easitierstand and communicate
budgeting information in operational rather tharaficial terms; activity-based budgets
can lead to improved performance evaluations bygipeg accountability.

- The activity-based approach reinforces horizontat@ss view of the organization cutting
across departmental borders, in contrast to tlogitvaal budgeting’s vertical orientation.

Disadvantages of activity-based budgeting:

- One potential limitation of this approach is infaton availability about activities,
processes and resources, and the cost of creaithgaintaining the information.

- Itis difficult and costly to implement if the corapy doesn’t already have activity-based
costing system.

- The ultimate success of ABB depends heavily on mament’'s commitment to act on the
data.

- Due to numerous cause-and-effect linkages amonddh®and for products and services,
activities required to provide them, and the resesirequired to perform the activities, the
ABB system is time consuming and cumbersome to taiain

4.5.4. Practical use of the method

Activity-based budgeting is a planning and budggtool which works by understanding the
linkages between the activities and the driversrakethem, particularly for those involved in
creating value in the product for the customershibuld be used where there is a need to
understand the cost impact of significant changdsvels of activity and where a decision in
one part of the organization affects another ineorb ensure that there is an optimum
allocation of scarce resources across the bus{@essiolly, Ashworth, 1994, p. 33).

Although having an activity-based costing systerma$ a precondition for implementing
activity-based budgeting (the Closed-Loop ModeByihg an activity-based mindset will
greatly simplify and assist in the implementatidnABB especially if the company already
has a strong informational support system (Hanbsergk, 2004, p. 26).

4.6. The Balanced Scorecard

4.6.1. Origin of the method and its main authors

The Balanced Scorecard approach has been devetdpbe Harvard Business School by
Kaplan and Norton at the beginning of the 1990tsisl essentially a multi-dimensional
approach to performance measurement and managehwnts linked to organizational
strategy (Otley, 1999, p. 374). During their iditiesearch Kaplan and Norton realized that no
single measure can provide a clear performancettargfocus attention on the critical areas
of the business, especially not traditional finahg@erformance measures like return-on-
investment and earnings-per-share (Kaplan, Nori®92, p. 71). So they devised the
Balanced Scorecard (BSC) framework which compleméhe financial measures with
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operational measures on customer satisfactionrniateprocesses, and the organization’s
innovation and improvement activities.

Unlike conventional metrics, the information frommetfour perspectives provides balance
between financial and non-financial measures, tepdind lagging performance indicators,
short-term and long-term objectives, and extermad anternal performance perspectives,
allowing the organization to better anticipate filneire and react to unexpected environmental
changes. Anther peculiarity of the Balanced Scotkmathat it is not a template that can be
applied to businesses in general. Different margétations, product strategies, and
competitive environments require different and umeidalanced scorecards (ibid., 1993, p.
135).

4.6.2. Main ideas of the method

The main idea of this method is that the Balancedr&ard translates an organization’s

mission and strategy into a comprehensive set dbpeance measures that provides the

framework for a strategy measurement and managesystém. The scorecard measures

organizational performance across four balancedpgetives as can be seen on figure 24

(ibid., 19964, p. 25):

1) Financial performance measures indicate whethemapany’'s strategy, implementation
and execution are contributing to bottom-line inyanment.

2) From the customer perspective, managers identdyctistomer and market segments in
which the business unit will compete and the messsaf the business unit’'s performance
in these targeted segments.

3) In the internal business process perspective, éxesuidentify the critical internal
processes that will have the greatest impact otomes satisfaction and achievement of
the organization’s financial objectives in whiclyanization must therefore excel.

4) The learning and growth perspective identifies ithfeastructure (people, systems and
organizational procedures) that the organizatiorstnfwild to create long-term growth
and improvement.

Figure 24: Translating vision and strategy

Financial
"To succeed financially, how should
we appear to our shareholders?"

A

Internal Business Process

> "To satisfy our shareholders and
Strategy customers, what business processes
must we excel at?"

Customer Visi
ision and
"To achieve our vision, how should ———
we appear to our customers?"

h 4

Learning and Growth
"To achieve our vision, how will we
sustain our ability to change and
improve?"

Source: Kaplan, Norton, 1996b, p. 76.
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The Balanced Scorecard is more than a tactical merational measurement system.

Innovative companies are using the scorecard dsagegic management system to manage

their strategy over the long run (see figure 2%)eylrare using the measurement focus of the

Balanced Scorecard to accomplish following theicait management processes (Chow,

Haddad, Williamson, 1997, p. 25):

* The first process trandating the vision — helps managers build a consensus around the
organization’s vision and strategy. For peopledban the words in vision and strategy
statements, those statements must be expressed iasegrated set of objectives and
measures, agreed upon by all senior executivesgésaribe the long-term drivers.

* The second process ecemmunicating and linking — lets managers communicate their
strategy up and down the organization and linkoit departmental and individual
objectives. The scorecard gives managers a wayns@ireg that all levels of the
organization understand the long-term strategythatiboth departmental and individual
objectives are aligned with it.

» The third process business planning — enables companies to integrate their busines an
financial plans. When managers use the ambitiowssgeet for balanced scorecard
measures as the basis for allocating resourceseitidg priorities, they can undertake
and coordinate only those initiatives that moventheward their long-term strategic
objectives.

e The fourth process feedback and learning — gives companies the capacity for strategic
learning. With a the Balanced Scorecard at thereeot its management systems, a
company can monitor short-term results from foufedent perspectives and evaluate
strategy in the light of recent performance.

Figure 25: The Balanced Scorecard as a strategieeiivork for action

Translating the Visio

- Clarifying the vision
- Gaining consensus

Feedback and

Communicating and C
Learning

Linking

- Articulating the shared
vision

- Supplying strategic
feedback

- Facilitating strategy
review and learning

Balanced
Scorecard

- Communicating and
educating

- Setting goal

- Linking rewards to
performance measures

Business Planning

- Setting targets

- Aligning strategic
initiatives

- Allocating resources

- Establishing milestones

Source: Kaplan, Norton, 1996b, p. 77.
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The Balanced Scorecard can only translate a congpatriategy into specific measurable
objectives. It can not implement it. It is managetiejob to devise strategy maps and link
individual measures in all four areas in order tb {heir strategy into operation. A properly
constructed balanced scorecard should identifyraakie explicit the sequence of hypotheses
about the cause and effect relationships betweétome measures and the performance
drivers of those outcomes. Due to the existenceanible-loop learning in the Balanced
Scorecard framework, any failure to convert impeperational performance, as measured
in the scorecard, into improved financial perforcamwill give the signal to executives to go
back to their drawing boards and rethink the comgjzastrategy or its implementation plans
(ibid., 1992, p. 78). This is yet another pecutiadf the Balanced Scorecard which provides a
framework for managing the implementation of sggfebut also at the same time allows the
strategy to evolve in response to changes in thgeay’s competitive environment.

The Balanced Scorecard should tell the story of stnategy, starting with the long-term
financial objectives, and then linking them to Hegjuence of actions that must be taken with
financial processes, customers, internal proceases finally employees and systems to
deliver the desired long-term economic performarnCiee very exercise of creating the
Balanced Scorecard forces companies to integra® khng-term strategic planning and
budgeting process and therefore helps to ensutdhthia budgets support their strategies. In
this way, managers are expanding the traditionagbting process by incorporating in
budgets strategic as well as financial goals. éhnBalanced Scorecard framework budgets are
still used as short-term performance measureshleytnow include short-term targets for all
four perspective measures and are as such in lithecempanies’ strategies and their long-
term goals (ibid., 1996b, p. 83).

Kaplan and Norton (2001, p. 281) suggest that comegashould follow a step-down

procedure to make transition from high-level lorgat strategy goals to annual budgets for

local operations in following way (see figure 26):

1. Translate strategy into the Balanced Scorecarddfiyidg the strategic objectives and
measures.

2. Set stretch targets for specific future times faclemeasure and identify planning gaps to
motivate and stimulate creativity.

3. Identify strategic initiatives and resource reguonents to close the planning gaps, thereby
enabling the stretch targets to be achieved.

4. Authorize financial and human resources for stiatdgitiatives and embed these
requirements into the annual budget. The annuajétighould consist of two components
— a strategy budget to manage discretionary progeamd an operating budget to manage
the efficiency of departments, functions and liens.
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Figure 26: Linking strategy to budgets in a stepsd@rocedure

Strategy
(3-5 years)
1. Translate
into
Balanced 2. Set stretch
Scorecard targets
3. Identify
strategic
Step-Down initiatives 4. Authorize
Procedure and resource  financial -
(Generallya 2 to 3 requirements
year plan) | ?;siﬂfcn;:n BUd98t
(1 year)

Source: Kaplan, Norton, 2001, p. 281.

As the Balanced Scorecard replaced the budget eaxzdhtre for management processes,
companies in effect created a new kind of orgaiumabased on the requirements of their
strategy — the organization that Kaplan and Noi@2001, p. 25) named as the strategy-
focused organization. The common feature of thigl lof organizations is that they have, by
clearly defining the strategy, communicating it sistently, and linking it to the drivers of
change, developed a performance-based culturdésdinked everyone and every unit to the
unique features of the strategy. Research on tbeessful implementations of the Balanced
Scorecards by Kaplan and Norton led them to reaeabnsistent pattern of achieving such
strategic focus and alignment. They presented ithithe so-called five principles of the
strategy-focused organization, as can be seereifotlowing figure.

Figure 27: The principles of a strategy-focusechaization

Mobilize Change
through Executive
Leadership

- Mobilization

- Governance Process

- Strategic Management
System

Translate the
Strategy to

Operational Terms - Link Budgets and

Strategies

- Analytics and Information
Systems

- Strategic Learning

‘w Make Strategy a
Continual Process

- Strategy Maps STRATEGY

- Balanced Scorecards

Align the Make Strategy
Organization to the Everyone's

Strategy Everyday Job
- Corporate Role - Strategic Awareness
- Business Unit Synergies - Personal Scorecards
- Shared Service Synergies | - Balanced Paychecks

Source: Kaplan, Norton, 2001, p. 9.
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Thanks to the innovative CEOs that used the Bathr®eorecard not only to clarify and

communicate strategy, but also to manage stratibgy,Balanced Scorecard model in its
decade long existence has passed the road ofdraretfon from an improved measurement
system to a core management system that can netibatakthrough competitive

performance and change, through aligning and fogusompanies’ resources on formulated
strategy.

4.6.3. Advantages and disadvantages of the method

Advantages of the Balanced Scorecard can be sumedaas follows:

- BSC allows managers to look at the business fromr fonportant perspectives
simultaneously (financial, customer, innovation aleérning, and internal business
perspective).

- BSC minimizes information overload by limiting tilmber of measures used to those
that are the most critical.

- BSC guards against sub-optimization by forcing ngans to consider all the important
operational measures together.

- BSC demands that managers translate their gendssiom statements into specific
measures that really matter.

- BSC fills the void that exists in most managemergteams — the lack of a systematic
process to implement and obtain feedback abouesgtra

Some of the disadvantages of this method include:

- Actual data for each metric can be difficult, sommes even impossible to reasonably
track.

- BSCis arelatively complex and costly measurersgsiiem.

- The Balanced Scorecard, although superior to toadit budgeting system, still contains
the same problems of bad targets, tunnel visiod, tae manipulation of performance
measures. In fact many managers suggest that tiagupon-financial targets is a lot
easier than corrupting financial targets.

- Many companies find the cause-and-effect linkagaa/éen the four dimensions of BSC
— financial, operational, customer and learningfficdlt to prove.

- The inter-relationships of the selected measured t@be well understood and the efforts
to improve them well coordinated; otherwise theaoigation will be pulled in different or
even competing directions.

4.6.4. Practical use of the method

The experiences of organizations that have impléadetine Balanced Scorecard reveal that it
Is most successful when it is used to drive theegse of organizational change. Although
examples exist where very successful organizatusesl the Balanced Scorecard to achieve
even better results by refocusing their stratedgieglan and Norton showed that the best
results of the Balanced Scorecard implementatiore lieeen accomplished in organizations
that were unprofitable and unsuccessful, and dasglgmeeded major organizational change
(ibid., 1993, p. 142).
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The same authors also suggest that implementatidredalanced Scorecard should start at
separate divisions or individual operational umdsher than at the corporate-headquarters
level (a rule that is especially valid for conglaaies), where it is important that this division
or unit has identifiable and unique strategy (ipR001, p. 337). Successful implementations
of the Balanced Scorecard have been recordedrfye End small, new and mature, profit and
non-for-profit businesses and in various countaled cultures, so from this point of view no
implementation problems should be expected.

4.7. The Beyond Budgeting Model

4.7.1. Origin of the method and its main authors

The Beyond Budgeting model was developed by coasidtleremy Hope and Robin Fraser.
They devised the model within the Beyond Budgetitmund Table (BBRT), a research
project by CAM-I, which was set up in late 1997 3% companies in order to find out if
traditional budgeting can be replaced. The drivéir this project was the growing
dissatisfaction and frustration of these companiigls the traditional budgeting process that
was described on one occasion by Lionel Woodcog® 4 vice-president for Europe, as the
following (Newing, 1994b, p. 49): “Several monthsfdre year-end the annual budgeting
begins. Management translates vision of the chxefceative into strategic plan by setting
revenue forecast and budget goals. Departmentgdbtsicire then prepared on the basis of an
extrapolation of last year's costs and year to dateals, ‘plus a bit'. These are then reduced
by across-the-board management cuts. An unevertiaggo between budget holders and
their supervisors follows and after the budgetagreed’, all that is demanded is strict
adherence to the plan” (see figure 28). It is dyattis kind of underlying culture of
“contract, compliance and control” embedded initradal budgeting that CAM-I members
wanted to change into culture of “responsibilitgtexprise and learning”.

Figure 28: Traditional Budgeting Model versus they8nd Budgeting Model
The Traditional Budgeting Model The Beyond Budgeting Model

Vision Strategic goals
7 & boundaries
Challenge & stretch

Strategic plan

v
Annual budget

Relative targets
Rolling forecasts
Flexible strategies
Internal market
Distributed controls
Relative rewards

"Keeping on track"

Control
(vs. budget)
v

Incentives
(vs. budget)

Source: Hope, Fraser, 2000, p. 34.
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Realizing that attempts to improve traditional beftlgg system with introducing zero-base,

activity-based or faster budgeting are not solwimg problems caused by the fast-changing

business world, BBRT members have decided to ceefiexible and responsive management

model that will be based on more effective strateganagement and the replacement of the

command and control organizational design withdispersion of effective authority to front

line managers. Its principal features include (Hdpaser, 2000, p. 35):

* Targets that are relative to the competition and thus akeays self-adjusting and
stretching the performance of the business unit.

» Effective anticipatory management systems that enable managers to continuously adjust
strategy and manage investments and shareholdegstakons.

» Arolling strategy process that is devolved to business unit teams and tpetates within
clear boundaries and values.

* An investment management process that forces managers to build flexibility and exit
routes into their forecasts.

» Didtributed controls aimed at supporting front-line managers and keppéanior managers
informed.

* Rewards based on relative performance at a business unit or company level that
encourage team performance and cross-company glanmrious levels.

4.7.2. Main ideas of the method

The Beyond Budgeting model represents a set of frestices — from organization design
and devolution of authority to planning and perfarmoe management — which companies,
that have abandoned the traditional budgeting miodehe form or another, are now using to
respond to continuous market change, unpredictedaepetition and increasing customer
demands. Their aims have been not only to redweedhts of budgeting and implement more
adaptive planning processes, but also to devoleedbponsibility and the accountability to
teams closer to customers. The way these orgamizatilealt with rewards was a key
determinant of a successful transformation. Theensoiccessful cases have based evaluation
and rewards on relative improvement contracts withdsight rather than on fixed
performance contracts agreed upon in advance (Hwpser, 2003b, p. 109).

Research by BBRT over the past five years has slibatrfixed performance contracts (fixed
budget targets reinforced by incentives) are ondhef primary causes of dysfunctional
behaviour in organizations today. These contrdgsed on central control and an absence of
trust, are exactly the thing that leaders mustiakte in order to break free from the annual
performance trap and to move to a more lean, adapiid ethical organizations. Instead of
negotiating, in advance, the targets managers neash, the resources they will have, and
their rewards for simply doing what is already ectpd of them, companies that have turned
to the usage of relative improvement contracts trogt their managers to claim the resources
needed to seize opportunities, beat the compet#ti@hearn their rewards, while at the same
time adapting to changing conditions (Hope, Fra2ed3c, p. 111). Table 10 presents in the
best way differences between these two performaramegement approaches.
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Table 10: Contrasting the fixed performance anatined improvement contracts

Fixed Performance Contract

Relative Improvement Catract

Targets Your sales/profit target is fixed at $x million|  Whist you to maximize your profit potential
to continuously improve against the agreed
upon benchmarked KPIs and to remain in the
top (quartile) of your peer group.

Rewards Your rewards for reaching this target are x% You trust us to assess your rewards by a peer

of profits, starting at 80% and capped at 120%&view panel based on your performance
of target. “with hindsight” at the end of each year.

Plans Your agreed-upon action plans are attached e trust you to take whatever action is
this contract. required to meet your medium-term goals

within agreed-upon governance principles and
strategic boundaries.

Resources The agreed resources to support the capital You trust us to provide the resources you need
and operating budgets are set out in the when you need them. We trust you to keep
attached budget statements. within agreed KPI boundaries.

Coordination | Your activities will be coordinated with other We trust you to coordinate your activities with

budget holders according to the agreed plar
as redirected by your superior.

n other teams according to periodic agreements

and customer requirements.

Controls

Your performance will be monitored monthly
Any variations will be reviewed, and
executives reserve the right to take further
action. Forecasts in the form of revised

.We trust you to provide forecasts based on
most likely outcome. You trust us to monito
performance and interfere only when
indicators/trends move out of bounds.

budgets will be required on a quarterly basi

the

Source: Hope, Fraser, 2003a, p. 27.

The same research by BBRT also helped authorsfrthdel to realize that there is more to
it than just dismantling the traditional budgetisgstem. They noticed several important
changes in the management principles and praatieed by companies that were managing
without budgets. By summarizing them together, tf@yed a framework upon which this

model continued to evolve and develop. These Beyuabeting Principles and Practices are
(Hope, Fraser, 1999a, p. 18):

1.

not a top-down annual event.

Growth and improvement — Challenge people to tihadkcally, not incrementally.
Resource management — Manage resources on theobaalsie creation over the lifetime

of an investment, not on the basis of short-terad@et) allocation.

Target setting — Set targets to maximise long-tesine and beat the competition, not the
budget.
Strategy — Devolve strategy to the front line arakenit a continuous and open process,

Co-ordination — Achieve co-ordination by managiagse-and-effect relationships across

business units and responsibility centres (suchrasesses), not by using departmental

budgets.
Cost management — Challenge all costs on the ludsighether they add value, not

whether they should be increased or decreased cethpéth last year.

merely for ‘keeping on track’.

performance, not a mass of detailed (historicgdpres.

personal financial targets.
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Forecasting — Use rolling forecasts for managingtegy and making decisions, not
Measurement and control — Use a few key leading lagding indicators to monitor

Rewards — Base rewards on company and unit-lewslpettive performance, not on



10.Delegation — Give managers the responsibility aeeédom to act, don’t micro-manage
them.

Since its inception, BBRT has identified severahraples of companies that successfully
managed to radically change their traditional btidgesystems. The case of Boredlis an
example of the best implemented the Beyond Budgetindel so far, which came close to
the ideal management system of planning and codewvised by BBRT to be used in the
future (see figure 29). Borealis abandoned itsitiathl budgeting system in 1995. The
primary reasons for their decision were to imprdmancial management and performance
measurement, to decentralize authority and decisiaking, to support process management,
and to reduce resource usage. The key in desighengew management system at Borealis
was a decision to separate performance managemedntirmncial planning systems, and
install a set of tools that allowed the companynttivate managers to reach stretch targets
and have an accurate picture of its financial ®itatthe same time (Hope, Fraser, 1999b, p.
51).

Figure 29: Breaking the budget at Borealis — the follars of the budget-less organization

- Non-financial targets &
measurements

- Quarterly update - Link to strategy
- Rolling 5 quarters outlook - Financial targets relative to market
Rolling Financial Forecast Balanced Scorecard

- Annual outlook - Financial targets|
& measurement

BUDGET

- Limited cost
understanding - Annual plan

Controlling Fixed Costs Investment Management
- Activity accounting & product - Trend reporting & 5 quarter outlook,
costing -Decentralized decisions
- Improved cost understanding - Frames if needed

- Product & customer costing

Source: Boesen, 2000, p. 3.

The process of replacing something so deeply inghin a company’s culture as budgeting
took a lot of time and resources, but after 6 yeaamagement succeeded in their intention
and achieved the project. The crucial thing forcessful execution of the project was a
stepwise approach where traditional budgeting west fradually abandoned and then
alternative measurement and control systems wepéemented where for each function of
traditional budgeting a new management tool wasidothat could do a better job: the

% Borealis is the largest polyolefin plastics proelun Europe and the fourth largest in the worlthioh was
formed in 1994 by the merger between the petroaterdivisions of two Scandinavian oil companiest&it of
Norway and Neste Oy of Finland. It is a companyhwiitore than 6.600 employees and annual sales oha®
3,8 hillions headquartered in Copenhagen, Denniamgénsen, Kaplan, 2001, p. 1).
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Balanced Scorecard was used for target settingd treporting, activity-based management
and cost targets helped to control fixed costdingforecasts were utilized for financial and
tax planning, while capital budgeting was handle@ugh authority levels (Boesen, 2000, p.
4). The details of the replacing process can be setble 11.

Table 11: Replacing the budgeting process at Bigreal

The budget was used for:

We achieved the same throl:

High-level financial and tax
planning

=

Rolling financial forecasts

Setting targets

=
=

Medium-term relative targets

Key performance indicators aligned with goals @aanced
Scorecard)

Improvement initiatives

Actions derived from strategy reviews

Prioritizing and allocating
investment/projects

Authority levels are used to approve investmentsitaes:
Small projects — local approval (trend reporting)

resources

Medium projects — local/central approval (varyingdie rates)
Major projects — central approval (case by case)

Coordinating plans and
actions

Process linkages (through IT system)

Service level agreements between central and ssraicd
operating units

Uy

Controlling fixed costs Trend reporting and moving averages
Benchmarking
Cost targets

Activity Based Costing

Controlling performance Fast actuals compared with prior period

Rolling forecasts

KPlIs relative to last year, competition, etc. (utihg league
tables)
Trends

yuedud iy

U

Delegating authority Devolving authority to meet KPIs to operating tearamg

existing mandates/authority schedules

Source: Jorgensen, Kaplan, 2001, p. 13.

BBRT is keen to stress that Beyond Budgeting isafmtut new tools or techniques — it is a
management philosophy based on a set of princgeeloped from real cases leading to
adaptive performance management. The managemesthab have been developed in order
to address problems caused by changes in the ekemaironment already exist. These are
(Hope, Fraser, 2003a, p. 178):

e  Shareholder value models — such as economic value added (EVA) and valuedas
management (VBM), align the decisions of internanagers with the expectations and
interests of external shareholders.

e Benchmarking models — enable firms to compare their performance whth hest-in-class
companies as well as with internal peers and digpla results in terms of ranking lists.

» TheBalanced Scorecard — provides a strategic framework for local degisiand provides
leading KPlIs that tell managers if strategic gaatsbeing met.
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» Activity-based management — informs managers about the causes of costshaisdoetter
equips them to understand the net profit contrdmdi of products, channels, and
customers.

e Customer relationship management models — focus managerial actions on knowing and
satisfying customer needs profitably. They changeKe and sell” corporate culture to
“anticipate and respond” culture.

* Enterprise information systems and rolling forecasts — combine different functions of the
organization and enable managers to relate work castl inputs to customer outputs
across the business. They also enable manageettey hnticipate events by providing
fast actuals, integrated forecasts and marketigeeke.

However, all these management tools can help compda claim results only if they are
implemented in the right way. That means that twdstand information systems will work if
the culture of the organization is supportive lé@ders are committed, decision makers have
the freedom and capability to act on the informmagoovided, and, most importantly of all, if
companies have moved away from the “predict andreBnmodel with budgets to the
“adaptive and devolved” model without budgets. FegB0 shows how these tools can
potentially support the needs of the frontline ngmmain an adaptive and decentralized
organization and how they can be blocked or hirtiém@m achieving their potential by the
budgeting system. Figure 30 basically demonstrttat if companies keep the traditional
budgeting in its unchanged form at the heart of fplenning system, this will block complete
development of potential that those managementstbhalle and in that way prevent them
from functioning as a combined system. It is duethis that the advocates of Beyond
Budgeting insist on discarding traditional budgegtso that the above mentioned management
tools can function as a system at the centre ofhvare frontline managers and the customers
that they serve, and not the wishes of top managenpeesented in a form of
negotiated/imposed budgets.

Figure 30: Management tools and their relationshth budgeting

How tools support frontline manager How budgeting model undermines effectiveness of ttso
Enterprisewide Enterprisewide

Information Systems Shareholder Information Systems Shareholder

and Rolling Forecasts Value Models and Rolling Forecasts Value Models

Provide fast actuals, ~Provide information Budgets lead to
rolling forecasts, and  for value-based distortion of
market intelligence decisions information

Budgets support
political decisions

Customer F’;OVide ) Aimed at iz;g‘r’r'g:mn ) Customer Budgets Aimed at Budgets focus _
Realtionship 4—:;1””;';"5?2?& Frontline on competitive ¥ Benchmarking Realtionship 4—stress sales Central oninternal  —p» Benchmarking
Management behaviour Manager rankings Management targets Control comparisons

Provide information  Provide leading Buddets Budget contracts
on customer KPIs and strategic udgets focus on J :
profitability and frameworks for dhepanm‘ems rather f:lomlne;te strategic
capacity constraints  decisions than activities imperatives
Activity-Based Balanced Activity-Based Balanced
Management Scorecard Management Scorecard

Source: Hope, Fraser, 2003a, p. 178.
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4.7.3. Advantages and disadvantages of the method
Advantages of the Beyond Budgeting models are:

Above average financial results of the first comeanthat implemented the Beyond
Budgeting models.

They offer a great deal of support to the decertdl type of companies that want to
devolve the power of decision making to frontlinarmmagers and employees.

They are the results of various attempts of congmto deal with a growing amount of
dissatisfaction with traditional budgeting in todaybusiness environment, which
guarantees them practical usability.

Disadvantages of the Beyond Budgeting models cdistieel as follows:

The Beyond Budgeting model is not a standardizegbeetype of solution for budgeting
problems. It is simply a set of best practices useddvanced companies that managed to
successfully deal with certain shortcomings of itradal budgeting. This means that each
company has to find its own combination of managéameols and customize them to
their internal budgeting system in order for BB rabid work.

The BB concept is very difficult to implement. itviolves the implementation of various
complicated systems (like ABC and BSC) and requines harmonization in such way
that not only the budgeting system, but also omgional and cultural environments must
radically be changed.

Despite being highly publicized by BBRT, there &y small number of companies that
have decided to implement the Beyond Budgeting msoded even fever of those that
managed to complete the process all the way.

4.7.4. Practical use of the method

Companies that operate in a highly competitive remment and which have already
successfully implemented various management tokdsthe Balanced Scorecard, activity-
based management or rolling forecasts, should é@ whndidates for the Beyond Budgeting
Model. Hope and Fraser (2003a, p. 36) often emphatiat in order to reach to fully
integrated and functioning BB model, managers npasis this path in two phases — first
introduce adaptive processes into the company,ttaenl radically decentralize performance
responsibility to front line personnel. It is obusthat achieving the final goal would be
much easier for companies that are at least hajf tivare, than for those that, except for a
current traditional budgeting system, do not hamgtlang else. In each case there is no
simple way to implement Beyond Budgeting. The stepssen will depend on each
company’s culture, structure, history, IT infrastiwre and so on. However, there are lessons
to be learned from those that have already implégdeit. In many cases, it is simply about
managing cultural change — building and sellingagecand creating a shared vision for the
future — than it is about changing the way numbemes compiled and analyzed (Better
Budgeting: A report, 2004, p. 10).
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4.8. Summary

As the world in which organizations compete changesmust budgeting systems to support
strategic objectives and competitive priorities.wdoer, what this change should look like
and what exactly should be changed is somethingvtich there is no simple answer.
Alternatives to traditional budgeting offered today the form of advanced budgeting
techniques still have not persuaded practitionerd academicians that they are a viable
solution to commonly known problems of traditionbludgeting, although each has
contributed at least something to the evolutiortraflitional budgeting as can be seen in
figure 31. What is present today is a situationesghthe first two advanced budgeting
technigues — zero base budgeting and activity blasddeting — undoubtedly help to improve
the focus and accuracy of budget outputs, but thbl@m that they share is that they tend to
involve even more work than traditional budgetsc8ithorough cost-benefit analysis must
be done prior to its implementation in order todurce benefits that surpass increased costs, it
Is advisable to use these techniques on a oneasi$ bather than on a regular basis. The next
two techniques — rolling budgets and forecaststaedBalanced Scorecard — deal separately
only with one problematic dimension of traditiodmidgeting. Rolling budgets and forecasts
are solutions designed to improve forecast accuaaclovercome the traditional budgeting
time-lag problem, while the Balanced Scorecard esftdtly manages to link budgets with
strategy. However, none of these approaches proddsomplete solution. At best, they are
point solutions designed to overcome some of theciip weaknesses that have been
outlined. This is why the Beyond Budgeting modekhwts radical demand for abandoning
traditional budgeting altogether, has been positiveceived by practitioners as the first
possible comprehensive solution for all the prolderhtraditional budgeting. Only the future
will tell if this, for the time being mainly theaieal model with only a few implemented
examples in the real world, will become yet anofiaéite search for the holy grail of an ideal
budgeting system or whether it will fulfil the migs for which it was devised.
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Figure 31: Impact of advanced budgeting techniqueaditional budgeting

The Beyond Budgeting

- Relative targets and performance
rewards

- Decentralized budgeting authority
and decision making

- Performance management and

capital budgeting separated from

financial planning

Activity Based
Budgeting

Rolling Budgets
and Forecasts

- Generating budget from
activities and resources

- Focus on the process
rather than on results

Traditional
Budgeting

- Continuous budgeting

- Budgeting triggered by
important changes and
not by calendar

Zero Base The Balanced
Budgeting Scorecard

- Start each year's budget - Budgets linked to strategy

from zero and long-term goals
- Evaluate and justify all - Budgets encompass also
current costs non-financial targets

5. CONCLUSION

Despite the many criticisms that have come fronctraners, budgeting theory has been
very useful in pinpointing specific problems and\pding adequate solutions related to
budgeting systems. Sometimes, the findings of btirystudies have been contradictory and
vague, but in general most recommendations have teséed and verified in real situations.
What | personally have found rather strange is sbate basic pieces of advice like the use of
flexible budgets and responsibility accounting @oé actually being implemented in practice.
Very few companies even today use flexible budgei$ make a clear distinction between
controllable and non-controllable costs when eualgatheir managers. It comes then as no
surprise to see that many advanced models that sidysequently developed to improve
traditional budgeting, actually carried with themse lots of the findings and
recommendations developed by budgeting theory theelast 50 years. Presumably, only the
environmental changes that came after the 197k thie appearance of the so-called
information wave, created conditions where thedliaatages of traditional budgeting for the
first time since budgets' initial use outweighed #dvantages and forced managerial
accountants to start thinking about how to deahwiitem. Nevertheless, as can be seen in
figure 12, although traditional budgeting has cleghgver the last 30 years, this change has
been neither dramatic nor radical. Instead, increal@mprovements have been witnessed,
with traditional budgets being supplemented by newsls and techniques. Budgeting is
therefore evolving, rather than becoming obsolete.
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What can freely be said is that traditional budggets not dead or totally obsolete yet, since it
is still being used in the majority of companiesuard the world. However, many of them are
starting to realize that exactly the same budgetiogel as was used in the 1920’s can not be
used now in the Z1century. Business environment conditions are mgédo the same and
budgeting systems need to become more responsivthetoneeds of customers and
requirements set by competition. How exactly tiargye in budgeting system will evolve, is
something that each individual company needs toogier for itself. The point is to customize
internal systems, including planning and contmequirements, needs and abilities that each
company faces, i.e. to achieve adequate fit betwatarnal environment and internal systems
as contingency theory suggests. Whether that wilathieved by the installation of rolling
budgets and forecasts or of the Balanced Scorewaady other method of better budgeting
techniques, only depends on the dimension of toawdit budgeting that managements want to
target and change. Those companies that are bolegbrand that have corporate culture that
thrives on constant improvement can even go sa$ato implement one of the Beyond
Budgeting models, which have no budgets at the obtéeir approach. Well, there are no
longer budgets in traditional meaning of this wdrdt financial plans and forecasts are still
there.

What one must realise is that the need for planrorgcasting, coordinating and controlling
activities within business entities will never gawagy. What will, in my opinion, hopefully
change is the way these quantitative economic @emsactually used in everyday life. By this
is meant the following: instead of being incremérteercises done only once in a year for the
whole business year in advance and then rigidlyl tgeevaluate employees, budgets should
be flexible and done continuously, updated posségry quarter, where their financial
targets are linked with long-term strategy. If dasee the several times afore mentioned
dysfunctional behaviours like budget padding andgeting games will be reduced to at least
an acceptable level. As people are not perfecttapgl are the ones who make and use
budgets, it is unrealistic to expect that theseabmiurs will ever be completely eliminated.
Budgets should also cease being used for contmleamployee evaluation purposes. This
process should be completely separated and implecheso that the key performance
indicators, made out of a joint set of financiadamon-financial indicators, are used for
evaluation and progress control. The key perforreamtdicators must be based on
benchmarked results of major competitors and egpeas of owners and investment
community, and not on the assumptions and wishas rttanagement thought of some 18
months before the real numbers are actually eveduat

If changes like these are implemented and if eadtvidual function of budgeting system is
taken out of the system and replaced with some moaanagement tool like the Balanced
Scorecard or activity based costing, then it ig\e&sy to understand the main premise of the
Beyond Budgeting model. Namely, the Beyond Budgetimodel claims that this kind of
planning and control system is very much differenthe traditional budgeting system and as
such should not longer be named so and therefasaldhabandon its budgeting name.
However, in my opinion, the most important conabusof this thesis is that it is really not
important whether financial plans are called busigetby any other name, whether they are
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used for control and evaluation or not, or whethely are done in the traditional or in some
more modern way. My comment is that “budgets athing, but budgeting is everything”. |
have come to conclusion that the process itselfaee relevant than the actual numbers, since
budgeting is the only process within a company tbates everyone to think and talk about
the factors influencing the future performance difusiness. It is also the only process that
quantifies management’s vision and strategy makiegn operational and therefore realistic
and attainable. Only when managers and other pgatits in the budgeting process realize
that the thinking process is more important thanftgures themselves, will budgets and all
their benefits be fully utilised. Until then, singpthanges in the methods and techniques of
how budget figures are compiled will simply notéseugh.
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