[image: image1.png]



Bachelor’s Thesis
Faculteit der Economische Wetenschappen

Sectie: Accounting, Auditing and Control

Studie: Bedrijfseconomie

Budgets

Is the use of budgets out of date?
S.A.D. Sardjoe

 298142ss

July 12, 2009

Table of contents


2Chapter 1 Introduction


21.1 Purpose


21.2 Method


21.3 Scope


31.4 Outline


4Chapter 2 Budgets


42.1 Definition of budgets


52.2 The use of budgets


52.3 The process of budgeting


62.4 The advantages of budgets


72.5 The disadvantages of budgets


82.6 Conclusion


10Chapter 3 The relevance of budgets within Management and Control


103.1 Management control system


10Management


10Control


11System


113.2 Budgeting within the Management control system


13Chapter 4 Beyond Budgeting


134.1 The Beyond Budgeting concept


144.2 Advantages of Beyond Budgeting


154.3 Disadvantages of Beyond Budgeting


154.4 Differences between the traditional budgeting system and beyond budgeting


164.5 Conclusion


17Chapter 5 Conclusion and recommendations


19Literature




Chapter 1 Introduction

For a long time, budgets have been the most important management and control tool. Budgets are being used to give direction to an organization and provide targets. Today, thanks to the enormous success of budgets throughout the years, budgets are being used in almost every company. However, like nature, the management and control tools evolve. There are new management and control tools which are developed. One example is the beyond budgeting model. Yet almost every company is still using budgets. 

1.1 Purpose

This thesis attempts to give a clear understanding what budgets are and how there are being used. In addition the beyond budgeting model will be examined as a newly developed management tool. This leads to the following main question of this thesis:

Is the use of budgets as a management and control tool out of date?
By answering this problem statement, this thesis gives a clear understanding of:

· Budgets – what they are and why they are being used and should they still be used?
· Beyond budgeting – what is it, why should it be used and what are the differences with traditional budgeting?

1.2 Method

I constrain myself to a literature-study because of the limited timeframe given to write the thesis. Since there is a lot of useful information already available on this subject, using existing literature should not decrease the quality of this thesis. My conclusion will be based on existing knowledge.

1.3 Scope

The thesis is built on the assumption that beyond budgeting is the best alternative for traditional budgets. Therefore it is chosen to compare it to the traditional budget model.

1.4 Outline

The analysis in the thesis is done in the following order. First the management tool budgets is defined, in addition the advantages and disadvantages of using budgets are set out.

Next follows a chapter, which explains the meaning of management and control. Chapter four will discuss the beyond budgeting concept in detail. The concept is outlined; advantages and disadvantages are presented followed by a comparison with the traditional budget.

Chapter five contains the general conclusion of this thesis where I will answer my main question.
Chapter 2 Budgets

This chapter will discuss the management tool budgets. The chapter is divided into five sections. First of all the term budgets is defined. Next is a description of the use of budgets and the process of budgeting, followed by the advantages and disadvantages occurring when using budgets. Finally, a conclusion is given which summarizes the topics discussed in this chapter.
2.1 Definition of budgets

There are many different definitions of budgets. In order to make it clear what I believe is the correct way to describe budgets I will give a definition in this part of the chapter. This definition will be leading for the entire thesis.

The general definition of budgets is
 : ‘Estimate of costs, revenues, and resources over a specified period, reflecting a management's reading of future financial conditions
.
Zimmerman (Accounting for Decision Making and Control, 2006) defines budgets as:’ A forecast of the revenues and/or expenses expected to occur within a future time period. Budgets are an integral part of the organization’s performance evaluation and decision rights partitioning system’. Hilton (Managerial Accounting: Creating Value in a Dynamic Business Environment, 2004) describes budgets as: ‘A detailed plan, expressed in quantitative terms, that specifies how resources will be acquired and used during a specified period of time’.

Looking at the definitions above it is clear that there are many different opinions on how to define budgets.

For this thesis I have composed a definition of my own, which will be the main definition for the rest of this thesis. I describe budgets as:  An estimation of costs, revenues and resources which will be used as a forecast to specify how resources will be acquired and used during a specified period of time.

2.2 The use of budgets

Budgets can be used in a various amount of ways. The most important ways to use budgets are (Drury 1992) :

· planning of the yearly operational activities

· coordinating of the activities of the different organization divisions

· communicating the plans towards the managers

· motivating managers to reach organizational goals

· controlling the organization activities

· evaluating the performance of the organization’ staff

Taking the above mentioned functions of budgets into account, it is possible to determine that budgets have three functions. Namely a guiding function, a control function and a motivating function.

The guiding function of budgeting means that a direction is given. ‘Where do we want to go’?

 The control function of budgets can be divided into three parts (van Horn, 2002):

1) Strategic control: Make sure that the organization fulfills the organization goals set by the senior management

2) Financial control: Determine that the undertaken activities meet the yield demands of the shareholders

3) Risk control: Make sure that the organization expands its activities in accordance with policy to stay within the range of possibilities and risks.
The budget also has a motivating function; managers want to reach the goals set by the organization, specifically if a reward system based on performance is in place.
2.3 The process of budgeting 

The budget traditionally flows out of the mission statement and organization strategy. The mission statement is worked out into a strategy which will be the main goal for the organization for the upcoming years. A concrete financial plan is composed from the strategy containing the financial consequences for the upcoming year. This is the budget. The management communicates the budget trough the top-down method. The top-down method is one of the main characteristics of the budget, and means that the information comes from above; the management, and moves down towards the line management. The line managers then formulate their own budget and year-goals and send their plans back (bottom up) to the management. The managers and the line managers then discuss plans in order to reach a final budget and year goal. Next, the budget is used to control whether or not the organization is still on track e.g. controlling whether the goals, set in the strategy, are being reached. If necessary, the organization takes corrective measures. At the end of the year the evaluation and rewarding takes place. A comparison is made between the goals set in the budget, and the goals reached by the staff. The diagram below gives a clear overview of the above mentioned process.
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2.4 The advantages of budgets

Based on the research performed on Dutch companies by de Waal, (published in management accounting & control, 2002/4) the advantages of using budgets are being discussed here.

The biggest advantage which arises when using budgets is the ability to control. Next advantage is that the budget forces to think about the next year. The third advantage, and the last which exceeds the 25% response rate, is that the budget forces to think about the required recourses. The final two advantages resulted from the study are: the budget makes controlling possible and it makes managing on a distant possible.
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Source: A.A. de Waal published in management accounting & control, 2002/4

2.5 The disadvantages of budgets

The budget model worked fine during the 1920s-1970s when the market developments were overall stable, and the competition was known and predictable. The environment however, changed in recent years. This change has lead to more demanding customers and shareholders, the actions of competitors are also less predictable. According to Hope and Fraser (1997), companies find themselves in the information-age now. Knowledge and information and intellectual capital are the most important factors. These changes lead to the following disadvantages (Neely et al., 2001): 

1) Composing the budget takes a lot of time and money

In many organizations do managers use 20% up to 30% of there time on the budgeting process. This allows them to use less time on strategic problems. In addition, it appears that the financial department uses more than 50% of there time on the budgeting process and just 27% on analyzing the numbers.

2) Budgets lead to an internal focus instead of an external focus

The organization members focus on reaching the goals set by the budget, instead of focusing on beating the competition, and adding value to the organization and its customers.

3) Budgets make the people within organizations focus on the short-term goals instead of the long-term goals.

The organization tries to reach the goals set by the budget, which is short-term. This short term goal is not necessarily important when looking at the long-term interests of the organizations.

4) Budgets do not lead to cost-reductions

Working with budgets in general, does not lead to cost reductions. The reason is that budgets do not just impose a upper limit, but also a lower limit. The budget will usually be used up, because otherwise one might get less money to spend the following year.

5) Budgets encourage political behavior

The reward system is usually linked to the budget. This makes the people within the organization set low standards and high investments. This way the chances of reaching the standards (and hence the bonuses) are higher. The result however, is an unrealistic organizational plan.

6) Budgets age fast

Budgets are usually composed once a year and are not changed during that year. Thus ignoring the fact that the budget may be aged because of the changing circumstances. 
2.6 Conclusion

In this chapter I tried to give a clear understanding of the management tool budgets.
After starting with composing a general definition the functions of the budget were discussed. The advantages and disadvantages of the budget followed thereafter. It has become clear that the budget can be used for different functions, namely: guiding, control and motivating. The guiding function makes it clear to the people in the organization how many resources they have and what the goals are, set by the management. The control function however might be the most important one. Since the budget is composed trough the top-down method the management is able to confirm whether the goals they set are being achieved. In addition the budget has a motivation function, as it sets clear goals. Reaching the goals set by the budget can increase rewards. As seen in the graph, coming from the research performed by de Waal, the control function is in fact seen as the most important feature by the managers. Creating the budget also forces the people to think about the following year and therefore be fully involved in the organization. This is not just an advantage though. Creating the budget takes a lot of time and uses a lot of resources of the organization, which as a result cannot be used for the core-activities. One of the biggest disadvantages of budgets is the fact that people will fixate on reaching the goals set by the budget. These goals are usually short-term and it is possible managers manipulate numbers (like profit) to optically reach the goals. This kind of political behavior is not desirable, yet hard to battle. Since performance is measured, and rewarded trough the budget reaching goals set by the budget is very important for managers.

The disadvantages of the budget however, do not outweigh the advantages in my opinion. An organization needs a system that provides goals and shows the resources to reach those goals. Even though not perfect, the budget does fulfill.

Chapter 3 The relevance of budgets within Management and Control

In the previous chapter a theoretical outline of budgets has been provided, as well as a general definition of budgets. In this chapter I will discuss budgets in relation to management and control.  

3.1 Management control system

In order to understand the Management Control System, it is important to understand the three topics separately. 

Management
The verb manage comes from the Italian maneggiare (to handle — especially a horse), which in turn derives from the Latin manus (hand). The French word mesnagement (later ménagement) influenced the development in meaning of the English word management in the 17th and 18th centuries.

The term management is used to define the people within an organization whom are responsible in leading the organization towards the goals set. They are responsible for planning, organizing and formulating strategies in order to let the organization reach it goals. 

Control
Everything has to be working according to plan. In order to make sure that happens, controlling the processes within the organization is vital. The management continuously has to be involved with planning the actions the organization should take. When realized, the results from the realization are compared to the planned results. After analyzing these results measures are taken in order to prevent differences from happening again. In conclusion: control means the identification of differences, analyzing the causes and taking measures.

System
A system can be seen as a prescribed way to repeat different activities. Coordination is of the utmost importance
.
The management control system can be defined as: ‘the process where managers make sure the means to work as effective and efficient as possible are provided and being used in order to reach the goals of the organization’. The management control system can also be described as the whole of processes that influences behavior
.

3.2 Budgeting within the Management control system

Budgeting is one of the most important concepts used in firms.  Budgets are, as described in the previous chapter, an estimation of costs, revenues and resources which will be used as a forecast to specify how resources will be acquired and used during a specified period of time.
The execution of Management control trough budgeting was developed in the early years of the 20th century by companies as General Motors and Siemens.


The budget has different functions within the Management Control System in a company. It can be used as a mean to predict and to plan, as well as to motivate and controlling risks. These functions can be amalgamated together into tree functions:
· Strategic control: Making sure that the predetermined strategies are being followed by the activities of the organization

· Financial Control: See to it that the activities of the organization meet the earning capacity required by share holders
· Risk Control: Making sure that the executed activities meet a certain benchmark with regards to the risks.

These functions of the budget are instruments to realize the goals of the organization and live up to the expectations of the shareholders.

For many years the control’ part of budgets have been the most used control mechanism within firms (‘ Budgetary Control’). As part of the Management Control mechanism is the ‘ Budgetary Control’ a part of the process whereby managers influence other members of the company to reach the goals of the organization. Mainly at the administrative part of budgets the opinion of managers is particularly important. An example: which performance measure will be used to motivate the employees to implement the strategy? Managers furthermore are also confronted with decisions regarding setting the right standards for the chosen performance measures. In addition managers also have to determine whether or not reaching budgetary goals conflicts with the goals and strategies or not.

Budgets as an instrument of management and control are handled differently in every organization. A difference can be made between:

· Budget-Constrained style: With this style of evaluation the manager is evaluated in a large extend to whether or not the realization of the budget was a success. If the budget was not realized, it could for example influence the bonus of the manager.

· Profit-Consious style: This style concentrates on the net-result the manager has realized with his Business Unit. The available information and the composed budget are a guideline, not a demand.

· Non-Accounting style: The budget has no important influence when evaluating the managers’ performance.

Studies have shown that dysfunctional behavior (high work related stress, higher manipulation, less social relations) with regards to the budget has the highest correlation with the budget-constrained style. Using the budget to motivate managers and to reward, causes a tension with the functions of the budget mentioned in this chapter; predicting and planning. In order to avoid dysfunctional behavior, it is important to evaluate the managers’ performance not on the realization of the budget, but on the actual performances.

Chapter 4 Beyond Budgeting

In this chapter an alternative for budgeting is discussed, namely the Beyond Budgeting concept. I will start with explaining what this concept is, followed by its advantages and disadvantages.

4.1 The Beyond Budgeting concept

In 1998 thirty-tree, mainly European, organizations united themselves in the Beyond Budgeting Round Table consortium (BBRT) to start a research project in order to find alternatives for the budgeting process. The research teams of the BBRT visited a number of organizations that have either altered or abolished the budgeting process. They evaluated the way the organizations functioned and reported their findings to the BBRT-members

After evaluating the literature and the findings from the case studies, the main finding was that the only way to abolish the traditional budgeting system is when the management shifts focus. Notable for this shift is that managers accept that people are assets, not production means, profits comes from customers, not from products, quality does not come from a series of ‘ad hoc’ decisions and adding value is more important than reducing costs.

According to the BBRT Beyond Budgeting is the solution for the problems that occur with traditional budgeting. Beyond budgeting means abolishment of annual budgets and implementing ‘tools’ that are better in managing the organization than the traditional annual budgets. This model focuses on creating an organization with great adaptive skills by implementing an adaptive performance measurement process. The budgeting process is removed from the organization and replaced with a number of integrated management techniques like the Balanced Score card and rolling forecasts. 

Beyond budgeting has a few principles. A number of these principles concern the flexible organization structure and a different number concern the adaptive performance management process. Regarding the flexible organization structure the following principles count:
· Decentralization

· Improving the freedom of employees

· Increasing the authority to make decisions of employees

· Activities are coordinated on the basis of market demand in stead of budgets

· There has to be coaching leadership

Looking at the adaptive performance management process, a number of principles apply too:

· Determine the goals of the organization on the basis of the results and goals of the organization

· Focus strategic management choices continuously on the customer

· Allocate money on the bases of expected value creation, in stead of budgets

· Make multiple forecasts per year to maintain real expectations for the future

· Create self-control by measuring the performance of the decentralized units and rank them in lists

· Evaluate the performance measurement

The key shift of the Beyond Budgeting concept is that planning and control must change from top down control towards bottom-up empowerment

4.2 Advantages of Beyond Budgeting

One of the biggest advantages of Beyond Budgeting is that the model uses existing management techniques that, in many cases, organizations have used in the past and therefore have experience in using, like the Balanced Score Card. Implementing the Beyond Budgeting model in an organization is not very difficult considering people are used to working with these techniques. Another big advantage of the Beyond Budgeting model are the lower costs compared to the traditional budgeting system. The traditional budgeting process takes a lot of time to compose and a lot of financial means too.

Another advantage is that there is less manipulative behavior among managers when using the beyond budgeting model. Beyond budgeting has the advantage of negotiable norms, instead of the rigid norms in the traditional system. This makes it less likely managers are going to manipulate the numbers to reach the goals set by the budget. The rolling forecasts make sure the goals are feasible. 

Finally, in the Beyond Budgeting system the information flows quicker trough the organization. This makes the decision making process faster and more accurate. Managers are more capable to respond to new information and therefore make better decisions. 

4.3 Disadvantages of Beyond Budgeting

The success of the Beyond Budgeting model is highly correlated with the way it is implemented within the organization. It has to be clear to the managers what the expectations are and what they have to do. They will have to be challenged and motivated to make the beyond budgeting model a success. However, when managers have been using the traditional budgeting system for a long time there exists a risk, managers are not capable of making the transition. Since this model is relatively new, there has not been many research performed on the disadvantages. For example it is not clear whether or not the model leads to dysfunctional behavior in practice.

4.4 Differences between the traditional budgeting system and beyond budgeting

The fundamental difference between the traditional budgeting system and the beyond budgeting model is the focus of the management and the way the organization is managed.

With beyond management the focus shifts. Most notable characteristics of this shift are: people are assets, not means, profits come from customers, not from products, quality is a religion, not a series of ad hoc decisions and the strive to create value is more important than reducing costs
. The purpose of beyond budgeting is to make use of words like process, customer, knowledge, value, loyalty and trust; instead of planning and control. The focus should shift towards external focus on the market and competition, as opposed to reaching internal goals. In order to accomplish this, the beyond budgeting model states that a bottom up empowerment system is needed. Whereas the traditional budget system is top down, which creates a centralized environment and centralized leadership, the bottom down approach ‘moves responsibility downwards’. Managers should get more freedom and confidence to think outside the box and take part in innovative projects
.

Another difference is the use of rolling forecasts. Adjusting the forecasts on a monthly or tree-monthly basis gives a more realistic forecast for managers to work with. Managers get evaluated on their actual performances with respect to the competition, economic situation and the results of their competitors. With this in mind, the manager has very little incentive to manipulate costs or revenues. Supporters of the beyond budgeting model point to the argument that this method is best in order to adjust to a dynamic and changing environment, which the current global marketplace is. A changing marketplace means change in consumer preferences, policy changes, fluctuating prices and the way consumers act within the marketplace. In the traditional budgeting model, steering the organization is the most important feature
. 

It is an annual process of preparation, negotiating, approval and controlling whether the goals are being met. This influences the managers’ rewards. When something changes, like an economic crisis, the managers are not likely to meet the demands set by the budget. The goals suddenly become unrealistic. 

4.5 Conclusion

This chapter has provided a detailed description of the beyond budgeting model. A result of research from mostly European organizations, the beyond budgeting is seen as a good alternative for the traditional budgeting system. The main difference is the fact that the beyond budgeting system relies on a bottom-up structure. The goal is to give managers more freedom by giving them more responsibility. Beyond budgeting does not rely on an annually composed financial plan, which states all the resources and goals. It relies on systems like the Balanced Score Card and rolling forecasts to achieve the goals of the organization. The focus is a lot more external than with the traditional budget system. Performance is measured by comparing the results with competitors. In addition, the rolling forecasts provide a more flexible way of allocating resources. Adjusting to a changing environment is key with the beyond budgeting model. 
Chapter 5 Conclusion and recommendations
Budgets have been used in organizations for a long time. In order to find out whether the use of budgets has been out of date this thesis provided an extended description of what budgets are and how they place within the management control system. In addition budgets have been compared with a recently composed alternative named beyond budgeting. In my opinion it has become clear that there is a sound reason why organizations continue to use budgets as a tool of management and control. 

In order to provide direction to an organization a vision is crucial. However, a vision is not enough on its own. It has to be clear what the resources are in order to reach the goals. The budget is very well suited for that purpose. The process of creating the budget might take some time, and also costs money, but in return a detailed financial plan is composed which clearly shows the resources the organization has to its order. This is very important information for the management as they steer the organization towards its goals. Since the budget is defined as an estimation of costs, revenues and resources, which will be used as a forecast to specify how resources will be acquired and used during a specified period of time, it is clear the budget can also be used as a control mechanism. When the resources are allocated, the managers cannot spend more than the allocated resources. If they need to it is clear they have to work more efficient or the budget has to be changed. The other way around, if the managers do not acquire the resources as planned in the budget it might affect their rewards. The budget as a performance measurement tool is called the budget constrained style. Its advantage is that it is easy to determine whether the managers reached their goals or not; simply compare their actual performance with the planned performance in the budget. However, the risks are that managers manipulate the numbers in order to reach the goals of the budget. In addition, the budget does not change and therefore does not account for changes in the environment. For instance a financial crisis has a great effect on the profits of organizations, but when composing the budget it was not accounted for. The profit conscious style therefore has my preference when using the budget as a tool of control.

After extensive research thirty-three mostly European organizations came up with an alternative for the traditional budgeting system; the beyond budgeting model. It is a relatively new tool of management and control and it proposes to remove the budgeting system from the organization and replace it with different tools like the Balanced Score Card and rolling forecasts. It is a model that definitely has clear advantages, but I do not believe removing the budgeting system completely is beneficial for any organization. In addition the use of rolling forecasts is very similar to the use of traditional budgets. Arguably, rolling forecasts are budgets that are just not composed annually. This implies that composing a budget is the best option available when determining how to use resources. 

The traditional budgeting system has its flaws and it is very understandable why organizations looked for alternatives. However, the advantages of using the budget as a tool of management and control outweigh the disadvantages in my opinion. 

Looking at the future, I think it might be beneficial to incorporate features of the beyond budgeting model into the traditional budgeting system. A tree monthly update of the budget is a clever way of dealing with changes in the environment. In addition I recommend to constantly try to improve the way the budget is composed in order to reduce time and costs.
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