[image: image1.png]



THE EVOLUTION OF BUDGETING METHODS
[Business Portfolio]

[image: image2.png]



Executive Summary

The purpose of this report is to analyses the most common budgeting methods and shows that the budgeting is a crucial aspect of financial management in any organization, as it helps in planning and controlling the financial resources effectively. Traditional approaches to budgeting, such as incremental budgeting and zero-based budgeting, have been widely used by organizations for many years. However, in today's fast-changing business environment, these traditional approaches may not always be suitable due to their rigidity and lack of flexibility. This report will critically evaluate the role of budgeting and the applicability of traditional approaches in the context of a fast-changing business environment, highlighting their strengths and weaknesses.

Traditional budgeting methods, such as incremental budgeting, involve making small adjustments to the previous year's budget to account for changes in the upcoming year. This approach is relatively simple and easy to implement, making it a popular choice for many organizations. However, one of the main weaknesses of incremental budgeting is that it does not encourage managers to critically evaluate their spending and may lead to inefficiencies and wasteful spending.

On the other hand, zero-based budgeting requires managers to justify every expense from scratch, regardless of the previous year's budget. This approach can help in identifying unnecessary expenses and promoting cost-consciousness among managers. However, zero-based budgeting can be time-consuming and resource-intensive, making it less practical for some organizations, especially in a fast-changing business environment where decisions need to be made quickly.

In a fast-changing business environment, it is crucial for organizations to have a contingency budget in place to deal with unexpected events or changes in the market. A contingency budget allows organizations to be prepared for unforeseen circumstances and helps in mitigating risks. By setting aside a portion of the budget for contingencies, organizations can adapt to changes more effectively and ensure their financial stability in uncertain times.
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Introduction

Budgeting is a financial strategy used by individuals, companies, and governments for planning and management, defining expected revenue and expenditures. The appropriate technique depends on individual needs and circumstances. Although, in management accounting industry this process is a well studied topic (Covaleski et al., 2006).

Budgeting as an essential part of strategic planning and control, entails forecasting, assigning resources, and tracking performance against established goals (Hansen et al., 2003; Lopes & Blaschek, 2007). Budgets are designed to have traditionally been used as a financial road map to guide resource allocation, performance evaluation, and control. However, the growing volatility and fluctuations of the nowadays business environment has generated doubts regarding the effectiveness of traditional budgeting methods. This report looks critically at the purpose of budgeting and investigates the suitability of the current processes in the face of fast change. It investigates the causes of budgeting failures, answers criticisms of budget techniques, and underlines the need of contingency budgeting to address uncertainty, looking for two specific methods as a activity-based cost (ABC) and zero-based. However, using an automated device to tackle issues related to science, economics and engineering have recently been performed via statistical sampling know as a Monte Carlo Simulation (Harrison, R. L. 2010).
Verre et al. (2009), for example, used Monte Carlo simulation to predict the uncertainties of ABC costing (activity-based costing) in the petroleum sector. The results reveal that the technique comprises multiple advantages, such as lower variance among projected and actual figures, better openness of the steps involved, improved projection quality, and reduced risks. Garcia et al. (2010) applied Monte Carlo simulation to estimate costs associated with manufacturing.
Budget Methods

Incremental Budgeting

Incremental budgeting is a straightforward and easy-to-understand method that uses last year's actual statistics to make proportionate adjustments to the current year's budget, particularly useful when fundamental expense drivers remain constant.

Activity-Based Budgeting

Activity-based budgeting is a top-down spending strategy that outlines the necessary inputs to achieve a company's goals, such as achieving a revenue target of £5 million, by evaluating associated expenses.
Zero-Based Budgeting

Zero-based budgeting is a popular system that requires department budgets to be zero from the start, requiring managers to justify all expenses. It is strict, preventing unnecessary expenses from being approved. Bottom-up budgeting is an effective approach to change.

Heading to the theoretical framework diagram that shows all methods of budgeting, is possible to reflect about different methods and chose the most appropriate for the business.
Theoretical Framework
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We have key methods that are more likely to be used as the Incremental Budgeting that incrementally adjusts the previous budget for the new period, adding or subtracting a fixed percentage based on anticipated changes, also the Zero-Base Budgeting mandates managers to justify all expenses for each new budget period, regardless of prior allocations, starting with the assumption that all department budgets are zero.
In addition, the activity-based budgeting prioritizes activities necessary for achieving organizational objectives and allocates resources based on the cost of those activities and the Value Proposition Budgeting connects budgeting to an organization's strategic goals and value proposition, focusing on allocating resources to activities that generate value for customers and stakeholders.

The Importancy of Budgeting
The budget provides a framework for measuring business performance and ensures planning follows accounting classifications for regular reporting, allowing comparison of actual outcomes to budgeted results. However, the budget is an estimate of the outcome of proposed actions, and actual results may not align perfectly with it due to inherent inaccuracies (Dewhurst, J., Burns, P. 1993).
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Budgets are an annual ritual for tracking money allocation, but they can become iniquitous when they become management's primary performance measurement tool, distorting long-term planning, or hindering resource transfers, making them an aim in themselves (Stewart, T.A., 1990). These approaches typically rely on historical data and linear projections, which can be misleading in rapidly evolving markets (Niven, 2014). Companies are shifting away from the excessive use of numbers and instead focusing on growth-oriented strategies.
Different budgeting methods exist, each with its own advantages and disadvantages. Choosing the right method depends on the specific needs and circumstances of the entity creating the budget.

In despite of the circumstances, the activity-based cost method enhances decision-making by identifying profitable opportunities, especially in company planning, particularly in the corporate budget.
The study and allocation of expenses to a companies operations are intended to enhance profitability management. This technique enables for more accurate cost measurement because it detects the causal linkages between the components that contribute to activity costs. This reduces the distortions generated by apportionment in the classic logic of cost absorption (Khoury & Ancelevicz, 2000).
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The Limitations
Activity based cost, on the other hand, has been chastised for its incapacity to influence short-term production decisions due to its status as a long-term instrument. According to Theeuwes and Adriaansen (1994) and Kee (2001), is not a useful instrument for making operational choices due to its constraint. Kee (2001) developed a model termed operational ABC based on constraint theory that may be employed in short-term operational choices; Cogan (2005, 2006) validated its benefits.
As mentioned, the operational cost in the petroleum business is significant not only in company budgeting and economic evaluations of new projects, but also in the certification of hydrocarbon (oil and gas) reserves, which are the primary asset of corporations in the sector.

According to Verre et al. (2009), predicting business costs is one of the most crucial duties in risk and uncertainty management, both in the early phases of field development and over the productive lifetime of mature fields. This necessitates optimizing the extraction of hydrocarbons during the asset's life cycle estimating the development and operating costs with application of Monte Carlo simulation.

The Manner

This report discuss forecasting methods for budgeting operating costs, aiming to identify easy-to-formulate and better predictions, following Neely et al.'s (2001) approach to maximize cost-benefit ratio.
Traditional budgeting approaches, often characterized by fixed annual cycles, rigid targets, and a focus on historical data, struggle to adapt to the volatility and complexity of today's business environment. These approaches typically rely on historical data and linear projections, which can be misleading in rapidly evolving markets. Niven (2012) notes the ineffectiveness of traditional budgeting processes, citing Jack Welch's critique of the practice. The increasing pace of technological advancements, globalization, and shifting consumer preferences demands greater agility and responsiveness from organizations. (Brown & Atkinson, 2001) emphasizes the need for organizations to leverage knowledge and adapt to changing customer needs in the information age. Traditional budgets, with their inherent inflexibility, can hinder innovation and adaptation, becoming a barrier to strategic decision-making.

Furthermore, traditional budgeting processes can be time-consuming and resource-intensive, diverting valuable management time from strategic activities. Player (2007) discusses the problems with traditional budgeting, including its time-consuming nature. The focus on meeting fixed budget targets can also create perverse incentives, encouraging short-term cost-cutting measures at the expense of long-term growth and innovation. Waal (2005) explores the concept of beyond budgeting, suggesting that traditional budgeting can stifle organizational agility and responsiveness. In a fast-paced environment, organizations need to be able to quickly reallocate resources and adapt their strategies to emerging opportunities and threats. The rigid nature of traditional budgets can make this difficult, leading to a loss of competitiveness.

Budgets Fail and Contingency Importance

Several factors contribute to budget failures. Unrealistic assumptions, inaccurate forecasting, and unforeseen external events can all undermine the effectiveness of a budget. (Why Might Managers Find a Flexible-Budget Analysis More Informative than Static-Budget Analysis?, 2022) highlights the value of flexible-budget analysis in providing more informative insights than static-budget analysis.  Internal factors, such as poor communication, lack of buy-in from stakeholders, and inadequate performance monitoring, can also play a significant role.

Rosanas (2016) discusses the complexities and potential pitfalls of budgeting processes. Moreover, a culture of blame and a focus on meeting budget targets at all costs can discourage open communication and hinder problem-solving. (Budget, 2024) mentions the importance of analyzing the assumptions used to create budget estimates. When budgets are seen as a tool for control and punishment rather than a means of planning and resource allocation, they can create a climate of fear and distrust, undermining organizational effectiveness.

To address the challenges of uncertainty, organizations need to adopt more flexible and adaptive budgeting approaches. Contingency budgeting, which involves developing alternative budget scenarios based on different possible outcomes, is crucial in this regard. A contingency budget allows organizations to anticipate and prepare for potential disruptions, ensuring they have the resources and flexibility to respond effectively to unexpected events. This proactive approach to budgeting can help mitigate risks and enhance organizational resilience. By developing contingency plans, organizations can avoid the pitfalls of relying solely on a single, fixed budget that may quickly become outdated in a dynamic environment. Taylor (2009) discusses how strategic budgeting can improve performance and mentions the importance of budgets in guiding decision-making strategies.

Analysis

This report mentioned the variety of methods for forecasting operating costs and their advantage and disadvantage.

More specifically, two methods was considered, a part of the Activity-base cost, the Zero-based budgeting have a strategy that promotes cost efficiency, eliminates unnecessary expenses, and encourages careful resource allocation.

In contrast of the ABC, recently following the Accounting in the headlines web site, The Coca-Cola Company (KO) has seen a downturn in global demand for its soft drinks, this scenario have resulting from customer health concerns about sugary drinks. It has been reacting to lower demand in many different types of ways, including initiatives to reduce expenses.

However, to support Libbey and Lindsy’s (2008) assuming that, by the Coca-Cola budgeting scenario in despite of the the traditional method of budgeting may be flawed in a variety of ways, the beyond budgeting approach should not be adopted as the sole solution. Instead, a carefully chosen combination of certain parts of traditional budgeting, as well as the Beyond Budgeting method can be use effectively. 

In specific circumstances, organizations determine not to allocate budgets and implement a zero budgeting method and tis is particularly valuable if the organization has to closely control costs such as to strengthen profitability.

Zero budgeting implies all expenditures to be justifiable thus many redundant expenses can be eradicated.

Budgeting and Business Guidelines
Understand that a budget is a crucial tool for making informed financial decisions, planning for the future, efficiently allocating funds, identifying areas for improvement, and tracking financial performance helps to make a decision and the business risks and budgeting needs is vital for adjusting your budget based on industry, size, seasonality, regulations, and goals.

The budget need to have realistic expectations for the future, based in the company previous financial information, forecasting the income and spending. Also, should include all of the revenue and cost categories, as any contingencies or emergencies.

Regularly review and update your business budget, comparing actual results with budgeted numbers, and analyzing discrepancies to ensure smooth operations and to increase your profit margin and save money, it's essential to shop around for services and suppliers, find ways to cut costs, and improve efficiency.
In case of need to create a business budget from scratch,  examine your revenue streams and evaluate your monthly income, estimate revenue using historical data, industry averages, or growth estimates.

Deduct your fixed costs from your total sales. rent, salary, and insurance are examples of fixed costs that do not vary with sales or activity levels. Also, determine your variable expenditures, such as marketing, supplies, and utilities that change with your sales or activity level.

Analyze all of your business expenses. Divide your business spending into two categories: necessary and discretionary. Essential expenditures are required for your business's operations, whilst discretionary expenses are optional and can be reduced.

Set up an emergency fund. Do this for unforeseen bills, one-time expenses, or emergencies. A contingency fund can help you overcome unexpected costs or revenue gaps without jeopardizing your financial goals.

Create a profit and loss statement that is a summary of your income, costs, and profits for a given time period. It can help you monitor your financial performance and pinpoint areas for improvement.
Conclusion

While budgeting remains an essential management tool, traditional approaches are often ill-suited to the demands of a rapidly changing business environment. The limitations of fixed annual cycles, rigid targets, and reliance on historical data can hinder organizational agility and responsiveness. To effectively navigate uncertainty, organizations need to adopt more flexible and adaptive budgeting methods, incorporating contingency planning and embracing a culture of continuous learning and adaptation. 

By moving beyond traditional budgeting practices and embracing a more dynamic and strategic approach, organizations can enhance their ability to respond to change, seize opportunities, and achieve sustainable success in today's complex and unpredictable world. This shift requires a change in mindset, moving away from a focus on control and towards a focus on enabling strategic decision-making and fostering organizational adaptability.

This involves empowering managers, promoting open communication, and embracing a culture of continuous improvement. By embracing these principles, organizations can transform their budgeting processes from a source of frustration and inefficiency into a valuable tool for achieving strategic objectives in a dynamic and ever-changing business landscape.
To conclude, to improve expense tracking is very important and suggestive to utilize management software that allows to easily track costs against the budget and find areas where spending may be minimized.

This helps to keep the business under budget, allowing for more efficient resource allocation and higher financial performance and supports enhanced interaction and cooperation among stakeholders, resulting in a deeper understanding of the company's financial needs and a greater commitment to meeting budget targets.
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The statement establishes financial goals and objectives.





The process efficiently allocates resources.





Modern software significantly reduces the time spent on budgeting.





Identify potential financial issues before they arise.





The measure of business performance is evaluated against established benchmarks.





This aids in decision-making and long-term planning.





The statement establishes financial goals and objectives.








