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2. [bookmark: _Toc5362246]eXECUTIVE sUMMARY

The finding in this report found that although budgeting is a imperative tool to many businesses success and used for command and control it does have inherent weaknesses and these were; time consuming, managers can ‘game the system’, due to the time consuming aspects of a budget when the budget is finally formulated it is out of date, when/if the budget fails it results in an internal ‘blame game’, traditional budgeting has a policy of ‘spend it or lose it’ which results in unnecessary costs, traditional budgets do not incentivise managers to aim beyond their targets and lastly that budgets only consider financial indicators and neglect indicators such as innovation, creativity and market analysis.
The report also found that although managers would like to switch to a better or beyond budgeting method that they simply don’t know how to. Some of the major barriers that these managers found were; first and foremost, there is a lack of awareness when it comes to beyond budgeting and this is the biggest barrier as to why managers don’t adopt the method. The second barrier that was found is the complications of rolling forecasts when trying to adopt Beyond Budgeting. Thirdly, bureaucracy stifling innovation. Fourth barrier was the difficulty of assessing team performance under a Beyond Budgeting model. Fifth barrier was the dependency culture on budgets to guide and evaluate performance and lastly, implementing new approaches to budgeting perceiving dynamic goals as too ambiguous to set and lack of competitor intelligence.
Lastly the report discusses the Beyond Budgeting method and found that unlike traditional budgeting uses rolling forecasts and market related targets. the report finishes with evidence supporting the success of Beyond budgeting from companies that adopted the method and these companies are; Handelsbanken, Fokus Bank, CarnaudMetalBox, Bulmers and Ahlsell.















3. [bookmark: _Toc5362247]Introduction

3.1 [bookmark: _Toc5362248]Report Remit
The purpose of this report is the identify and analyse disadvantages of the traditional budgeting model. Secondly, there will be an evaluation on ways in which the traditional budgeting process is seen as a barrier to the achievement of new approaches. Lastly, there will be an analysis of the success of the beyond budgeting model since its introduction.

3.2 [bookmark: _Toc5362249]traditional Budgeting
Budgeting is a plan expressed in money with the purpose to plan and control that is developed by management prior to the budgeting time. 
A budget can be defined as ‘financial and/or quantitative statement, prepared and approved prior to a period, of a policy to be pursued during that period' (S, 2019). In a traditional budget you can usually find the income, expenditure and capital to be employed of an organisation. Traditional budgets are usually complete annually for the forthcoming year and are used for command and control. The budget should coincide with the overall general framework of planning and control within a business. 

The budgeting process should follow these basic steps;
1. Strategic planning process.
2. Creation of long-term plan to implement strategies.
3. Preparation of the annual budget within the context of the long-term plan.
4. Monitor actual results.
5. Respond to deviations from plan.
 (Gerry Johnson, 2017)






Budgets are a vital part of any business because they serve several useful purposes starting with planning annual operations, coordinates the activities of each part of an organisation and ensures that all departments are working harmoniously, provides a communication plan to the various responsibility department managers, it provides motivation for managers to strive towards aligning with organisational goals, can be used as a tool to control activities and as a tool to evaluate the performance of managers. (Drury, 2015)

Incremental Budgeting
Incremental budgeting is a popular method of budgeting used in both the private and public sector. It is a type of budgeting that incrementally increases by a certain amount of capital to the previous period’s budget in order to allow for increases such as inflation and/or growth. Although incremental budgeting is the easiest budgeting method to implement it does however promote managers to spend all their budget in order to get equal or an increase in budget allocation for the next period. 

Activity-based Budgeting
Activity-based budgeting (ABB) is a method that records, researches, and analyses a given businesses activities that lead to costs for that business.
Unlike incremental budgeting, ABB is more than just adjusting the previous periods budget to account for inflation or growth. Instead ABB aims to find efficiencies in the business and develops budgets based on these efficient activities. (Kenton, 2018)
Activity based budgeting can be split into three main stages. When adopting an activity based budgeting approach the company must firstly, identify activities and their cost drivers then forecast the number of units of cost drivers for the required activity level and lastly, calculate the cost driver rate (cost per unit of activity) (CGMA, 2013).
As Activity-based budgeting a computer based budget any changes in circumstances can be rerun through the model to absorb these changes in circumstances more efficiently.  For instance, if there is an unexpected spike in demand, rerunning the model may indicate a need for greater labour in a week. Since management knows of this potential problem in advance, it can arrange cheap temporary workers rather than using expensive overtime (Hansen, 2011).
Just like activity-based costing, activity-based budgeting emphasises the consideration of overhead allocations. It accentuates that activity costs may be governable if activity volume is measured. Where as traditional budgeting lean towards input costs, activity-based budgeting leans towards an outputs-based approach, this is because ABB recognises that activities drive costs. ABB understands that businesses are a collection of activities, a perspective that allows a company’s budgeting model to link with the organisational strategy. (CGMA, 2013)

Zero-based Budgeting
‘ZBB is an approach to budgeting in which projected expenditure for existing activities starts from base zero rather than last year’s budget, forcing managers to justify all budget expenditure, also known as priority-based budgeting.’ (Drury, 2015).
ZBB arose as a substitute for incremental budgeting and contrary to traditional budgeting where last year’s sales/expenditure continue, ZBB takes the assumption that no balances are to be carried forward and that there are no pre-committed expenses. ZBB puts an emphasis on identifying a task at hand and then funding these expenses irrespective of the current expenditure structure. When a company uses ZBB they go through four stages. Firstly, they must identify the task, then they find ways and means of accomplishing the task, then they evaluate these solutions and evaluate alternative sources of funding and lastly, the organisation must set the budgeted numbers and priorities.
Zero-based Budgeting has its advantages for example it allows a company’s budget to be more accurate and efficient because it forces managers to relook at all items on their cash flow and compute their operation costs. It allows for a more efficient budget as it uses actual figures and not figures from previous. It reduces redundant activities, when forecasting a ZBB it forces the management to look at opportunities and more cost-effective ways of doing things and removes any unproductive or redundant activities. Due to the manner of ‘zero-based budgeting it eliminates any budgeting inflation that occurs with incremental budgeting and lastly it improves an organisations coordination and communication as it encourages employees to help in the decision-making process.

3.3 [bookmark: _Toc5362250]weaknesses of traditional budgeting
During the recent years traditional budgeting has become enormously brought into the public eye for criticism. The biggest critics being Hope and Fraser published a series of articles that argued that companies should abandon traditional budgeting altogether (1999a, 1999b, 2001, 2003a, 2003b) and replace it with a beyond budgeting approach. Hope and Fraser’s 1999a article suggested that Svenska Handelsbanken and Volvo are both in the process of leaving traditional budgeting for its more innovative predecessor ‘beyond budgeting’.
The major criticism of traditional budgeting is the time required to formulate a successful budget. This is even more of a factor if there is a participative budgeting process in place. Hope and Fraser’s 2003 article suggests that budgeting is a costly and time-consuming process absorbing up to 30% of management time. Hope and Fraser cited a study that found global companies invested more than 25,000-person days per $1 billion of revenue in the planning and performance measurement process. 
Another criticism of traditional budgeting is the idea that managers may ‘game the system’. Steven Bragg, CPA, founder of AccountingTools, Inc suggests that ‘An experienced manager may attempt to introduce budgetary slack, which involves deliberately reducing revenue estimates and increasing expense estimates, so that he can easily achieve favourable variances against the budget. This can be a serious problem and requires considerable oversight to spot and eliminate.’ (Bragg, 2018). 
Traditional budgeting uses the annual forecasts formula that usually results in a company becoming outdated by the time the next budget is formed due to the fast-paced environment that business now must keep up with. Hope and Fraser (2003) claims that budgeting conflicts with new competitive environment and stifles innovation because, once set, budgets are not typically changed resulting in plans and targets that become quickly out of date (Drury, 2015). 
Another criticism of budgeting is that if/when the budget fails it usually results in an internal conflict of the ‘blame game’. This is where a department may not hit its budgeted outcomes and then goes on to blame another department that provide services to it for not supporting their operations. For example, if production do not produce what they budgeted they could pass the blame to the purchasing department for not supplying raw materials on time thus slowing down production operations. Another area that causes internal conflict can be the allocation of overheads when planning the budget. (Ekholm, 2000)
Another major criticism of traditional budgeting is the ‘spend it or lose it’ system that it adopts. ‘spend it or lose it’ suggests that if a department doesn’t spend every penny of its budgeted expenses then next year they will lose what they didn’t use. This usually results in managers authorizing unnecessary expenses at the last minute under the premise that the budget will be lowered next period unless the budget is ‘spent’. According to the watchdog group ‘Open the Books’ the US ‘Defense Department blew $4.6million on lobster and crab in September’, coincidently the month in which the agencies budget was closing thus illuminating the ideocracy of the ‘spend it or lose it’ system. (Seyton, 2019)
As expected, budgets are only concerned with the allocation of cash to specific activities and the forecasted outcome of business transactions, thus ignoring key drivers of shareholder value such as, innovation, developing new products, and markets and responding to external threats however a given company that uses traditional budgeting will spend too much attention on short-term financial numbers.
Lastly, budgets can mean that managers will only aim for the lowest targets set rather than attempting to beat targets. Hope and Fraser argue that budgets often serve as a ‘fixed performance contract’ whereby targets are set at the beginning of the period. If the actual performance meets or exceeds the pre-specified static budget target, performance is deemed to be satisfactory. They argue that a fixed contract represents a poor standard of performance evaluation when the factors underlying the targets may have changed during the budget period. They also argue that the use of fixed performance contracts encourages managers to engage in dysfunctional behaviour to achieve the budget even if this results in undesirable actions that do not contribute to the organisations objectives. (David Dugdale, 2006)

3.4 [bookmark: _Toc5362251]barriers to NEW APPROACHES to budgeting
With the understanding of the inherent weaknesses of traditional budgeting it is hard to understand why more companies have not adopted a modern approach to budgeting such as better budgeting or beyond budgeting. This section will discuss the barriers as to why companies do not transition to new approaches of budgeting.
Whilst most senior executives would like their organisation to be more adaptive not many know how to turn their management ideal into an operating reality. Whilst many managers dream about fast response, empowerment, innovation, operational excellence, customer focus and shareholder value their own approach is all too often stuck in a time warp of command and control.
One study found that the biggest barrier to adopting a Beyond Budgeting method is the lack of awareness on the method of budgeting, due to the budgeting method being a new approach it has not yet appealed to the wider markets. The traditional budget was created by David Lloyd George on 29 April 1909 whereas beyond budgeting was only created by Hope and Fraser with the book ‘Beyond Budgeting’ on 11 April 2003. This evidently suggests that traditional budgeting has been around longer in turn means more widely known.
The study also found that complications of setting rolling forecasts was a barrier to adopting Beyond Budgeting. Billie Nordmeyer a consultant for Fortune 500 companies on performance improvement initiatives suggests that rolling forecasts are very expensive to maintain, due to the nature of rolling budgets to adopt the approach companies must produce and approve multiple budgets at a more frequent basis the approach is very costly. Nordmeyer suggests that the rolling forecasts can be very labour intensive, when revising the new forecasts input and approval from other members of the company is required and therefore can take a lot of time which consequently can negatively affect the company’s performance. Nordmeyer also suggests that rolling forecasts may hide budget variances. Rolling budgets incorporate a company’s operating costs thus eliminating the variance between actual and planned costs, she also suggests that the rolling budget may be intentionally used to buffer these variances to minimise the presence of performance issues.  (Nordmeyer, 2019)
The case study also made clear that bureaucracy stifles innovation within an organisation thus demotivating managers to empowerment inevitably being a major barrier to implementing Beyond Budgeting. One company stated that continuous strategy setting a feature of Beyond Budgeting was being blocked by bureaucracy. The finance manager implied that employees feared putting forward new ideas to the top management and that many good ideas were being forgotten about in middle management. The finance manager continued ‘“Although there are no restrictions to bring up your suggestions to the top management, people are generally scared to approach the top management straight. As I see, this is an established organisation and the bureaucracy is unavoidable to some extent.” (Dileepa N. Samudrage, 2018)
The study also found that difficulties in assessing team performance was a barrier to implementing Beyond Budgeting.  When using Beyond Budgeting method the performance of comparable teams in the organisation is taken into consideration (Fraser, 2003) however the case study found that companies were finding that ‘The main barrier to set relative team rewards was that each of the SBUs has different operating conditions therefore an inter-SBU comparison may result in demotivation.’ (Dileepa N. Samudrage, 2018)
The fourth barrier to Beyond budgeting is the dependency culture on budgets to guide and evaluate performance, many companies around the world use the budget as a tool to measure a managers performance and provide guidance and direction. Understandably companies have become dependant on a budget that has targets to guide and direct the manager however, beyond budgeting promotes a dynamic goal setting approach which can be daunting when implementing new budgeting approaches. (CMI, 2017)
The fifth barrier to new approaches is the dependency culture on shared services within organisations. Market coordination which is a principle of Beyond Budgeting challenges the shared services in an organisation and implements autonomy for the organisational departments to purchase what they need however; this principle isn’t found in many organisations as they see continuing the shared services management as more efficient. (Waal, 2005) 
The last barrier to implementing new approaches to budgeting perceiving dynamic goals as too ambiguous to set and lack of competitor intelligence. Many companies do not understand the concept of dynamic goal setting and become confused when attempting this process. Lack of competitor intelligence makes it difficult for conglomerates that operate in many business sectors struggle to identify realistic competitors which causes a barrier when implementing relative targets. 



3.5 [bookmark: _Toc5362252]BEYOND BUDGETING
Beyond Budgeting is a new approach to budgeting and can be defined as ‘An idea that companies need to move beyond budgeting because of the inherent flaws in budgeting especially when used to set contracts. It is argued that a range of techniques, such as rolling forecasts and market related targets, can take the place of traditional budgeting.’ (CIMA, 2005) or as found in the book Beyond Budgeting by (Fraser, 2003) ‘A set of guiding principles that, if followed, will enable an organisation to manage its performance and decentralise its decision-making process without the need for traditional budgets. Its purpose is to enable the organisation to meet the success factors of the information economy (e.g. being adaptive in unpredictable conditions).’
There are few major differences between the traditional budgeting model and the beyond budgeting model. Firstly, the targets and rewards set in both models differentiate, in traditional budgeting the targets are incremental in have fixed incentives whereas beyond budgeting models set stretched goals and have relative targets and rewards. Secondly, the planning and controls differentiate per model, in traditional budgeting they usually operate on fixed annual budgets with variance controls however when adopting the beyond budgeting model a company will have continuous planning with KPI’s and rolling forecasts. Another major difference is the allocation of resources and coordination, in traditional budgeting resources are pre-allocated and co-ordination is centralized however the beyond budgeting model allocated resources on demand using the JIT system with a dynamic coordination approach. Lastly, and quite possibly most importantly is the difference in organisational culture, in traditional budgeting the control is once again centralized with a focus on managing financial indicators but for beyond budgeting, each department has control over their goals/plans with a decentralized system that focuses on value creation for the customer.
Success of Beyond budgeting
Evidence shows that since the introduction of ‘Beyond Budgeting’ Nordic bank, Handelsbanken has out formed its rivals on nearly every measurement including return-on-equity, total shareholder return, earnings per share, cost to income ratio and customer satisfaction and has been ahead on these metrics every year for the last 30 years, coincidentally the arrival of Beyond Budgeting by Dr Jan Wallander. Handelsbanken has recently been voted one of Europe’s best internet banks and has been proven to be the most cost-efficient bank in Europe all whilst using the beyond budgeting model (Fraser, 2001).
Another Nordic bank found success using the beyond budgeting model – Fokus Bank. From a very small bank to become the most cost-efficient bank in Norway and was then acquired by Danske Bank of Denmark.
Another example of beyond budgeting success is the transformation of debt-laden company – CarnaudMetalBox. In 1982 the company was valued at $19M compared to a valuation of $3bn in just 9 years later after adopting a Beyond Budgeting culture. Even described as ‘one of the best European corporate performances of the 1980’s by Times Magazine (Fraser, 2001). This transformation was sparked by Jean-Marie Descarpenties who, after finishing at CarnaudMetalBox went on to positively transform the budgeting process at Groupe Bull a computer company.
Borealis met its ambitious aim return on capital targets and reduced costs by 30% over 5 years ditching outdated budgeting models and designed a budget including; rolling financial forecast, balanced scorecard, controlling fixed costs and investment management. To forecast their rolling financial budgets, they would use the Industry stock building, General market consumption, capacity developments, Trade between Asia, Europe and the US and data built up from other product groups as their price drivers for the market price developments. For market volume developments their volume drivers would be, Sales activities, Industry stock building, General market consumption, capacity developments, planned maintenance jobs, alternative market channels and data built up from assets. As for controlling fixed costs, they used Site development program, on-going projects, general activity level and head count as their main cost drivers. 
Below is a view on group level activity published by Borealis;



[image: ]The graphs show a steady increase in return on capital employed, Operating profits and Market prices since the introduction of beyond budgeting and although the polyolefin sales volumes have dropped, they are projected to rise again.
Ahlsell, a wholesaler of heating, plumbing and refrigeration and electrical products from Sweden abandoned the budgeting model in 1995 and a fast, open information system allowed the necessary controls for self-governance by local departments. In 1999 Ahlsell became the sectors most profitable company in heating and plumbing and second profitable in electrical a miraculous turnaround from its prior positions in the early 1990’s.
In 1998 Bulmers adopted a more devolved management approach and then in 1999 they implemented adaptive management processes in which, early results were outstanding. Bulmers revenue and profitability were growing at a rate much higher than the industry average and made significant cost savings. As with the financial transformation of the company the culture also changed during the adoption of beyond budgeting and in 2001 the company was ranked as one of the best firms to work for in Britain.


3.6 [bookmark: _Toc5362253]Conclusion
The report concludes that although traditional budgeting has its weaknesses and is not the perfect budgeting model but must still be used in public sector and commonly in private sector companies. It also found that managers and executives would like to implement newer budgeting methods but find barriers on the way to implementation. The success of beyond budgeting in the private sector has shown the effectiveness of the budgeting model and as the environment changes to a customer loyalty-based markets Beyond Budgeting will become evidently more popular.
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