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BUDGETS AND BUDGETING

Introduction
Most of people, in their everyday life, due to their limited financial resources, are thinking about how to spend their money efficiently, having in mind to fulfil the bottom pyramid needs first (Maslow Hierarchy of Needs) and up to the top. They plan for today and of course for the near future. In principle, what they are doing in their mind, is what economists call budgeting. The broad definition: Budgeting is the process of preparing a detailed statement of financial results that are expected for a given time period in the future. But, budgeting does not include only financial aspect of a company, as it also include factors such as labour, land and equipment. 
In this assignment, we will discuss 2 important questions: Why do companies need budgets and how do they prepare them. Using critical thinking, the aim is to go in depth of understanding budgeting, to create a clear view of budgets purpose and importance within a corporation.
The strategic approach to budgets in modern economic entities is the fundamental one because bankroll determines all the rest of qualitative and quantitative characteristics of their sustained growth and systematic development. We can single out several basic aspects which determine the strategy and tactics of financial management in modern enterprises. (Limitovskiy et al., 2012)

Traditional budgeting
‘’Traditional budgeting can be based on the financial structure of an enterprise or on the structurization of business processes.’’ (Dudin et al.,2015)
Traditional budgeting is the most used and old-school way of preparing a budged, where the company prepares the new one based on the last year budged. Changes can be made by adjusting expenses, market demand, market supply, inflation rate etc. Cost and revenue from the previous year are very crucial to the new budget because pave the way to better manage expenditures and better predict sales.

Advantages
Implementation – It takes less time to prepare because not many changes are needed to be made from the previous year’s budget. This means a lot of effort and times saved.
Stability – As many companies still use traditional budgeting, it has become very reliable. This brings stability because the organization will not have to choose and change between different methods of budgeting.
Decentralization – Everyone can create its own budged, without relying on a single power.
Consolidation – Helps to get together different projects under one theme, therefore making it easy to improve underperforming sectors.
Disadvantages
Fixed and rigid – It does not allow you to fix anything after it is prepared, thus affecting performance because in the market you have to adapt to daily changes.
Lesser motivation – Knowing that traditional budgets are written form top level managers, it promotes hierarchical importance. This can discourage the employees.
Excessive reliance – As mentioned earlier, it is a stable method of budgeting. But, sometimes this can be fatal because if the past year budged is done incorrectly, the mistake will be carried on.

Why do corporates need budgets?
a- Clear and real forecast
Since the moment a business starts, they should have a very clear idea about how the money will be used in order to make things function. Firstly, the owner has a clear idea in his head about this, but as soon as business starts, everything has to be written down. Every big company started as a small one, where every single penny counted and was worth a lot.  Budgeting in the beginning is an easy task and can be performed by a single person, but with the growth of a company, an expert (accountant) is hired to do that job. 
b- Limit expenditures
A budget’s aim is to show precisely how much money does each sector spends, how much money goes to pay the employees, what percentage of the total budget goes to maintenance, rent and everything else. In very big companies, where a lot of money circulates, and we are talking in billions of dollars, a good budgeting plan is crucial to ensure that there would be no corruption or fraudulent behaviour. When a company ensure that their budgets are within their required standards, they can identify unnecessary expenses and cut them down, as well find methods to lower the existing ones.
c- Track down performance
Budgets, in many businesses and are done in yearly basis, and this means that they can compare year to year performance and check if their followed the guidelines and met their expectations. Comparisons can be made in different sectors of the company in order to evaluate the degree of effectiveness of the planning methods done my managers and senior level administration. In public companies that sell shares in the stock market, keeping track of the yearly performance is crucial in attracting investors, because investors depend a lot on the previous years performance to make financial decision. 
d- Better future planning
Every year there are aspects that can be improved in budgeting, because every year brings new challenges that need to be overcome. After correctly finding out how money is spend and if there are any unnecessary expenditures, the management team can plan a better budget the next time by cutting down these costs and investing that money somewhere else, for example marketing or advertisement.


e- Budgets communicate priorities
To explain this, I will use a hypothetical situation where a clothing retailing company wants to put in the market a new line of product, let’s say perfumes. For the first quarter, their aim is promoting the new product line and generate selling. In the budged this will be represented into more raw material expenditure, more labour and more advertisement. Probably, training will be required for employees so they could know to present it to costumers. So, in the new budged, these priorities should be written to create a better sight on present priorities. 
The process of preparing budgets
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[bookmark: _GoBack]Balanced Scorecard
Balanced Scorecard idea was first published in 1992, in an article by Robert Kaplan and David Norton, in the January-February issue of Harvard Business Review. They researched 12 companies and their activities, and in 1992 they presented their findings using a performance measurement tool, later developed and called by them ‘’Balanced Scorecard”. This was only the first step because in the coming years, Kaplan and Norton advanced their research examining more than 300 organizations and published a series of articles and some books that advanced the concept of the balanced scorecard. Atkinson et al (1997) in a review essay quoted that “the balanced scorecard is among the most significant developments in management accounting and thus, deserves intense research attention”.

Critics and recommendations for BS 
“Despite its usefulness, the balanced scorecard has also received considerable criticism. For example, Butler, Letza, and Neale (1997) considered its concept to be too general, pointing out that it might not fit in an organisation’s culture and could ignore corporate missions. In a similar vein, Laitinen (2003) found the selection of the four basic dimensions and their interrelationships problematic, because the measures in practical applications appeared to connect loosely to each other and could not provide clues as to which organisational internal factors should be developed. He further noted that in its original form the balanced scorecard might include non-critical perspectives and exclude critical ones.” (Hoque 2014)

Activity based budgeting
Activity-based budgeting (ABB) as described from CIMA Official Terminology is a method of budgeting based on an activity framework, using cost driver data in the budget setting and variance feedback processes.
There are three stages that ABB follows
a- Identify activities and their cost drivers
b- Estimate the number of units of cost driver for each activity level
c- Calculate the cost per unit of activity.
The benefits of ABB are that, similar to Activity Based Costing, it focuses the attention more on overhead and related costs of the units produced, rather than direct costs. Activity costs can be controlled if the activity volume is being controlled. This means that more volume of production will increase activity costs and that will be reflected on the ABB. Another benefit is that contrary to traditional budgeting that focuses on input costs, ABB shifts its focus and takes an output based approach. In activity based budgeting, the business is seen as a group of activities that are well linked with the companies strategy.




Reference list
Limitovskiy, M. A., Lobanova, N. Ye., Palamarchuk, V. P., & Minasyan, V. B. (2012). Corporate Financial Management. Moscow, Yurait.

Klychova, G.S., Faskhutdinova M.S., Sadrieva E.R., 2014. Budget Efficiency for Cost Control Purposes in Management Accounting System. Mediterranean Journal of Social Sciences, 5(24), pp79-83.

Aksyonov, Ye. P. (2010). On the Essence of Functional Financial Management. The Review of the Tomsk State University, 3(11), pp.64-76.

Butler, A., Letza, S. R., & Neale, B. (1997). Linking the balanced scorecard to strategy. Long Range Planning, 30(2), pp.242–253

Atkinson, A. A., Balakrishnan, R., Booth, P., Cote, J., Grout, M. T., Mali, T., et al. (1997). New directions in management accounting research. Journal of Management Accounting Research, 9, pp79–108.

Dudin M. N., Kutsuri G. N., Fedorova I. J., Dzusova S. S. & Namitulina A. Z. (2015) The Innovative Business Model Canvas in the System of Effective Budgeting. Asian Social Science, Vol. 11, No. 7.

Hope, J. and Fraser, R. (2003). Beyond budgeting: how managers can break free from the annual performance trap. Boston, Mass.: Harvard Business School

Kalyebara, B.,Islam, S. M. N.(2014). Corporate Governance, capital markets, and capital budgeting: An integrated approach.Heidelberg, German:Springer.

CIMA Official Terminology (2013). Activity-Based Budgeting (ABB)
[Online] Available at:
https://www.cgma.org/resources/tools/essential-tools/activity-based-budgeting.html
Published: June 11, 2013
Accessed: January 02, 2017
image1.png




