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Figure 1: Budgeting image (Halt Buzas & Powell LTD, 2018)
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1. Executive Summary and Report Remit Combined

Throughout this report, there will be a number of issues discussed regarding the annual budgeting model. For example, there will be background information included, such as the face that annual budgets have been around since 1920. Also, a number of relevant definitions will be explained, including the definition of an annual budget.

Following this, there will be a number of issues brought up. The first will be the weaknesses that are currently considered as a part of the annual budget model. Inaccuracies relating to the inability to predict the future, arguments and other limitations of the model will be discussed thoroughly amongst other things.

Additionally, the ways in which traditional budgeting processes, such as annual budgets, may be seen as a barrier to the successful achievement of up and coming approaches to budgeting will be discussed. To start with, people are very reluctant to accept change. Alongside that issue, annual budgets have been around since 1920 and people are very much stuck in their ways and are happy to continue with what they already know can work.

Finally, there are a number of successes associated with the beyond budgeting model which will be brought up. For example, it has been around for 20 years and this alone tells of success. Also, it allows companies to view year to date information with updated forecasts for the next financial period. This allows them to see areas that will thrive and departments that will struggle. However, the future cannot be predicted and there are a number of the PESTEL factors excluded from financial forecasts, meaning the model is not completely successful.

2. Introduction

An annual budget, according to (Kenton, 2018), “lays out projected income and expenses for a 12-month period” and may also be expanded upon to include “a balance sheet and cash flow statement.” On one hand, there are a number of advantages to a company or an individual using an annual budget model, but on the other hand, there are also a number of weaknesses involved. Furthermore, whilst the traditional budgeting process has a number of pros, there are also a number of cons related to it. For example, some people see the traditional budgeting process as a barrier to the achievement of new approaches. Beyond budgeting, as stated by (Beyond Budgeting Institute, 2014), is all about “rethinking how we manage organisations in a post-industrial world where innovative management models represent the only sustainable competitive advantage.” While this model has had some success, there have also been issues where people have been unwilling to accept changes in the way their companies are run.

2.1.  Background of the use of an Annual Budget Model

On the word of (Info Entrepreneurs, 2009), “successful businesses invest time to create and manage budgets, prepare and review business plans and regularly monitor finance and performance.” This means that a business should be regularly looking into their financial situation and how it could change, whether as the result of an internal issue or something external. For example, if one area of the business is financially struggling, they would need to actively search for ways that that particular section could make cutbacks. Alternatively, if there is a section that seems to be doing extraordinarily well, the company would be able to see that they could milk it for funds to put back into the company in beneficial ways.

An annual budget is simply defined by (The Free Dictionary by Farlex, N/D) as a “plan for an organisation or company’s expenditures for a fiscal year.” The piece goes on to say that the annual budget is balanced if it is predicted that revenues will equal expenditures, is in deficit if money must be borrowed to meet expenses, and is in surplus if there is money left over after all expenses have been taken care of.


2.2. Analysis of Weaknesses of the Annual Budget Model

Firstly, there are a number of disadvantages to using an annual budgeting model. As stated by (Yvanovich, 2012), the first drawback of annual budgeting models is inefficiency. The example given by (Yvanovich, 2012) is the fact that it “consumes too much time and too many management resources.” This is apparently due to the use of spreadsheets, which are “prone to data entry errors, version control issues and difficulty in devising accurate formulations.” Essentially, this means that using an annual budgeting model can be counter-beneficial; it is time-consuming and not always accurate. This also leads to secondary issues, such as the wasting of money spent on the wages of the employees who have to spend their time inputting data.

Furthermore, “errors and inaccuracies will always remain since it is impossible to predict the future” as stated by (Business Case Studies, N.D.). This is potentially the biggest drawback of annual budgets. Despite everything, in a sense, this one particular disadvantage is defeating the objective. Since it is impossible to predict the future, an annual budget will never be truly accurate. Thus, it wastes valuable company time and resources. For example, if someone is paid to create budgets each year, their time and the company’s money is used. Their time and the company’s money could be better spent in other ways. It would be possible to eliminate some of the inaccuracies by opting for monthly budgets instead of annual ones. The reason for this is fewer things can change as a month is significantly less time than a whole year.

In some cases, annual budgets have been known to cause fighting amongst departments. This is due to some departments thinking that they deserve more money than they have been allocated. This is according to (Edspira, 2018) and in turn creates friction amongst the workforce and as a result, employees may become demotivated. This leads to a less productive workforce, which is not ideal for any company. Again, this brings up the issue of employees being paid when they are not using their time effectively. If there are members of staff spending their time arguing instead of concentrating on what they actually get paid to do for the company, money is basically being wasted on their wages.

Moreover, some managers may attempt to play the system, as stated by (Bragg, 2018). This means that some people may try “deliberately reducing revenue estimates and increasing expense estimates, so that he can easily achieve favourable variances against the budget.” This essentially means that certain individuals may try to cook the books in their favour. This creates inaccuracies and in turn, means that the budget cannot be trusted. If other employees were to find out that these things were taking place, there would be trust issues within the company, which, again, may lead to friction amongst the workforce.

The final drawback I will mention is, according to (o'Hoyt, 2014), the fact that annual budgets only provide predictions of financial outcomes. This is because the “nature of the budget is numeric, so it tends to focus management attention on the quantitative aspects of a business.” Unfortunately, there are other factors which can impact a company. For example, consumer trends could change and this would not be accounted for in an annual budget. Also, new laws may be brought in. this could change the way a business trades. An example of this would be a law relating to foreign trade. Environmental aspects could also impact a business. For example, if there were to be an earthquake, an annual budget would not account for any repair costs as environmental freak incidents are not predictable.

2.3.  Traditional Budgeting Processes a Barrier to the Achievement of New Approaches?

Traditionally, an annual budget was deemed as a necessary financial tool for companies. However, the issue with this is that people are not always accepting of changes when they believe that the current system is working for them. This is evidenced by the well-known saying “why fix something that is not broken?” In this instance, there is safety in what is already known to work. Since certain financial situations can be intimidating, I think some people are reluctant to accept change in case it negatively impacts the financial situation of the company.

What is more, according to (Daniel, et al., N.D.), budgets have been “an important part of the business environment since 1920 and are considered to be the key drivers and evaluators of managerial performance.” This evidences the fact that people are very much stuck in their ways. It has been almost 100 years and traditional budgeting processes have been successful thus far. For this reason, people are reluctant to change the way they do things.

In contradiction to the points aforementioned in this section, there have been two more “waves” of budgeting processes according to a journal article written by (Samudrage & Beddage, 2018). Apparently, due to the disadvantages of traditional budgeting, the business world moved on to “Better Budgeting” and then following that “moved to its third wave called Beyond Budgeting.” This suggests that traditional budgeting processes are not a barrier to the achievement of new approaches because there have already been two more approaches achieved since traditional budgeting. Having said that, the way that (Samudrage & Beddage, 2018) described approaches as coming about in “waves” leads me to believe that it is certainly possible for more new approaches to be achieved in the near and distant future.

2.4.  Analysis of the Success of the Beyond Budgeting Model

As listed by (Kaplan Financial Knowledge Bank, 2012), there are a number of issues related to the traditional budgeting process. For example, this model encourages “managers and employees to meet only the lowest target rather than attempting to beat the target set” which is “inconsistent with TQM approach.” Having said that, this particular source also discusses a number of advantages that are associated with the beyond budgeting model. One thing I noticed whilst reading this source is that there are positive aspects of the beyond budgeting model when it is applied to both the private sector and the public sector. Some examples of this include the fact that “rewards are team based,” which is a great motivator, and the “creation of open information systems throughout the organisation.” I feel like this, in particular, is important in any company as it is extremely important to be open and honest with the main stakeholders, namely the employees.

Furthermore, “beyond budgeting has now been around for twenty years,” according to (Bogsnes, 2018). In itself, this suggests that beyond budgeting is a successful model. If it were unsuccessful, it would have been replaced and phased out a long time ago. Clearly, many companies around the world are of the opinion that this model is highly successful, efficient and cost-effective for them. As mentioned in this source, there are a number of processes involved in beyond budgeting, including rolling forecasts

Leading on from that, “in their purest form, rolling forecasts allow organisations to project future results based on a combination of actual year to date financial results and the original budget, or updated revenue and expense forecasts for future periods.” This is mentioned in a piece by (Host Analytics, 2019) and leads me to suspect that rolling forecasts are a more successful method of budgeting than traditional processes, such as using an annual budget alone.

Having said that, there are also limitations to any budgeting models that involve predicting future financial situations. This is because the future simply cannot be predicted, no matter how stable the current financial situation may look. Also, as stated by (Business to You, 2016), there are six factors which can have an impact on a company. Despite this, budgeting can only account for the financial factors, while everything else is swept under the carpet by budgeting models.
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Figure 2: PESTEL Analysis diagram (Business to You, 2016)
As seen in Figure 2 (Business to You, 2016), there are six main factors which can have either a positive or negative impact on a company and need to be continuously monitored. The first of them is political. This involves government interventions in the economy or certain industries. Following that, there are economic factors. Despite economic issues being brought up in budgeting models, there are limitations because future economic trends cannot be predicted. Social factors are also at play in the business world constantly. Consumer trends and demographics among other things can impact on a business but are not taken into account by budgets. Technology is constantly changing in today’s day and age, but this is not included in budgeting. Environmental factors are becoming more important due to the scarcity of raw materials, pollution and other issues. Not only that, but it is impossible to predict future freak incidents, such as flooding. Therefore, these issues are not accounted for within annual budgets. The final of the six factors is legal factors. Whilst some of these issues may overlap with political factors, they include more laws that are specific to how a company may run. For example, discrimination laws, employment laws, and health and safety laws amongst other things. To conclude this section, there are both successes and weaknesses that are associated with the beyond budgeting model.



2.5.  Conclusions

To conclude, there are a number of uses for the annual budgeting model. For example, it allows a company to see which departments may struggle financially over the year and which may produce a surplus. In turn, this provides some insight on which departments they can milk for money to put back into the business in other areas. It helps a company to see whether they can expect their accounts to be balanced, have a surplus or suffer a deficit.

Moreover, there are a few weaknesses that could be associated with being part of the annual budgeting model. For example, they are not always effective due to the fact that they use time and other resources, such as money, to complete. Budgets are also not always accurate as the future simply cannot be predicted. Arguments can also break out between departments when they see the budget as some may think that they deserve or need more money than they have been allocated in the budget. This is detrimental as it can cause friction in the workforce. Also, some managers will play the system to cook the books in their favour. Annual budgets are numerical, meaning they can only include financial issues and others are ignored. This shows that there are definitely flaws in the annual budget model.

Furthermore, there are a number of reasons for the opinion of some people that traditional budgeting processes may be acting as a barrier to the achievement of up and coming approaches. One of the main barriers to change is the fact that people can be so unwilling to accept change. Annual budgets have been around since 1920, meaning almost 100 years have passed since this system was first deemed successful. Despite this, there have been two waves of budgeting methods since the first one was introduced. These are the better budgeting model and the beyond budgeting model, which have both seen success in their own way.

What is more, there is evidence that success has been experienced by companies who have adopted the beyond budgeting model. For example, this system creates pen information systems throughout the organisation. This considered a success as it can help to create a trusting relationship between managers and those working below them. Also, beyond budgeting has been around for 20 years so far and this fact speaks of success in itself. Rolling forecasts allow organisations to predict future financial situations based on year to date information and updated revenues and expenses forecasts for the next financial period. Despite this, it is not fully successful because as aforementioned, the future cannot be predicted. Also, there are a number of the PESTEL factors missing from the annual budgeting models.
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