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In the modern era of business, the traditional methods of budgeting are fast becoming outdated. In dire need of modernising, the process needs to adopt a more ‘fast’ and ‘agile’ approach (Hope and Fraser, 2003a). Failure to do will render the process redundant, with the current process being referred to as ‘a joke’ (Jensen, 2001), ‘a thing of the past’ (Gurton, 1999), and ‘the last bastion of soviet style planning’ (Hope and Fraser, 2003a)
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[bookmark: _Toc5287714]Executive summary
.
· This report evaluates and analyses the current annual budgeting model and compares it to the beyond budgeting approach
· Firstly, looking at the narrow scope of budgeting and what it entails towards the broad scope in a managerial sense
· Next it shifts towards the strengths and weaknesses of the annual budget model
· Focusing on the weaknesses and where it can be improved, the barriers in which this model creates are explored
· With these barriers, methods of overcoming are explored
· Beyond budgeting and its methods are introduced as a solution
· Exploring the beyond budgeting method, solutions can be seen in how human behaviour and ownership can help contribute towards the organisation’s goals. Saving time and money in the mean time and allowing organisations to become more responsive, agile and dynamic.
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          The current budgeting model appears to be becoming outdated in today’s modern business environment. Newer methods are succeeding the traditional annual budgeting method and providing more freedom to managers and employees on the lower levels of organisations. This freedom is producing results and, despite not having massive influence yet, moving beyond the budget appears to be on the rise.
           While the traditional method places the responsibility and decision making solely on executive levels, beyond budgeting allows for a free form and adaptive approach to management.
          This report will address the weaknesses of the traditional budget method by breaking down both the narrow and broad sense of budgeting to establish where there is room for improvement. Furthermore, it will explore beyond budgeting as a means of surpassing the barriers that the traditional approach implies.
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The annual budget model.

        The Annual budget has existed and been a central role to management for ‘decades’ (Bunce et al., 1995; Malmi and Brown, 2008), covering all aspects of activity within an organisation. Developed in a ‘relatively stable environment,’ the budget has since come under scrutiny in the modern volatile business environment (Bunce et al., 1995), (Hope and Fraser, 2003a). An annual budget aims to create a path, defined in terms of units, for cost centres to perform in line with the financial plan.
              Luft and Shields (2003) show haw the role of the budget has been subject to study within the management accounting sector, and how criticisms of the budget have arisen.

Existing issues that are within

          It is the evolving nature of the modern business world that has been the nature of some criticism, as it has tested the budget methods, and brought about questions regarding its efficiency compared to more modern means (Bunce et al. 1995)

           Annual budgeting is, in a narrow sense, preparing and creating the budget once a year based on previous year’s budget. This has weaknesses, as the process can be cumbersome, time consuming and costly. In the broader sense, the annual preparation of a statement leads to an inflexible and rigid plan that exposes itself, should unforeseen change happen in the environment. This is where complex issues can arise between managers and executives and communication Is critical and the input of the managers is sometimes essential in future planning.


Traditional Budgeting

          Traditional Budgeting relies on the previous year’s budget and accounts for increase in inflation, alongside customer and market fluctuations, to process the new annual budget. Borad (2019) lists some of the advantages and disadvantages of this model:
Advantages
1. Ease of implementation
       The method uses the previous year’s budget as a base and results in a solid base upon which to start. In theory, this mitigates cost and time in preparing budgets.
2. Stability
          As the method is a well know one, it makes sense to use what the business is used to. Alongside this, consistency in its use means that the entire organisation knows what to expect.
3. Consolidation 
        Traditional budgeting allows for the consolidation of underperforming projects to be merged with over performing ones, improving overall performance.
4. Ease of preparation
       Like implementation, as the budget is using previous years as a foundation, only the necessary adjustments need to be made, as opposed to creating one from scratch.
Disadvantages.
1. Fixed
       As it is prepared annually and adjusted at preparation, the budget may allow for some risk. This does not allow for numerous amounts of risk if they were to happen and could lead to over spending in areas. (Hansen et al., 2003; Hope and Fraser, 2003a)
2. Motivation
         The traditional budget is created and overseen at the executive level and therefor opens the possibilities that the people that are responsible for the cost centres may not have much insight on the budget. Despite being a key role in the cost centre, they may feel left out of critical decision making overall.
           This leads to the budget being separate from strategy leading to managers feeling disconnected from the decision-making process and creating a void (Hansen et al., 2003; Hope and Fraser, 2003)

3. The budget as a fixed performance contract
         Using the budget in this way could result in unreliable evaluations (Hansen et al., 2003, Hope and Fraser, 2003aKaplan and Norton (1996))

4. Costly and inefficient use of time
          As traditional budgeting is an executive level task, it uses more expensive resources to create, which may not be worth the trade-off (Hansen et al., 2003; Hope and Fraser, 2003a)

The current issues in the broader sense of annual budgeting
          With markets becoming less predictable and with competition and customer expectation increasing, it is time to evaluate the traditional budgeting model to analyse whether it is still effective in today’s business world (Bogsnes, 2010). The future of management may see a shift from monitoring and relying on financial budgeting to provide results and instead give more control to employees closer to the market (ibid).
          The annual budgeting model relies upon previous financial year’s budget and alters it based on upcoming forecast. This has the potential to render the budget obsolete almost immediately as completely accurate information regarding the year cannot be obtained (Bergstrand, 2009), and Daum (2002) states that it is not sufficient to only create a budget annually, due to the evolving markets. Furthermore, as suggested Kaplan and Norton (1996), budgets are mainly short-term financially focused, and cannot be relied upon for long term performance management. Despite the limitations of the budget there is research in to debunking the criticisms. 

1. Time and money
          Executive level time and the subsequent cost is one of the limitations that can arise to traditional budgeting. With companies still using this method, it is reasonable to consider that in order to stay profitable, organisations have weighed up the cost to benefit. However, given the time to prepare budgets, they are considered to be of little value (Hansen et al., 2003a). Wallander (2003) argues that the time used to create a budget could be spent more effectively by providing managers with relevant information for them to make key decisions (Hope and Fraser 2003b)

         Despite this criticism and the report in Hope and Fraser (2003b), there are still some organisations that are able to extract the maximum value from the time spent from preparing budgets. Libby and Lindsay (2010) show that some organisations can drastically reduce the time spent, and fully utilise the budget approach to their benefit.

2. Rigid
          Hansen et al. (2003) and Wallander (1999) show that a budget can never be truly accurate due to the changing world and this renders the value of the budget less. There are methods in which organisations can counter act the environment (zero based budgeting or rolling budgets) but this would simply add more costs to an already cost diminishing process (Hope and Fraser, 2003A).

          Libby and Lindsell (2010) shows how organisations are able to adjust and adopt methods to adapt to the environment, while Frow, Marginson and Ogden (2010) shows hoe organisations are able to combine the budget and other management techniques to combat the environment. Abernathy and Brownell (1999) finally states that budgets alone can be used to mitigate the environmental factors, as long as the structural requirements are there for the organisation to communicate effectively.

3. Out of touch with strategy.
          Hansen et al. (2003a) states that an issue with the budget is to simply cut costs, as opposed to creating value. While some organisations use the budget to manage and set targets for the year, Kaplan and Norton (2001) shows how the budget is created separate from strategic planning. This is due to the budget being focused on short term goals and void of any long-term managerial strategy. Hope and Fraser (2003a) states that this disconnection is due to individual department leaders wanting to improve a smaller part of the organisation, instead of the broader targets.
         Libby and Lindsell (2010) conclude that strategic behaviour is important in the budgeting process and Frow et al (2010) supports this finding. However, despite budget targets being a narrow focus, Bourmistrov and Karboe (2013) shows how traditional budgeting methods have provided comfort for managers and employees as they know what to expect.

4. Fixed performance contract.
           Budgets as a performance measure leads to cutting corners and unfavourable behaviour (Hansen et al., 2003). Hope and Fraser (2003). Failure to meet expectation could lead to a poor result and a poor end of year review. If rewards or bonus is linked to the budget, there is even more potential for fixing the numbers. Libby and Lindsell (2010) shows how this manipulation is a ‘commonly recurring phenomenon,’ but Jensen (2001) argues that it is not the budget process that causes this, but the fact of attaching bonus to the budget. 

            When bonus is tied to results, there can be numerous ways in which managers set out to achieve them. There can be the aim of low targets, which are easy to hit, and this results in the managers not really exceeding them due to fears of raised targets in the future. Or targets that are high can lead to the fabrication of results or manipulative behaviours within the organisation (Hopwood, 1972; Merchant 1990).
          All in all, the four criticisms amount to the question of whether the budgeting process still adds value or if alternative methods are available to replace it.
            Hope and Fraser (2003a) show a method of moving past the traditional budget with beyond budgeting.  The method includes twelve principles that move away from the centralised executive decision making that is in the traditional budget, allowing decisions to be made lower down the chain, and enables adaptation to today’s markets. Despite being general, the principles are not universal, and the structure of the organisation needs to be ready to move away from traditional budgeting (Hansell et al., 2013)
          Bergstrand (2009) believes that decentralising the decision making has the potential to increase efficiency, flexibility and communication, resulting in better profits. Furthermore, by doing this, employees become more engaged and motivated in the decision-making process, which is one area of weakness in the current traditional budget model.

The Twelve Principles
          The twelve principles are split between process and management (Hope and Fraser 2003a) and are listed below;
Process

1. Set stretch Goals aimed at relative improvement
2. Base evaluation and rewards on relative improvement contracts with hindsight
3. Make action planning a continuous and inclusive process
4. Make resources available as required
5. Coordinate cross-company actions according to prevailing customer demand
6. Base controls on effective governance and on a range of relative performance indicators




Managerial

1. Provide a governance framework based on clear principles and boundaries
2. Create a high-performance climate based on relative success
3. Give people freedom to make local decisions that are consistent with the governance principles and the organisational goals
4. Place the responsibility for value creating decisions on front line teams
5. Make people accountable for customer outcomes
6. Support open and ethical information systems that provide ‘one truth’ throughout the organisation

Beyond the budget

      Beyond Budgeting criticises the standard methods of budgeting, suggesting that real-time evaluations, combined with moving away from financial performance indicators, would provide a better way of managing in the future (Bogsnes (2009), Bunce et al (2005) and Hope and Fraser (2003a). To fully evaluate whether beyond budgeting is the correct solution in replacing traditional budgeting, it is essential to analyse the strengths and weaknesses of both.
The philosophy of beyond budgeting entails that all employees add value to the decision-making chain and contribute to the organisation. By allowing decision making to become an organisational purpose, trust is established between the executive level and the lower down managers that they are competent in their positions.

            For the purpose of this report Statoil will be used as a case study. The reason for this is to stress test the adaptability of the beyond budgeting model against a volatile and unpredictable market, compared to traditional budgeting. Statoil has been chosen as it provides an example on how large companies are adapting due to difficulties in utilising a central management system in today’s business world (Bogsnes, 2010).  Statoil have implemented their own journey called ‘Ambition to Action.’ 

         Statoil’s management structure breaks down in six levels from the CEO to the departments and there are positions which work across the entire organisation to simplify and drive initiatives through the organisation (Hjartaker and Kristiansen, 2012). One of the key factors in Beyond Budgeting is ownership. Daum (2005) states that employees are likely to be more engaged in a position that they feel is theirs. Pierce, Kostova and Dirks, 2001, 2003) describes this ownership feeling as related to the feelings of the individual. It is the ownership mentality that ties the individual in to the organisation and makes them feel psychologically linked and committed to the role.
           As the individual feels more linked to the role, specific patterns and behaviours can occur and the Ambition to Action plan of the organisation can be shared among all employees instead of being centralised. 

           It is this ownership concept that, unique to employees and middle managerial levels that enable beyond budgeting to perform the way it does. Everyone now has a value to the company and in return fells responsible for the performance and success.

          Ambition to action breaks down the traditional budgeting cluster of setting targets, forecasting and the allocation of resources in to separate categories to focus individually on improvement (Bogsnes, 2010).

Strategy and targets.
          Hjartaker and Kristiansen (2012) describes strategy as ‘risk based, events driven’ and should define the direction for the company. It aims to be reactive to the market and to the customers and competition. For Statoil, it believes that this section need not be overly dynamic, as long-term strategy needs to be planned. Strategy and targets are tracked through the Key Performance Indicators (Hjartaker and Kristiansen, 2012). KPI’s are set and monitored by each department to develop the sense of ownership for one’s actions.

Planning
         Planning and forecasting is the most dynamic section as this is where the organisation needs to be most reactive. It is here that risk is assessed and as the environment changes, the organisation reacts to mitigate further unforeseen risks and reduce exposure (Hjartaker and Kristiansen, 2012)

People
          Employees have individual goals at Statoil, and these are the contribution factor to Statoil. Hersey, Blanchard and Johnson (2008) states that evaluation of employees should highlight aspects of performance and should aim to solve performance problems. This supports Statoilsd performance management structure as Statoil sets goals and behavioural guidelines and are influenced by the Ambition to Action model.

Resource Allocation
           The Ambition to Action method moves away from traditional annual allocation of resources and instead focuses on a per project basis (Hjartaker and Kristiansen, 2012). This allows the value creation to be dynamic as decisions are made based on the best one for value and resource allocation is optimised. The answers the question of whether resources are being allocated efficiently (Rodseth and Riis, 1998), and also ensure Pareto efficiency is met as no resources are being reallocated for no reason (Pindyck and Rubinfield, 2009).

Statoil focuses on maintaining regular reviews and maintain its dynamic and responsive style to remain effective in the market. By maintaining these styles of performance management styles, the business can remain forward looking by focusing on short term inefficiencies and correcting them in time (Hjartaker and Kristiansen, 2012), instead of having to correct a years’ worth of mistakes, or worse again, not correcting them and carrying them over for another year in another annual budget.
          By allowing the decisions and responsibilities to be delegated and a sense of ownership being established between employees and the organisational goals, a positive sense of trust can be established. Schein (2010) and Bessis (2009) show how trust impacts an individual’s performance and can strengthen the individual’s motivation towards strategic objectives, actions and hitting the KPI’s.
          Knowledge like resources is more readily available within the Ambition to Action method, unless confidential (Hjartaker and Kristiansen, 2012). This open sharing of intimate information allows for the individual to be more integrated in to the organisation and strengthens the bond between the self and ownership (Beaglehole, 1932; James 1980; Pierce, Kostova and Dirks, 2001, 2003).


[bookmark: _Toc5287717]3.Conclusion

The traditional method of budgeting has allowed organisations to manage functions in a predictable environment. However, with the fast evolving and volatile environment that business has become, change is being called for. Beyond budgeting allows for more behaviour focused management and tries to move away form the constant financial focus. By allowing organisations to become more organic, the employees and managers are developing a sense of ownership towards the goals of the organisation instead of simple cogs in a machine.

[bookmark: _GoBack]The world has changed – Isn’t it time to change the way we lead and manage?” (Bogsnes, 2010)
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