Budgetary Control and Performance Management
Budgetary control is part of overall organization control and is concerned primarily with the control of performance. The use of budgetary control in performance management has of late taken on greater importance especially as a more integrative control mechanism for the organisation. Discuss.
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1. Preamble

Budgets are accounting functions, used for strategic planning and metric driven performance monitoring, through comparison of actual achievements against statement of expectations, during a future period. Budgets are forward looking, provide direction, enable rational planning, resource allocation, performance monitoring and executive accountability; binding organizational units for integrated operations. 

The impact of budgetary control on organizations is multi dimensional. Control through operating and financial budgets, are found to catalyse investment efficiency (Poonpool et al 2013). Budgetary control influences firm performance (Muhammad et al 2007), and effectiveness of using budgetary controls vary across functions (Peter 1985).        

Budgetary process and  its implementation for control, influence managers to build budgetary slack. Managers with high need for achievement tend to create less of slack (Vincent and Irdam 2012). Managers’ perceived effectiveness of budgetary control, ethical work climate and procedural justice, negatively correlate with creation of budgetary slack (Gökhan and Emine 2011).  

Budgetary control can be exercised across levels, horizontal units and for varying periods; rolled up or drilled down. Budgets help control performance through continuous monitoring, provide visibility into variations, early warning signals and prompting Root Cause Analysis.  Meaningful   budgeting process should be rational, data driven, holistic, participatory, integrated, futuristic and realistic. Participatory budgeting stimulates ownership and accountability, helps track progress and timely corrective action. 

Being forward looking, budgets have inbuilt uncertainty, and are revised based on new information from unfolding events. Budgeting   can be done based on past data and future expectations,   clean slate zero based budgeting to address structural changes or Kaizen budgeting for driving improvements. Budgetary implementation requires data collection and analysis for control, and  operational discipline. A well knit holistic budget integrates organizational units through a scheme. 

Budgets reflect organizational strategy. Budgeting cycle comprises planning (budgeting), execution (data collection) and monitoring and feedback (variance analysis) for timely intervention. Budgeting touches resources (finance, manpower…), costs (materials, manpower…), activities (sales….) and revenues (units, regions, corporate….).    

2. Accountants’ Self Serving Agenda

Accounting practices are not immune from selfish motives of accounting professionals, to promote interests of own tribe, from inventing and reinventing. Managers should use outcomes from accounting analysis with introspection (Miller 1998).

While accounting standards evolved over time, from superfluous inventions of accounting professionals gaining political support, managerial decision criteria have survived aging over time (Miller 1998).

Accounting practices are not practical from a management perspective but prescriptive, compelling counter-productive managerial actions; using outdated practices and standard costs when efficient technology could replace expensive labour (Miller 1998).

Overzealous accounting driven actions, tend to seek short term goals sacrificing long term gains (Miller 1998). This leads to the question “ Is there a true cost and if so what is it?”, what are we chasing?  Are we doing what is appropriate for business? The ecosystem driving accountants to invent, reinvent, problematise  and  work for own prosperity need to be considered, when managers use accountants’ reports and advices.

Activity Based Costing (ABC)  is an activity and accounting survival kit, than a management tool for growth. ABC glorifies the activity as sacrosanct, shifting focus from running the business to employing ABC trackers (Ringrose 1998). 

Accounting functions are not the reason for businesses to exist, it is the other way.  Primacy of organizations shall be, meeting the dynamic business needs and not preserving accountants’ jobs (Piper and Walley 1990).  

It is not clear if ABC examines reengineering the activity itself or do away with it; in which case, ABC is superfluous.  There is need to shift attention to “are we doing the right things” from “are we doing things right”; in order, not to miss the woods for the trees (Piper and Walley 1990). Accounting reflects true limited democracy “inventions of the accountants, by the accountants and for the accountants”. 

Costing and accounting systems shall support the business strategy, and not be a super-set to it. Businesses should take the credit and debit for business outcomes, and not lose control to accounting or shift blame to it
3. Misused Tool

Accounting is an internal monitoring and governance tool, and its application should be limited to that (Burchell et al 1980, Miller and Rose 1990).

Relevant economic considerations for managerial decisions are marginal costs and not historical costs; driving ABC and absorption costs to distort business decisions (Edwards 1981, Coase 1981). So are forward looking opportunity costs, as against normative accountants’ costs (Coase 1981).  

Some of the scientific management practices drew from accounting practices to back their theory (Taylor 1903). This is to be seen as an aberration in the present context.  

Managers need to look at budgeting as a tool to be used as and when found appropriate, than be enslaved to it. It is not uncommon to find transactional manipulations across levels in organizations, by employees; eager to be seen as compliant and performing. Manipulations include convenient classification of activities, costs, revenues and anything one can imagine, exploiting grey areas and discretionary powers; or even perceived likely-hood of escaping visibility. 
Closer and isolated scrutiny of parameters in budgetary control, can lead to managerial behaviours directing the short-comings elsewhere, where they escape detection  (Ghoshal and Moran 1996a).    
4. Caveats

Though Slack is an outcome of managerial dysfunctional behavior, it is necessary for innovation and risk taking  (Nohria and Gulati 1996). 

Budget based control mechanisms should be seen as tools for internal control; not for evaluating the business.
Budgets should be used to blow the whistle to delve deep for Root Cause Analysis and no more. Management accounting  need to look at management before accounting (Otley 2001).  

Budgeting process (capital budgeting), fraught with poor visibility and extreme uncertainty, limits value derived from meticulous accounting efforts (Kennedy and Sugden 1986).  
Executives tend to innovate while responding to organisational expectations, systems and procedures, controls, rewards and incentive systems.   Managements should be conscious of the potential coping behavior of managers, driven by control and incentives mechanisms. Internal systems fail to deliver expected results, due to failure of managements to recognize this behavioural shift of employees across levels.
5. Deriving Value from Accounting

Evolution in management theories led to the concept of value addition (simply put the difference between sales revenue and cost of bought-out inputs) as a measure of an organisation’s real contribution. Value addition  reflects holistic competence and  is distributed among employee costs, financing costs, taxes, depreciation, shareholder dividends and retained earnings (Cox 1979).  Budgetary accounting helps arriving at value addition to effectively communicate with stakeholders.

Increasing institutional investors  and  appetite  for equity, managers’ role as agents of shareholders (ultimate owners),  have led to recognition of accounting and accountability to create shareholder value, as well as regulatory compliances (Lazonick and  Sullivan 2000). 

Employee empowerment, transnational operations and  market dynamics have recognized the need for budgetary controls for visibility and timely intervention;  which was non-existent  when employees were micro managed by managers (Simons 1995).        

Emergence of knowledge workers  preferring autonomy and who need  to be assigned  enriched roles, are accountable for end results: i.e outputs, which could be monitored through a budgetary control process. Organisations need to satisfy human capital for their sustenance (Drucker 1999).    

Narrow focus limitations of budgetary control can be overcome by using Balanced Score Card (BSC), reflecting a holistic, realistic and comprehensive set of measures and their priorities, appropriate to the business (Kaplan and Norton 1992).  BSC needs accounting data for its generation, thereby recognizing relevance and value of budgeting and control. BSC enables choosing own parameters, measures and duration for measurement, is flexible and realistic, as a monitoring mechanism (Maltz et al 2003).   BSC explicitly recognizes and values contributions from different organisational functions, thereby enabling cooperation, collaboration and cohesiveness across functions, leading to optimum resource utilization. BSC promotes interdependency, team work, cross functional visibility and helps minimize internal conflicts and power play.        
6. Need for Shift in Approach

Management accounting should shift focus from historic to forward looking, control to planning and Root Cause Analysis, activity to business, cost to value and micro to macro view (Otley 2001).

Budgeting and control processes are also driven by the technology used in management (Fanning 1999), which accountants should be educated on and sensitive to.

Management decisions are based on complex factors: internal and external. Accounting should limit its role as an internal control process for governance; not use their position to hijack the business (Lukas 1999). 

In contrast with management accounting, strategic management accounting  (SMA) internalizes the external environment (competitors, policies), in its assessment of the organizations’ ability to sustain and grow.  SMA  recognises competitor’s actions and evaluate its impact on the firm, and its preparedness to combat the same (Lord 1996).   SMA may not be accounting in the conventional sense. SMA will internalise competitors actions, to arrive at own budgetary values for various parameters: for eg. product costs, advertising and promotional budgets, marketing strategies and budgets and so on. Budgets will have elements of internal strategy juxtaposed against relevant external elements. SMA system tends to be proactive, future oriented with strategic and budgetary elements, for positioning oneself against competition’s potential actions.
7. Limitations of Budgetary Control

Narrow use of budgetary control can be misleading such as: apparent gains from cost reduction due to input market conditions seen in isolation, may be overshadowed by competitors’ improved performance driven by lower input costs; and executive firing due to adverse variation driven by environmental factors. Analysis and monitoring of performance against budgets shall be incisive and holistic to gain meaningful insight and preempt costly knee jerk reactions.

Mechanical application of budgeting / management accounting practices jeopardise management decision making.  Application of budgets shall be business sense driven and not esoteric accounting theory. Activity based and absorption costing paradigms could lead to inferences inconsistent with business considerations, lower actual costs (in isolation) from competition in the inputs market not necessarily implying higher efficiency. It could even mask poor performance when competition lowers price, gain market share, turnover and profits. Isolated gains from lower inputs costs through invisible cost shifting, could cost more from wastage, inventory or contractual supplier locking in a falling market.  Root cause and holistic impact analysis, alone will expose hidden costs of apparent better performance, making application of business sense paramount (Armstrong). Management decisions driven by national accounting practices could jeopardize cross border businesses (Miller 1998). 

Overzealous implementation of budgetary controls leads managers to dysfunctional behavior  creating slack for insuring performance (Lukka 1988); such behavior is culture driven  (Otley 1978) Though budgets are expected  to direct behaviours to enhance managerial efficiency, over building of slack leads to sub-optimum utilization of organizational  resources and waste.

Obfuscating poor performance by manipulating budgets avoiding long term risky projects yielding high returns, losing opportunity to generate wealth are casualties of mindless budgetary controls. (Otley 1978). Over-focus on accounting nuances and compliance tends to miss the big picture and lost opportunities (Prendergast 2000)      

Management accounting tools, concepts and processes are manufacturing focused, unsuitable for an era of  perceptible shift to services in the composition of economic activity. 
Management accounting is internal focused whereas management has to be external focused, leading to conflict between accountants and managers. Managers are rewarded for wealth creation for shareholders and not for contributing to growth of accounting profession. 

8. The Endless Debate
Shareholder value is primarily driven by share price and there is debate on who the organization is existing for, a sociological perspective (Handy 2002). 

Accounting and shareholder orientation do not recognize social responsibility, accentuating social and economic disparity   Mintzberg et al 2002). Corporate governance and accounting should also provide for societal value creation.

Conventional accounting and budgeting systems are oblivious to environmental and societal  sustainability, while obsessively pursuing share value creation  (Hart and Milstein 2003). Accounting treatments of businesses are unsustainable, short term, myopic, narrow and selfish. Firms need to adopt a holistic balanced view meeting aspirations of diverse stakeholders: share holder, accounting  community, regulators and the management, business and society, private and public interests, present and future generations, short and long term.

Sustained focus on narrow shareholder objectives prompted demand for social accounting (placing the society at the heart of the system) of businesses, by neutral external agencies, focusing on sustainability (Gray 2001).   
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