Chapter 12 Objectives of Budgetary Control

Answer 1
(a)

Objectives of a budgetary control system

To compel planning

Budgeting makes sure that managers plan for the future, producing detailed plans in order to ensure the implementation of the company’s long term plan. Budgeting makes managers look at the year ahead and consider the changes in conditions that might take place and how to respond to those changes in conditions.
To co-ordinate activities

Budgeting is a method of bringing together the activities of all the different departments into a common plan. If an advertising campaign is due to take place in a company in three months’ time, for example, it is important that the production department know about the expected increase in sales so that they can scale up production accordingly. Each different department may have its own ideas about what is good for the organisation. For example, the purchasing department may want to order in bulk in order to obtain bulk quantity discounts, but the accounts department may want to order in smaller quantities so as to preserve cash flow.
To communicate activities

Through the budget, top management communicates its expectations to lower level management. Each department has a part to play in achieving the desired results of the company, and the annual budget is the means of formalising these expectations. The whole process of budget setting, whereby information is shared between departments, facilitates this communication process.
To motivate managers to perform well

The budget provides a basis for assessing how well managers and employees are performing. In this sense, it can be motivational. However, if the budget is imposed from the top, with little or no participation from lower level management and employees, it can have a seriously demotivational effect. This is discussed further in part (b).
To establish a system of control

Expenditure within any organisation needs to be controlled and the budget facilitates this. Actual results are compared to expected results, and the reasons for any significant, unexpected differences are investigated. Sometimes the reasons are within the control of the departmental manager and he/she must be held accountable; at other times, they are not.
To evaluate performance

Often, managers and employees will be awarded bonuses based on achieving budgeted results. This makes more sense than evaluating performance by simply comparing the current year to the previous year. The future may be expected to be very different than the past as economic conditions change. Also, events happen that may not be expected to reoccur. For example, if weather conditions are particularly wet one year, a company making and selling umbrellas would be expected to make higher than usual sales. It would not be fair to assess managers against these historical sales levels in future years, where weather conditions are more normal.
(Other possible objectives include:

To delegate authority to budget holders

A formal budget permits budget holders to make financial decisions within the specified limits agreed, i.e. to incur expenditure on behalf of the organisation.
To ensure achievement of the management’s objectives

Objectives are set not only for the organisation as a whole but also for individual targets. The budget helps to work out how these objectives can be achieved.)
(b)
Participative budgeting

‘Participative budgeting’ refers to a budgeting process where there is some level of involvement from subordinates within the organisation, rather than budgets just being set by the top level of management.
There are various views about whether participative budgeting is more effective than other styles. Each of the objectives from part (a) is dealt with below, considering the extent to which participative budgeting helps to achieve this.
To compel planning

Participative budgeting will compel planning. Although participation can take many forms, often it will take the form of bottom-up budgeting, whereby the participation starts at the lowest level of management and goes all the way up to the top. If this is the case, then planning is taking place at many levels, and should be more accurate than if it simply takes place at a high level, by individuals who are not familiar with the day to day needs of the business.
To co-ordinate activities

Co-ordination of activities may become more time consuming if a participative style of budgeting is used. This is because, not only does there need to be co-ordination between departments but there also has to be co-ordination between the different levels of management within each department. The process should be cumbersome but also effective, with everyone knowing exactly what the plan is.
To communicate activities

Communication will be particularly effective with participative budgeting, although how effective depends on the extent of the participation. If all levels of management are involved, from the bottom up, then all levels of management know what the plan is. However, the plan may change as different departments’ budgets are reviewed together and the overall budgeted profit compared to the top level management’s expectations. Hence, it may be the case that those people involved in the initial budgets, i.e. lower level management, have to deal with their budgets being changed.
To motivate managers to perform well

If managers play a part in setting the budget, they are more likely to think that the figures included in them are realistic. Therefore, they are more likely to try their best to achieve them. However, it may be that managers have built budgetary slack into their budgets, in an attempt to make themselves look good. Therefore, managers could end up performing less well than they would do had tougher targets been set by their superiors.
To establish a system of control

In terms of establishing a system of control, it is largely irrelevant whether the budget setting process is a participative one or not. What is important is that actual results are compared to expected, and differences are investigated. This should happen irrespective of the budget setting process. Having said that, control is only really effective if the budgeted figures are sound. As stated above, whilst they are more likely to be realistic if a participative style of budgeting is used, the system is open to abuse in the form of budgetary slack.
To evaluate performance

Managers will be appraised by comparing the results that they have achieved to the budgeted results. A participative budget will be an effective tool for this provided that participation is real rather than pseudo and provided that the managers have not built slack into their figures, which has gone uncorrected.
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