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B

udgeting is a ubiquitous business
activity that accountants are
involved in – supporting unit
heads in its preparation, assisting
controllers and executives in its
review, and even preparing the budget
itself. Firms generally prepare two
types of budgets – capital budget
and operating budget – but for our
purpose, budgeting refers to recurring
preparations of operating budgets1.
There are two related objectives to
preparing budgets. First, budgeting
is a part of strategy to help allocate
resources, monitor progress, and
provide progress feedback, that is,
strategic control and coordination.
Second, budgets provide inputs
to performance measure to align
behaviour with the strategy, that is,
performance measurement. These
objectives are related but distinct.
Neely et al2 suggests that the
budgeting process is broken at many
organisations. Budgeting consumes
substantial management time in terms

1 Capital budgeting is non-recurring and requires
investment appraisal by specialists.
2 Neely, A, Sutcliff, MR and Heyns, HR (2001) Driving
Value through Strategic Planning and Budgeting ,
New York, NY: Accenture
3 For example, the applied literature reported two
approaches: either to improve the budgeting process
(for example, the Activity Based Budgeting initiative)
or abandon budgeting (for example, the Beyond
Budget initiative).
4 The forecast is usually a growth over the previous
year’s profit considering market expectation, economic
conditions and business strategy.
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of preparation, revision-negotiation,
and review. Yet, managers complain
that budgets are rarely strategically
focused. Instead, budgets reinforce
departmental barriers rather than
encourage collaboration, misallocate
resources based on positional power
rather than strategic need, focus on
cost reduction and ignore value
creation, and encourage gaming
behaviour. Furthermore, the planning
assumptions are often outdated when
the budget is completed, but budgets
are seldom revised to consider
competitive changes, hence constraining

effective strategic responses. Despite
these problems, budgeting remains
essential to management because of
the lack of a viable alternative, and
remedies3 have yet to gain traction.
Anecdotally, there are wide
variations in the effectiveness and
practice of the budgeting approach
used in firms where practising
accountants play a role. This variation
indicates a potential where adoption
of best practices could enable
accountants to contribute a high valueadded service to their business. In this
article, we examine the two objectives

s
There are two related
objectives to preparing
budgets. First, budgeting
is a part of strategy to
help allocate resources,
monitor progress,
and provide progress
feedback, that is,
strategic control and
coordination. Second,
budgets provide inputs
to performance measure
to align behaviour
with the strategy,
that is, performance
measurement. These
objectives are
related but distinct.

of budgeting – strategic control
and coordination, and performance
management – in detail, and provide
an overview of good practices.
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Budgeting for Strategic
Control and Coordination
Preparing budgets to support strategy
requires concurrent preparation of
business plans (hereafter referred
to as plans). Budgets quantify the
expected outcomes and expected
resources to execute plans, ensuring
the strategy’s financial feasibility
is considered. Plans, containing

assumptions for the coming year’s
activities, are the basis for budgets.
Hence, draft plans should precede proforma budgets. Budgeting is iterative:
Draft plans precede pro-forma budgets
which are then aggregated, reviewed
and revised. Budget revisions
consequently cause plan revisions
until an agreement for the final plans
and budgets is reached. Firms adopt
annual planning cycles to sequence the
budgeting process, provide common
templates to facilitate aggregation,
organise preparers to present to
reviewers, and obtain the board’s

endorsement. Budgets become a
device to allocate financial and human
resources across business units.
The value of budgets to support
strategy is well recognised. However,
quantifying budgets require
judgements, estimates and forecasts
that introduce subjectivity, and lead
to unintended consequences.
Resource allocation is always a
politicised negotiation. There are
generally two approaches to the
negotiation process: top-down and
bottom-up. The top-down process
begins with aggregate forecasts4 by
top management which then cascade
to lower levels. The bottom-up process
begins with heads making initial
budget estimates which then aggregate
up. We can think of final budgets as
weighted averages of top-down views
of corporate ambitions and bottom-up
views of feasibility. Using the concept
of framing from negotiation research,
the weights gravitate towards the
setter of the pro-forma budget
ceteris paribus.
For new units or strategies,
preparers prepare zero-based budgets.
For mature units or strategies, preparers
July 2015
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s
... the budgeting process
is broken at many
organisations. Budgeting
consumes substantial
management time in
terms of preparation,
revision-negotiation,
and review. Yet,
managers complain
that budgets are rarely
strategically focused.

5 Recall that the budget variance consists of price and
volume variances applicable to revenue and expenses.
6 Kaplan, R, and Norton, D (1996) The Balanced Scorecard,
Boston MA: Harvard Business School Press
7 Mackay, A (2005) A Practitioner's Guide to the
Balanced Scorecard , Chartered Institute of Management
Accountants
8 www.quantrix.com/quantrix/userfiles/file/quantrix
2012 budgeting forecasting and planning survey.pdf
9 http://centage.com/forms/WhitePaper-SurveyCentageIOMAsurvey-Budgeting-Software-V1.asp
10 Roy, D (1952), “Goldbricking in a Machine Shop”,
American Journal of Sociology , Vol. 57: 427–442
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Figure 1 Quadrants of the Balanced Scorecard6
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can use the information from previous
years to prepare incremental budgets.
There are two advantages to preparing
incremental budgets – less time is
needed, and verified data is used as
the basis. However, it is also easy to
prepare incremental budgets without
any plans or strategies. Budgeting
degenerates into politicised bargaining
without the basis of plans or strategies.
For many firms, having prepared
budgets is the beginning of using them
as a management tool. For example,
a hospital organises its wards as units,
prepares annual budgets disaggregated
by month, and uses monthly budgets
for operational reviews including
monthly meetings of nurse managers
(responsible for a ward) with the
hospital administrator, financial
controller and accountant to review
budget variances.5 Operational
reviews are for problem-solving and
not evaluating performance. Positive
price variances can signal unexpected
market opportunities. Negative volume
variances can signal competition which
warrants investigations into their
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nature and devising of countermeasures. The accountant prepares
the variance analysis and educates
nurse managers on concepts such
as static and flexible budgets. The
analysis helps nurse managers
understand the financial impact
of operational decisions and instil
financial discipline.
Budgeting is criticised for being
overly focused on short-term financial
outcome. Norton and Kaplan6 propose
a balanced approach covering four
areas along two axes, widely known

as the Balanced Scorecard (Figure 1).
Mackay7 provides practical guidance
on this topic.
A 2012 global survey8 by
Quantrix shows wide variations in
business planning and budgeting: 26%
of small firms (<50 employees) just
prepare budgets and 44% prepare
budgets with business plans; large
firms (>5,000 employees) almost
always prepare budgets with business
plans. How budgeting is practised
strongly influences the time costs and
potential benefits for the firms.

targets in compensation formulas and promotion systems.
Eliminating the use of targets or budgets in compensation systems solves the
problem because if your bonus or promotion is a function of what you accomplish,
not whether you meet or exceed a budget or target, you have no monetary incentive to
hide information or lie in the budget/target-setting process. Budgets can be used for
planning and coordinating as they were intended, and a major cause of the erosion of
integrity in organizations is eliminated.
A. Analysis of the fundamental sources of the incentives to game the system
To see why this behavioural problem is a problem with the compensation system, not
the budgeting system, let us structure the analysis a little more. We start by defining a
pay-for-performance profile which plots the total compensation of an individual vs.
his or her performance. Consider the fairly standard pay-for-performance profile
Figure
2 Pay-for-performance Profile of an Executive Compensation Scheme
in Figure 1.
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European Financial Management, Vol. 9(3): 379-406
# Michael C. Jensen, 2003
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Budgeting for Performance
Management
A 2010 survey9 of American CFOs shows
that meeting the budget is a key input
of performance evaluation tied to
compensation. The logic is simple –
since a budget quantifies the strategy,
incentivising executives to meet the
budget results in the delivery of the
strategy. However, incentives often work
too well and result in gaming. Budgeting
games are played at two points –
setting targets and meeting targets.
Forecasting involves judgements
and estimates and hence produces
a range of feasible targets. Budget
preparers prefer conservative targets,
for example, low profit targets,
which are easily achievable. Using
conservative targets to increase the
chance of receiving incentives is known
as sandbagging the budget. Reviewers
try to negotiate for less conservative
targets that are deemed fair and
feasible, and the negotiation dynamics
strongly influences the final target.
Sandbagging can occur for expense
lines, and cost centres are not spared.
Reviewers often set targets based
on last year’s actual targets, producing
an ironic situation as last year’s strong
performers are “punished” with high
targets. The effect of targets creeping
up if they are consistently hit, but not

lowered if they are missed, is known
as ratcheting. Ratcheting incentivises
preparers to deliver sub-optimal
performance, giving budgets a bad
reputation as fixed performance
contracts. Ratcheting also occurs
in the expense lines as there is
unnecessary spending towards
the year-ends to maintain future
budgeted expense.
Budgeting games are better
appreciated using the pay-forperformance profile (Figure 2).
Looking at Figure 2, the normal
incentive effect occurs on the
slope but becomes dysfunctional
outside this range. Below Point A,
the expectation to exceed Point A
influences the manager’s action. The
manager shifts future profit to current
year if he expects to exceed Point A,
and vice versa if he expects to miss.
Approaching Point C, the manager
will shift current profit to future year
by a variety of methods – delay sales
booking (such as announcing discount
next year), bring forward expenses,
bring forward investment spending
for projects, and even fraudulent
accounting. Roy10 estimated that
removing budget gaming improves
productivity from 33% to 150%.
Using budgets as inputs to
measure performance intensify budget

gaming. Excessive budget gaming is
destructive because first, budgets
are no longer useful for strategic
control and coordination because the
estimates are not reliable. Second,
integrity and honesty are eroded when
concealing information is rewarded.
The adverse incentives produce an
unhealthy corporate culture that
lowers the firm’s competitiveness.
Conclusion
This article discusses many facets
of budgeting. Budgets are useful for
strategic coordination and control
if two conditions are met – budget
estimates are linked to plans, and
budget gaming is not significant.
Unfortunately, using budgets as
inputs to performance measurement
intensifies budget gaming. How
Singapore firms handle the trade-off
has a strong effect on their
competitiveness, but the practice
is currently unknown. Research on
budgeting practice of Singapore firms
may hold the key to unlocking greater
competitiveness and productivity. ISCA
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